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Why can'’t strategy be ‘everything a company does or consists of '? Is that not strategy as
perspective — in contrast to position? (MINTZBERG AND LAMPEL, 1999: 26)

Strategy formation is judgmental designing, intuitive visioning, and emergent learning; it
is about transformation as well as perpetuation; it must involve individual cognition and
social interaction, cooperative as well as conflictive; it has to include analysing before and
programming after as well as negotiating during: and all this must be in response to what
may be a demanding environment. (MINTZBERG AND LAMPEL, 1999: 27)

Power takes that entity called organization and fragments it; culture knits a collection of
individuals into an integrated entity called organization. In effect, one focuses primarily on
self-interest, the other on common interest. (MINTZBERG ET AL., 1998: 264)

After reading this chapter you will be able to:
understand the structure of the book
use the book intelligently
make full use of the case studies

discover and explore preliminary reading

Key strategic What benefit will | receive from reading this book?
challenge

That an organization does not realize the significant disadvantages of
having no strategy, whether implicit or explicit, or having a strategy which
is obviously inadequate — fragmentary, imperfectly understood, poorly
articulated or badly designed — for an organization’s environments.



Who this book is for

The book is written for two particular groups of readers:

 Students about to complete their first degree in the business area or managers
beginning a Doctor of Business Administration, that is, those with a theoretical
interest

» Active managers undertaking a Master of Business Administration or those who
could profitably do so, that is, those with a practical interest.

The book is constructed to benefit both groups. It should also have a wider appeal to
senior, and aspiring senior, managers, not just in commercial enterprises but in any
organization since it considers strategy in its broadest context.

The starting point for this book is unambiguous; it is premised on two main
propositions:

» All successful organizations and individuals, without exception, follow a ‘good’
strategy, that is, one which significantly improves the performance of the organ-
ization. In a sense this is tautology — good strategy can easily be seen, and therefore
defined, as what makes the organization successful. Sometimes the strategy is
implicit, even unconsciously pursued, but it is always better to make it explicit, that
is, to work out its implications as fully as time and resources allow. The degree of
success can vary, and vary a lot

» The process of strategy making and the actual content of a strategy must reflect
the nature of the world in which it is formulated and implemented. Trying to
realize an unrealistic plan is not a sensible thing to do. It is better to take account of
institutional and behavioural realities.

Strategy making is therefore challenging and dangerous; it offers significant benefits,
if done well, and significant losses, if done badly.
This textbook is intended to do two things:

* Open access to a vast literature, which the student reader cannot possibly master
alone. It introduces the key concepts with a maximum economy of effort, saving
the reader from spending as much time and effort as the writer has on mastering
the material

* Inspire readers with a sense of the excitement to be derived from discovering possi-
ble solutions to important theoretical and practical challenges, and therefore
giving an appreciation of the critical significance and ultimate value of strategy as
a whole.

The second is more difficult to achieve than the first.

The book argues that the only way to assist managers and future managers is by
showing them how to think systematically about their problems — to conceptualize
and therefore generalize them. It unashamedly confronts the need for theory. If
academics often lack a practical feel, managers often fail to recognize the importance
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of theory. The book balances the demands of the theoretical and the practical, and
builds a solid bridge between the theorist and the practitioner.

The text confronts theoretical issues without losing sight of practical aims. Theor-
etical contradictions need to be dealt with before moving on to practical issues.
Having confronted them, the book gives the treatment of strategy a sound practical
bias. It asks directly, what is ‘doable’ in the working world, rather than speculating
on what is ideal in the world of reason and imagination.

This is not a textbook on corporate strategy alone, although a subtext can be dis-
covered within it which confronts all the relevant issues covered in courses on
corporate strategy, notably in Part II of the book. Rather it is a textbook on strategy
for all types of organization. It makes reference more often to organizations than to
enterprises, and analyses the way in which various strategies developed at different
levels of an economy impinge on corporate strategy. It is impossible to understand
fully corporate strategy making without taking into account the broader context in
which various players make their own strategy. The organization or enterprise is the
focus of analysis but the boundaries assumed to exist between that organization or
enterprise and the rest of the world are removed and the strong interconnections
between internal and external environments are examined.

For students already enrolled in a business degree, this text has particular rele-
vance to courses or subjects labelled ‘corporate strategy’, ‘strategic management’,
‘international business environment’ and ‘entrepreneurship’. It does not claim to be
comprehensive in the latter two areas.

How to use the book

Two

approaches

There are two alternative approaches to strategy and strategy making:

1. The traditional approach assumes that it is a rational, linear and sequential
process, a process in which strategy is determined at the top by a grand strat-
egist and handed down for implementation by others. Diagrammatically it

External environment Internal environment
Opportunities and threats Strengths and weaknesses

APPRAISAL

Y

Formulation of possible strategies

Choice of appropriate strategy

Implementation of strategy

Figure 0.1 Andrews’ design model
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Monitoring of

| External environment | | Internal environment |

Interaction and learning

Y

Formulation and implementation

Y

Monitoring of

External environment | | Internal environment

Reappraisal

Y

Reformulation and implementation

Y

Monitoring of

External environment | | Internal environment

Reappraisal

Y

Etcetera

Figure 0.2 An iterative model of strategy making

looks something like the original design model developed in the work of
Andrews (see for example Learned et al., 1965, in which Andrews wrote the
text) and illustrated in Figure O.1. Strategy is still seen by many managers in
this way. It is a simple conception, which explains much of its attractiveness.

2. The second approach is rather different. Strategy is as much intuitive and creative
as it is rational; it is also iterative rather than linear, with overlapping rather than
discrete steps. Because of the nature of the world, it cannot be sequential. It
emerges, unfolds or evolves rather than being created, and comes from below as
frequently as from above. It is illustrated in Figure 0.2. If environments were
unchanging, each iteration would lead to diminishing adjustments to the
strategy. If environments change continuously, as they do, each individual itera-
tion can lead to as much adjustment as any previous iteration.

The position of the author is that the nature of the business world supports the
second approach, the iterative model, which determines the structure of this book.

The text is structured in five sections, as shown in the plan of the book (opposite),
which is reproduced in the text at the start of each part:

The

structure
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Part |
Introducing
strategic
management

Part Il
Strategic
environments
and
competitive
advantage

Part Il
Strategic
dilemmas

A lengthy introduction establishes the topic of strategy and explores the con-
straints on strategy making, whether they are ‘political’, social or cognitive. It
establishes the practicalities of actual strategy making, placing strategy in a strictly
practical context. The four chapters in this section enable readers to answer the
following questions:

» What is strategy and what constrains what a strategy can achieve?

* What is the difference between strategic thinking, strategic management and
strategic planning?

» What different perspective does a global rather than domestic orientation impart
on strategy making?

* How does strategy force us to make predictions and anticipate what might happen
in the future?

The core of the book deals with the essential elements of strategy making and con-
centrates on how the environmental context can be read to identify opportunities
which will create and maintain competitive advantage. This section develops the main
conceptual apparatus of the book and the most important concepts in strategy
making and does two main things:

* Analyses, in the first three chapters, the two external environments (the general and
competitive) and the internal organizational environment. This analysis provides the
inputs of knowledge necessary to a good strategy

* Explores, in three further chapters, the meaning of competitive advantage and
how it is achieved through the alternative generic strategies of innovation, cost lead-
ership and product differentiation. No enterprise can survive without continuously
renewing its competitive advantage. The process of acquiring the knowledge rele-
vant to strategy and the strategies by which it is possible to create and maintain
competitive advantage are the central focus of this section.

This section moves from the world of the practical and conceptual to an analysis of
the kind of recurrent strategic situations in which strategic decisions have to be
made. It considers the strategic dilemmas which strategists regularly have to con-
front and explores the challenges which strategy is intended to solve. In confronting
those problems, it weds practice and theory, using the lessons of the practical con-
straints and conceptual tools discussed in the previous two sections.

This section concentrates attention on five particular strategic dilemmas:

* how big an organization should be

* how to reconcile the interests of different stakeholder groups

* when an organization should cooperate and when it should compete

* how an organization should manage risk

* how an organization should enter a new market, particularly at the global level.

It shows how solving each of these dilemmas is central to good strategy making.
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Part IV
Bringing it
all together

Part V
Strategic
analysis
and audit

Learning

aids

Here the formulation and implementation of strategy is dealt with directly. This
represents the climax of the book, one reached after a steady and deliberate build-up.
The systematic development to a discussion of formulation and implementation is
deliberate since it echoes the actual process of strategy making which in a real sense
emerges rather than being imposed. This section therefore returns to the world
of practice.

The final section offers 15 additional case studies for the purpose of analysis rather
than to illustrate concepts or practices. They are carefully chosen to cover a broad
area of international businesses and confront the main strategic issues which are
covered in the book. The text is deliberately interspersed with questions which
promote the process of deeper analysis from the perspective of strategy making and
strategic performance.

The text incorporates a number of aspects of strategy often neglected or played down
by others, including:

 adopting a decisively international or global orientation

* stressing the need in any strategy making to forecast the future

* pointing to the strategic importance of cooperation as much as competition
* drawing out the ‘political’ processes involved in making strategy.

All these are fundamental to good strategy making and are therefore issues which
are fully integrated into the text.

This book also accords a large place to risk management, justified on the basis of
the critical role of successfully anticipating threats or shocks, and necessary for the
continuing survival of all organizations. However, it accepts that an obsession with
the negative factor of risk does not make for good strategy. The starting point for
strategy making should be opportunity, not threat, although every opportunity
carries its own threats.

The textual material is complemented by a number of features designed to help
student learning. Each chapter includes:

Apt quotation(s) highlighting the significance of the themes contained in the
chapter.

Learning objectives each corresponding to a different chapter section, outlining the
key areas of knowledge to be gained.

A Key strategic challenge question encouraging readers to consider the main practi-
cal issues associated with the chapter topic.

A Strategic danger pointer demonstrating the importance of understanding theory
in order to solve real-world problems.

A Case Study Scenario highlighting the main themes of the chapter through the
basis of a long case study example.



Xxviii Prologue

Routes

through
the text

Strategy in Action mini case study illustrations demonstrating how international
organizations apply theory in practice and supporting the key points in the text.

Focus examples highlighting key concepts and contemporary developments within
the subject.

A concluding long Case Study illustration containing the resolution of the introduc-
tory case scenario which supports the key learning issues within the chapter and
demonstrates the application of theory.

Key strategic lessons summarizing the main arguments advanced in the chapter
which can be used to check understanding or for revision purposes.

Applying the lessons exercises which have two aims:

* to test knowledge of the concepts and approaches discussed in the text, in particu-
lar relating to the achievement of desired learning outcomes
* to develop an ability to make strategy or evaluate another’s strategy.

There are suggestions for the use of the Internet as part of these exercises.

A Strategic project which sets a more ambitious piece of work challenging individ-
uals or groups to develop their strategic skills by systematically applying the concepts
and methods developed in the chapter.

An Exploring further review providing references which allow further exploration of
the issues raised in the chapter, at a level appropriate to the reader’s interests and aims.

In addition, the text includes:

Fifteen Long case studies (see below for more details) from Asia, Australasia, Europe,
the UK and the USA.

An extensive Glossary containing over 300 entries, to help the reader review and
define key terms. For ease of reference, words and phrases that are included in this
printed glossary, and on the accompanying website, are highlighted in colour when
first encountered in the text.

A comprehensive Bibliography combining all the sources referenced in the text.

Three Indexes — a name, organization and subject listing, to help readers easily
search for relevant information or references.

A comprehensive companion Website (see below for details).

There are two distinct pathways through the book, as shown in Figure 0.3, each
designed to suit different reader groups:

 The first is more theoretical, with an emphasis on understanding what strategy
making means. The reader’s goals are to achieve the learning objectives and com-
plete the first type of exercise. The focus sections, the references and the exploring
further sections provide the possibility of a deeper theoretical approach for those
students who wish to analyse concepts and problems in greater depth.
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| More practical | | More theoretical |

Key strategic challenges Learning objectives Focus sections
Strategic dangers l
Text
Strategy in Action l Applying the lessons
Strategic project Exploring further

Key strategic lessons

:

Long case studies

Figure 0.3 Learning paths

e The other is more practical, with an emphasis on knowing how to construct a
good strategy. The reader’s goals are addressing the key strategic challenge ques-
tion, undertaking the second kind of exercise and strategic project and effectively
analysing the case studies. The other elements can be dealt with in a cursory
manner or even avoided by those whose interest is more practical.

Those with a practical bias should cover the shared ground but should then incline
to the activities described as more practical and those with a theoretical bias should
cover the shared ground but then incline to the more theoretical activities.

Those who wish to follow a relevant content pathway might divide the book into
two distinct parts. Parts I and III have a bias towards the practical, Parts IT and IV
towards the theoretical. All should read the Prologue and Chapter 1. This is to over-
simplify since all chapters have both theoretical and practical content. The better
approach is to vary the intensity of reading according to the balance desired, but at
least skim read all the text.

Instructors who would like more detail on the structure of the book and how it can
be incorporated into teaching programmes, will find more information on the
accompanying website.

The case studies

A large proportion of the book is taken up with case studies. The case study organ-
izations, or problems, are selected so that interested readers will be able to improve
their understanding of significant strategic issues in the business world. They give a
wide coverage of that world, both in a geographical sense and an industry sector
perspective, as illustrated in the Case matrix overleaf. Since the strategic position of
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014 Asia
Three different reform scenarios in China ©) * — o Europe
Asea Brown Boveri (ABB) O * 014 Africa
Africa — AIDS and civil wars L * = o4 Europe
Airbus C * 09 Europe
Aldi O e * O5/@Part V N.America
Amazon.com oe * 018 N.America
Andersen S * 05 S.America
Argentina O * = ®13 Australasia
Australian wine industry LJ = * 013 Europe
Benetton o * o1 Australasia
BHP e * = 010 Europe
BMW O = o4 N.America
Boeing L] o 02 Europe
Brian Epstein o * 06 Asia
Business crisis and the case of Indonesia O * o7 Global
Business models in broking o = 09 N.America
Caterpillar o * o7 N.America
Charles Schwab o * 09 Europe
Club Med o * * O11 Global
Communication/information/entertainment ©) = * O11/@Part V N.America
Compaq oe = * 08 Global
Cosmetic contact lenses ©) * @10 Africa
De Beers L] = * 08 N.America
Dell O * O6/@Part V Europe
Deutsche Bank 9. = 014,15/@Part V Global
Disney oe % 010 Europe
Ducati ©) * 014/18 N.America
Enron 9 * 0O14,15/@Part V. Europe
Euro Disney oe * 06 Europe
European banking o ®Part V Middle East
Forecasting the price of oil L * = 010 Global
Formula One o = * ®16 N.America
GE e = * 018 N.America
General Motors ©) * ®12 Europe
Gucci 9 = 0O7,9/@Part Asia
Haier oe % 010 N.America
Harley-Davidson o * 010 Asia
Hermes O = o5 Global
Hybrid electric vehicle (HEV) L




Hewlett-Packard (o] ] O11/@Part V N.America
Honda o 016 Asia
Hutchison [ [ X3 Asia

IKEA [ ) 0O16/@2 Europe
Imclone [ ®18 N.America
Infosys [ ] @9 Asia
Japanese—English conversation manual @) o2 Asia
Komatsu @) 09 Asia
Kleiner Perkins Caulfield & Byers o * o7 N.America
Lessons from the online broking experience @) * 017 Global
Lloyd's (o] ) * O14/@Part V Europe
Luxury cars O 010 Europe
Manchester United [ o7 Europe
McDonald’s o o1 N.America
Merlin Biosciences @) o7 Europe
Microsoft oe O12/@6 N.America
Mt Buller o] ] O8/@Part V Australasia
Nestlé @) O15 Europe
News Corp @) O15 Australasia
Nintendo [ ] o6 Asia
Nissan o] ] O13/@Part V Asia

Nokia [ ) @16 Europe
Qantas () @3 Australasia
Reliance o 012 Asia
Renault o] ] O13/@Part V Europe
Responses to the Asian economic crisis @) * 014 Asia

SAB Miller [ ) 17 S.Africa
Samsung o O8/@Part V Asia
Semco @) 012 S.America
SingTel oe O15/@Part V Asia

Sony (o] ) O2/@6, 18 Asia
Southwest Airline o o9 America
Starbucks [®] ) 06,17/@Part V N.America
Swissair [ ) @3 Europe
The Celtic Tiger @) o5 Europe
The port of Tanjung Pelepan o o5 Asia

The virtual university and the MBA @) 08 N.America/Europe
Toyota o O15/@17 Asia

Virgin (o] ) * O10/@Part V Europe
Virgin Atlantic/Virgin Blue [ ] ®Part V Europe/Australasia
Vivendi o] ] O8/@Part V Europe
Volkswagen [ ] ®15 Europe/Asia
Wal-Mart [®] ) 09, 15/@Part V N.America




XXXii Prologue

Case analysis

any organization is unique, a large number and variety of case studies are
presented, in three different forms:

. Bach chapter is introduced by a Case Study Scenario which prompts the reader to

consider the challenges of implementing successful strategy and highlights the
main themes of the chapter. The resolution of the case is included at the end of
the chapter to demonstrate what happened.

. Sixty-four Strategy in Action mini case study examples are used throughout the

text to illustrate particular issues.

. The final part of the book includes fifteen Long case studies which are designed to

illustrate strategy making in its broadest sense by encouraging students to
analyse the situation and performance. They are not directly linked with particu-
lar problems or concepts discussed in the text, but the Case matrix summarizes
the sectors and issues which each of these support. The best way to approach
these case studies is for the individual or student group to conduct a strategic
audit of the organization. Additional long case examples are also provided on the
companion website.

There are two main uses of the case studies. The first, in the text itself, is illustrative,
intended to show a practical manifestation of an idea or concept. The second, in Part
V, is analytical, intended to show the way to a full strategic audit.

As a preparation for a class analysis of a freestanding case study, the reader or
student might like to carry out the following steps, either individually or in a group:

. Carry out a first reading of the case study in order to gain an initial perception of

the issues raised

. Carry out a second, more thorough and slower reading of the case study, from

the perspective of a strategy audit

. Do any relevant outside research, in libraries or on the Internet. What is con-

tained in any write-up of a case study is only an introduction which asks ques-
tions rather than provides all the answers. Further research is required.

. Write the first draft of the strategic audit
. Write the final draft of the strategic audit.

More detail on each of these stages is provided on the accompanying website.

Companion website

This text is accompanied by an extensive companion website hosting resources for
both students and lecturers, which can be accessed at www.palgrave.com/
business/white.

For students:

* arunning case study example, designed to be read alongside each part of the text,

ties the different sections together with one coherent illustration
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« additional long case studies provide further opportunities for case analysis

« links to further resources help you to navigate the wide range of material available
on the Internet

« searchable glossary of strategic terms

 expanded guidance on getting the most out of this book, analysing case studies
and further reading.

Instructors have access to all the student resources as well as:

* suggested teaching pathways and objectives

« information on key strategic themes and their use within the book

« suggested case study questions for all the long cases

¢ comments on the exercises and assignments used in the book

« PowerPoint lecture slides for each chapter which you can edit for your own use.

Introductory reading

Newspapers

and
magazines

The following is a general and introductory guide to reading on strategy. The present
text should be supplemented by these other sources. Reading takes three different
forms:

1. business newspapers and journals which provide up-to-date information and
analysis

2. academic journals, some ‘popular’ and others scholarly, some devoted to nothing
but strategy, others covering management studies in general

3. the body of more extended treatments, some reflective, some primers and some
textbooks.

The following indicates those considered most useful and insightful by the author.
The focus is on English-language literature.

The first group includes a number of American newspapers and journals, although
in some cases there are versions tailored for and targeted at different parts of the
world. For example, the Wall Street Journal has an Asian version. Business Week,
Fortune and Forbes contain plenty of up-to-date accounts of the strategy of enter-
prises, mostly the larger multinationals. A European perspective would suggest alter-
native reading, including The Economist, probably the best commentary on current
economic events anywhere in the world, although the orientation is consistently pro
free market, and pursued with little reservation. The Financial Times adds a daily
dimension, with more detail and frequently longer and more in-depth articles,
perhaps a bit more dispassionate than The Economist. Business 2.0 gives a much more
technical perspective on business, with some excellent articles on the strategy of the
most dynamic companies. If an Asian perspective is required, The Far Eastern Eco-
nomic Review is worthy of close attention. From India, and largely about India, there
are two main journals, Business Today and Business India.
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Academic

journals

Books

Each country has its own business press. For example, Australia has The Financial
Review, a daily, and The Business Review Weekly, as the two best sources of business
and economic material, mainly but not solely relevant to Australia. Most Asian
countries have English-language newspapers, nearly all with good local business
coverage, such as the South China Morning Post and the Japan Times.

The academic literature must start with the Harvard Business Review, quite the most
accessible journal on strategy, accessible in every sense of the word. It aims to make
available new management knowledge to a wide audience. It is a rich quarry of work
on strategy, clearly the most quoted journal in textbooks on strategy. The McKinsey
Quarterly contains a large number of studies of particular industries seen from a
strategic perspective; it is probably underrated as a source on strategy. Much more
technical and therefore more inaccessible are the articles in either Long Range Plan-
ning or the Strategic Management Journal. Both of these journals contain articles on
strategy and little else; they should be major ports of call for those who wish to read
at the cutting edge of new research. More rarely found are strategy articles in the
broader management journals, such as the California Management Review, the Sloan
Management Review, the Academy of Management Journal and the Academy of Manage-
ment Executive. Also worthy of consideration are the journals Business Horizons and
Journal of Business Strategy.

At this stage reference to books is at the ‘must read’ level for a reader keen to get on
top of the strategy area. There are two writers who should be read before all others.
Michael Porter is the doyen of all strategy theorists and, because of his enormous
influence, should be read, although his work is rather long and not the most exciting
of reads. In particular the two main books are Competitive Advantage: techniques for
analysing industries and companies (Free Press, New York: 1980) and Competitive
Advantage: creating and sustaining superior performance (Free Press, New York: 1985).
Henry Mintzberg is a nice contrast to Porter, very knowledgeable in the area of
strategy and a good thinker but sometimes carried away by the exuberance of his
own verbosity. The book which is the most analytical treatment of strategy in the
whole area is The Rise and Fall of Strategic Planning (Prentice Hall International,
Hemel Hempstead: 1994). A fascinating romp around the literature on strategy is
Mintzberg, H., Ahlstrand, B., and Lampel, ]. Strategy Safari: a guided tour through the
wilds of strategic management (Free Press, New York: 1998).

Rather long, but worth reading to get a sense of historical context and the messiness
of any real historical experience, in particular the messiness of business history, are the
major works of Chandler, A. D. Jr, Strategy and Structure: chapters in the history of indus-
trial enterprise (MIT Press, Cambridge, MA: 1962); The Visible Hand: the managerial revo-
lution in American business (Belknap Press, Cambridge, MA: 1977); and Scale and Scope:
the dynamics of industrial capitalism (Belknap Press, Cambridge, MA: 1990).

There is a rival literature for those who want more rigour in their theory. For very
valuable insights into the nature and role of the enterprise, it is worth reading an
article which has had an increasing influence over the many years since its publica-
tion, Coase, R. ‘The nature of the firm’, Economica 4, 1937: 386—405. Coase has been
described as the first institutional economist. The implications of this article are
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much more fully worked out in Williamson, O. E. The Economic Institutions of Capital-
ism: firms, markets, relational contracting (Free Press, New York: 1985) and in the
debate which followed. It has given birth to an enormous literature. Almost as influ-
ential as either of these, but in a much quieter way and with a different approach to
the topic, is Penrose, E. T. The Theory of the Growth of the Firm (Basil Blackwell,
Oxford: 1959), probably the most quoted work in this area.

Below are listed the five books on strategy which have given the author most
enjoyment and food for thought. They are not traditional textbooks. The influence of
these works on the thinking expressed in different parts of the text is obvious to
anyone who reads them. All of them offer something but by no means all that is
needed for a good text on strategy. For the most part they are not difficult to read,
given a commitment to reflect on the issues raised:

Ghemawat, P., Strategy and the Business Landscape: text and cases (Addison-Wesley,
Reading, MA: 1999).

Forster, ]J. and Browne, M., Principles of Strategic Management (Macmillan,
Melbourne: 1996).

Whittington, R., What is strategy and does it matter? 2nd edn (Thomson, London:
2001).

Grant, R. M., Contemporary Strategy Analysis: concepts, techniques, applications 4th
edn (Blackwell, Oxford: 2002).

De Wit, R. and Meyer, R., Strategy — Process, Content, Context: an international per-
spective 2nd edn (International Thomson Business Press, London and Boston: 1998).

Texts on strategy differ enormously in length and the style and depth of analysis.
The book by Ghemawat is concise to a fault, at times cryptic. It requires a significant
input from the reader. Its approach would probably have greatest appeal to econo-
mists. The texts in both Whittington and De Wit and Meyer are also short and highly
analytical in tone.

In contrast to the books discussed above, an easy but very much longer read is
Viljoen, J. and Dann, S. Strategic Management; planning and implementing successful
corporate strategies (Longman, Frenchs Forest, NSW: 2000). This is comprehensive
and a delight to read. The former works are in the reflective mode, the latter in the
primer mode.

A comprehensive guide to online business magazines around the world is available
at http://newsdirectory.com/news/magazine/business/. Links to all the newspa-
pers, magazines and journals cited above are provided below (and are available on
the website).

Academy of Management Executive http://www.aom.pace.edu/ame/

Academy of Management Journal http://www.jstor.org/journals/00014273.html
Business 2.0 http://www.business2.com/

Business Horizons http://www.elsevier.com/inca/publications/store/6/2/0/2/1/4/
The Business Review Weekly http://www.brw.com.au/

Business Today http://www.business-today.com

Business Week http://www.businessweek.com/
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California Management Review http://www.haas.berkeley.edu/News/cmr/index_.html

The Economist http://www.economist.com/

Far Eastern Economic Review http://www.feer.com/

The Financial Review http://afr.com/

Financial Times http://news.ft.com/

Forbes (Asia, Europe, USA), http://www.forbes.com/home_asia/,
http://www.forbes. com/home_europe/, http://www.forbes.com/

Fortune http://www.fortune.com/fortune/

Harvard Business Review http://www.hbsp.harvard.edu/products/hbr/index.html

Japan Times http://www.japantimes.co.jp/

Journal of Business Strategy https://www.ecmediagroup.com/Magazines/jbs.cfm

Long Range Planning http://www.lrp.ac/

McKinsey Quarterly http://www.mckinseyquarterly.com/

Sloan Management Review http://mitsloan.mit.edu/smr/main.html

South China Morning Post http://www.scmp.com/

Strategic Management Journal http://www.smsweb.org/about/SM]/SM].html

Wall Street Journal (Asia, Europe, USA) http://online.wsj.com/public/asia,
http://online.wsj.com/public/europe, http://online.wsj.com/public/us



Part |

Introducing Strategic
Management

1 Introducing strategy and strategy making
2 Thinking and acting strategically
3 Adopting a global perspective

4 Reading an uncertain future




Task

Starting right

Acquiring
conceptual
tools for
the job

Resolving
particular
strategic

problems

The strategy
emerges

Analysing
strategy
making

Introducing
Strategic
Management

Strategic
Environments

and
Competitive
Advantage

Strategic
Dilemmas

Bringing it all
Together

Strategic
Analysis
and Audit

Chapters

WHY? WHO? WHAT? HOW?
1
Introducing
strategy

and strategy

making

2 3
Thinking Adopting
and acting a global
strategically

Prologue

perspective

WHEN?

4
Reading an
uncertain
future

5 General
Identifying
opportunity ENVIRONMENTS Internal
and risk
Immediate

6

Reading the
competitive
environment

GENERIC STRATEGIES

8
Creating and
maintaining

9
Reducing

costs
competitive

advantage

7

Analysing
resources,
capabilities
and core
competencies

10
Differentiating
the product

FIVE DILEMMAS

11 12 13 14
Determining Integrating When to Managing
the size of the compete and risk
an enterprise | strategists when to

cooperate

15
Participating
in the global
economy

16
Formulating
strategy

17
Implementing

CONTINUOUS ITERATION

strategy

18
Monitoring

strategic
performance

Case Epilogue

studies




All good business performance requires a
good strategy; sometimes that strategy is
implicit, sometimes explicit; where possible it
is always better to make it explicit. The four
chapters in Part | are introductory in the sense
that they indicate the context in which strat-
egy making is organized and the constraints
on content and procedures, constraints which
are mainly of a cognitive and organizational
nature. There are serious limits on what a
strategy can be.

e Chapter 1, Introducing strategy and strategy
making, addresses the ‘who’ of strategy
making. It identifies and discusses three
particular groups — those who have devel-
oped the theory and practice of strategy
making, those who at any time are the strat-
egists and those who are stakeholders with a
significant interest in strategy.

e Chapter 2, Thinking and acting strategically,
addresses the ‘what’ of strategy making. It

carefully distinguishes between strategic
thinking, strategic management and
strategic planning. It notes that strategy is a
combination of the use of creative imagina-
tion and applied reason.

Chapter 3, Adopting a global perspective,
addresses the 'how’ of strategy making,
although it could be analysed as the
‘where’. The key question asked, whether
strategy making is different in a global
context from a domestic or local context, is
answered in the affirmative.

Chapter 4, Reading an uncertain future,
addresses the ‘when’ of strategy making. By
its nature all strategy is concerned with the
future and forecasting what that future
might look like, allowing for the capacity of
the organization itself to remake the future
environment.



Key strategic
challenge

Introducing strategy and

strategy making

Why can’t strategy be ‘everything a company does or consists of '? Is that not strategy as
perspective — in contrast to position? (MINTZBERG AND LAMPEL, 1999: 26)

Strategy formation is judgmental designing, intuitive visioning, and emergent learning; it
is about transformation as well as perpetuation; it must involve individual cognition and
social interaction, cooperative as well as conflictive; it has to include analysing before and
programming after as well as negotiating during: and all this must be in response to what
may be a demanding environment. (MINTZBERG AND LAMPEL, 1999: 27)

Power takes that entity called organization and fragments it; culture knits a collection of
individuals into an integrated entity called organization. In effect, one focuses primarily on
self-interest, the other on common interest. (MINTZBERG ET AL., 1998: 264)

After reading this chapter you will be able to:

familiarize yourself with strategy as both a theoretical concept and a
working tool

trace the history of the development and use of the strategy concept
explore the various meanings of the term ‘strategy’

make the link between different meanings and the different academic
disciplines behind those meanings

identify different stakeholder groups and their likely influence on
strategy making

discover the political, social and cognitive constraints on the process of
strategy making

Why is strategy important to me as a manager?

That strategy is not viewed realistically, with full account of its complexity,
but as an oversimplified idea and, as a consequence, the various definitions
of strategy are seen as competing and mutually exclusive, rather than
representing different aspects of a multifaceted activity.
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Strategy is arguably the most important concept in management studies. Strategy
making is arguably the most important activity of a practising manager. Yet it is a
concept difficult to define, and an activity difficult to pursue with effectiveness.
There are many people involved in the process of strategy making. There are also
many different ways of interpreting what strategy is. The main aim of the introduc-
tory chapter is to explore the different possible meanings of strategy and to highlight
the practical constraints on what strategists and strategy can do. There are clear
practical limitations on what is possible which must be understood from the start.

What is strategy?

Two types

of strategic
thinking

In its simplest conception strategy is regarded as a unifying idea which links purpose
and action. For de Wit and Meyer (1998), in an intelligent treatment of the subject,
strategy is any course of action for achieving an organization’s purpose(s). In the
words of Alfred Chandler, the first modern business strategy theorist, strategy in the
area of business is defined as ‘the determination of the basic, long-term goals and
objectives of an enterprise, and the adoption of courses of action and the allocation
of resources necessary for those goals’ (Chandler, 1962: 13). Although still tentative
and preliminary as a definition, it is possible to advance a little further and say that
strategy is ‘a coordinated series of actions which involve the deployment of resources
to which one has access for the achievement of a given purpose.’

Strategy therefore combines the articulation of human goals and the organization
of human activity to achieve those goals. The setting of goals involves the identific-
ation of opportunity. Strategy is a process of translating perceived opportunity into
successful outcomes, by means of purposive action sustained over a significant
period of time. At a minimum there must be a clear intent translatable into specific
objectives and some defined and effective means of achieving these objectives by
deliberate action involving the use of resources to which one has access (Figure 1.1).
Strategy may or may not reflect a fully self-conscious, deliberative and systematic
approach to the setting of objectives and their achievement which then require
detailed planning. It may be an implicit or unconscious activity.

Opportunity

/ SYStematic action \
Intent

< L.
-

Mobilization
of resources

Figure 1.1 The four main elements of strategy

Strategy comprises thinking about action in two different ways: vertical (rational)
thinking and lateral (intuitive) thinking. It deals with convergent problems, that is,
those with one solution, and divergent problems, that is, those with a number of pos-
sible solutions. Strategy demands from the strategist(s) both creativity — lateral think-
ing, often applied to divergent problems, and rationality — vertical thinking, often
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Different

strategic
perspectives

applied to convergent problems. This means that, in the area of business, strategy
combines a vision and managerial effectiveness in realizing that vision, referred to as
operational effectiveness, and therefore both the harnessing of intuition and the appli-
cation of reason. In the business world, strategy is about successful entrepreneurship
and good management. There is therefore an inherent contradiction in strategic
thinking, which makes its full meaning hard to grasp. These two strands of strategic
thinking are both essential parts of a strategic orientation and both must be included
in any analysis of strategy making (Figure 1.2).

Ways of Application of creativity, Application of reason
thinking intuition or imagination (vertical thinking)
(lateral thinking)

Nature of Divergent: with Convergent: with

problem many solutions one solution

Area of Creating the vision: Realizing the vision:

relevance establishing strategic achieving operational
objectives effectiveness

Figure 1.2 Two approaches to strategic thinking

The text has introduced the four main elements of strategy and the two main ways of
engaging in strategic thinking. A strategic approach also involves a number of dis-
tinctive perspectives, which follow from the analysis above. Any strategy lacking the
following perspectives is unlikely to be successful:

« Strategy involves looking into the future, not simply focusing on the present or
extrapolating what has happened in the past. It involves intent, which both estab-
lishes a future direction or destination, and the importance of time because that
intent cannot be realized immediately.

« Strategy tries to achieve a balance between flexibility and stability and so avoid
either the straitjacket of excessive rigidity or the anarchy of repeated and random
changes of direction.

o Strategy emphasizes asking pertinent question(s) as much as providing the
answer(s). This means the finding of a problem worthy of serious consideration as
much as the resolution of marginal problems thrown up by current operations.
Others may be happily unaware that a problem exists or that such a question can
even be asked. In this way the strategist moves from known into unknown territory.

* Strategy is complex, dealing in highly intricate systems of cause and effect. It is
concerned with what have been called, rather aptly, ‘wicked problems of organized
complexity’ (de Wit and Meyer, 1998: 47).

« Strategy is itself holistic in that it recognizes the many interconnections between
superficially different aspects of business activity and different problems. Strategy
integrates all the functional business activities — marketing, finance, human
resource management, information systems — and gives them coherence.
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Focus on Theory

Levels of

strategy
making

Who are the

strategists?

« Strategy is rooted in particular historical experiences — it is always path-dependent,
reflecting the experience through which an organization has reached its present
situation.

« Strategy is interactive. The quality of a strategy reflects the degree to which it takes
account of the strategies of other players — competitors, governments and
cooperators.

Strategy and a strategic orientation:

e ook to the future

e aim for a balance between stability and flexibility

e ask new questions rather than answers old questions
e are holistic and integrative

e are complex

e are path-dependent

e are interactive

Which organizations make strategy and at what levels of an economy? There are
inevitably different levels of strategy making, from the functional level within an enter-
prise to the level of government in a country. Strategy is about the location and signifi-
cance of boundaries. Such boundaries define an outside and an inside, and thereby
potentially a strategy-making unit. These boundaries define the scope of strategy at the
different levels, whether the boundaries are between functional departments, strategic
business units, corporations, communities or networks, or even countries.

Every boundary can be crossed. Increasingly, corporations actively interact with
their outside environment and change it, and through the action of players outside
the enterprise, that environment in various ways penetrates the corporation and
changes it. This interpenetration is changing its nature over time and is the stuff of
strategy making. Simultaneously, there may be a function strategy, a business
strategy, a corporate strategy, an industry strategy, a community strategy, even a
country strategy, all intertwining with each other.

Does the nature of strategy differ from level to level? Has the internationalization
of business, for example, changed strategy making? The content of strategy at the
two levels definitely differs. What the local coffee shop does clearly differs from what
a large multinational corporation does. Strategy in a global world has begun to
change from what it was in a domestic context, if only because of the increasing
scale of all the activities. The achievement of competitive advantage and the man-
agement of risk at the global level involve different kinds and amounts of functional
activity. The global context has begun to have a powerful influence on the strategic
dimensions of every enterprise or organization.

Initially, strategy making assumes the existence of at least one strategist, commonly
the chief executive officer, who takes responsibility for the successful formulation
and implementation of strategy. Few commercial enterprises are run as a democ-
racy, and very few not-for-profit organizations. However, in practice, strategy
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making is usually done by a large number of people, not just a few. It is often a
group activity, involving cooperation.

Not all strategists realize that they are strategists. However, with hindsight,
strategy making can always be recognized. Strategy is often conducted in an intu-
itive way, implicit rather than explicit. Because strategy is universal, embracing a mul-
titude of different activities and circumstances, appropriate definition is difficult. In
one sense the whole of this book is part of an attempted definition, one specifically
relevant to the area of business, the last chapter providing an informed guide to the
making of such a definition.

A brief history of the concept

Today strategy is one of the most commonly used words in management studies, but
its use was not, and is not, limited to that area. Thinking and writing about strategy
has a history stretching back far earlier than management studies, a history which is
interesting in its own right. It has been one of the most debated concepts, both in its
definition and significance.

The history goes back to Greek and Chinese military thinkers, whose insights it has
recently become fashionable to quote. In ancient Greek the term strategos means an
army or its leader. Strategic thinking, in the sense of systematized and institutional-
ized military thinking, was revived by German military thinkers during the nine-
teenth century.

In war the overall aim is obvious, the military defeat of the enemy, but the means
of achieving that aim need to be carefully articulated. A clear distinction is made
between strategy and tactics. For example, Carl von Clausewitz (1984) distinguished
tactics from strategy: ‘tactics ... [involve] the use of armed forces in the engagement,
strategy [is] the use of engagements for the object of war’ (quoted in Ghemawat,
1999: 2). Strategy involves both the formulation of the overall aim as specific mili-
tary objectives and the successful implementation of these objectives. It therefore
involves both the marshalling of a wide range of resources to the task and their
deployment in a way which maximizes their effectiveness, but also the simultaneous
anticipation of what the enemy will do, given its own resources and its likely know-
ledge of the enemy’s resources. The strategy needs to be efficiently implemented,
which involves careful preparation, good training and the use of effective tactics.
More attention is often concentrated on the effective use of tactics by, for example,
Julius Caesar, Alexander the Great or Napoleon than on their ability to get the
strategy right, the core of which is the repeated concentration of strength in the
right place at the right time.

The military link has continued through to the present day. Many still see a paral-
lel between military strategy and business strategy, drawing a further parallel
between tactics and management. The influence of this view clearly underpins the
assumptions of the classical approach to strategy discussed below.

While the business enterprise remained small and of low capital intensity and
while the invisible hand of Adam Smith appeared to rule economic life, strategy
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Strategy and

planning

The stages of

development
of strategy

Stage 1

remained dormant as an idea relevant to the business world. When, in the second
half of the nineteenth century, the large modern business corporation emerged and,
alongside it, the visible hand of deliberate business policy, strategy began its life as a
practical application to the business world of a simple principle, shaping one’s own
fate. As enterprises grew larger, they began to try to control market forces and
impose their stamp upon their environment. The first real practitioner in any system-
atic way was probably Alfred Sloan of General Motors and the first academic com-
mentator was Alfred Chandler (1962), who chronicled, using a number of
comparative treatments, the history of the modern business enterprise. Alfred Chan-
dler’s main achievement was to explore the implications for strategy of the emer-
gence of the modern corporation. In particular he traced in some detail the
interaction between strategy and organizational structure.

Strategy is related to planning. Its rise and fall in popularity is linked with the change
in attitude to planning. During the twentieth century the techniques of formal and
systematic planning became popular in both communist and capitalist economies. It
is fitting that the total mobilization of resources for two world wars provided a model
of how planning might work. Business planning has quite a long history, both as a
practical matter and as a subject of teaching, notably in American business schools
such as the Harvard Business School. The case study approach, pioneered by Harvard
Business School, highlighted the way in which, in the same industry, different out-
comes for enterprises reflected different strategies and different planning models.

Theory often evolves to cope with a changing world, although the development of
such theory tends to lag behind practice. An interesting interpretation of the history
of the strategy concept sees it developing over the period from 1945 to the present in
four stages, which are defined by the changing problems imposed on enterprises by
an evolving socioeconomic environment (see Drejer, 2002: 22—4).

From 1945 to the mid- to late 1960s, the economic context was a relatively stable
one, simple to understand, but expansionary. Most economies had been exhausted
by war. In 1945, levels of production were well below pre-war levels. During this
period overall demand in the world economy tended to be greater than overall supply.
There was considerable pent-up demand. There was also a backlog of unexploited
technology. The immediate aim of enterprises was the meeting of that demand. Sat-
isfying precise consumer requirements did not matter too much; almost any output
was better than none.

The role of strategy in such a context was to mobilize economic resources in an
orderly fashion to support a rapid expansion in supply, at first in order to implement
recovery from the war and later to use already existing technology to meet the pent-
up investment and consumer demand. During this period long-range planning was
still accepted as at the heart of any strategy, since economic priorities were clear.
Strategy consisted of budgets and programmes put together in one overall plan. The
main problem was to plan financially in order to integrate the enterprise internally
around the broad aim of profit satisficing within the framework of the plan.

As a separate branch of management studies, strategy was born in 1965 with the
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publication of two significant books: Learned, Christensen, Andrews and Guth'’s
Business Policy: text and cases (1965) (wherein Andrews wrote the text and the other
authors wrote the cases) and Ansoff’s Corporate Strategy (1965). Work in these areas
was clearly well developed.

The basic design school model (Figure 1.3), most closely associated with the name
of Andrews, is a prescriptive conception. It is intended as a practical guide for dealing
with a complex environment in which there are external as well as internal contexts
relevant to the enterprise. The approach is best encapsulated in the SWOT model
(Strengths, Weaknesses, Opportunities, Threats), probably the most commonly
applied method in strategy making. It is often reproduced in flow charts which separ-
ate out the key steps in strategy making.

On the other hand, Ansoff prescribed an extremely detailed but potentially overly
rigid form of strategic planning, reflecting the nature of long-term planning as it
had emerged. He recognized the severe constraints placed on businesses by their
existing resources.

During this early period there was a marked reluctance to overgeneralize about
strategy and a desire to acknowledge the uniqueness of each experience, as shown
by the case study approach. While academics were reluctant to make excessive

Scanning the external Analysing the internal
environment environment
(external appraisal) (internal appraisal)
Identification of Identification of strengths
opportunities and threats —| Formulation |-=— and weaknesses
(key success and risk factors) (distinctive competencies)

Consideration of all
possible combinations
(creation of strategies)

Social responsibility ——| Comparison |<=—— Managerial values

:

Evaluation of best matches

{

Choice of strategy

'

Implementation
of strategy

Source: Adapted from Learned et al. 1965.

Figure 1.3 The design school model
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claims for strategy making of any kind, enterprises themselves were not so con-
strained. They did not display the same circumspection.

From the late 1960s to the late 1970s, there was more rapid and extensive change,
but change of a reasonably predictable kind. Most developed economies were now
operating close to the frontier of best-practice technology. Inflationary forces began
to emerge, particularly cost inflation involving various commodities and labour, but
were still under broad control.

Prioritization became less significant as supply began to catch up with and even
run ahead of demand. The consumer became more discriminating. The need to
satisfy the consumer in order to make a profit rose in importance. Strategy became
more concerned with directing resources into the most promising areas. It began to
change its nature, as a changing environment prompted the first efforts to cope with
that outside environment, including the choice of desired products and markets.
Where an enterprise positioned itself became important.

Further development of strategic thinking resulted from the work of the new con-
sultancies. In the words of the founder of the Boston Consulting Group, BCG was in
‘the business of selling powerful oversimplifications’ (Ghemawat, 1999: 9), which is
true of all consultancies. This work was for the most part based on simplified con-
cepts or partial models which only dealt with parts of a broad strategy, although any
recommendations made often involved quite sophisticated modelling. The notion of
the experience curve, the growth/share matrix and the profit impact of marketing
strategies (PIMS) are well-known examples of the new methods.

Another consultancy, McKinsey’s, in conjunction with General Electric, a
company which pioneered and developed many different techniques of strategy
making (see the case study in Chapter 16), developed the notion of the strategic
business unit. Both this and the growth/share matrix marked the entry of portfolio
analysis into the area of strategy making. Such techniques were highly relevant to
conglomerate and diversified companies in choosing their business units. The prac-
tice of some kind of portfolio analysis became common among American enter-
prises. All these techniques soon came under attack for being overly mechanistic and
static in their view of a rapidly changing business world.

Between the mid-1970s and the mid-1980s change became discontinuous. This was
the era of the oil price shocks and the later debt crisis in the developing world. Infla-
tion accelerated and growth slowed. The rate of growth temporarily decelerated as the
easy gains of the 1950s and 60s were exhausted. In the era of stagflation, inflationary
forces temporarily concealed the tendency of supply to run ahead of demand.

The main need of any good strategy was now to allocate resources, including cash
flow, in order to develop a competitive advantage, which, in turn, was necessary in
order to yield the profits that generated the investment funds required. The focus fell
on the portfolio of an enterprise’s products and services and the nature of competitive
behaviour in the markets. Strategy was increasingly being made at various levels,
including business, functional and corporate levels.

In the area of strategy, the 1980s were dominated by Michael Porter, who has done
more to develop the theory and application of strategy than any other theorist or
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practitioner. He published Competitive Strategy in 1980 and followed it up with a
series of long books, representing a comprehensive approach to the subject. Many of
his insights were encapsulated in neat diagrams and summaries which have had a
wide and continuing influence, such as the five forces of competition and the
competitive diamond, both discussed later in this book.

Porter’s originality was to insert the Andrews’ approach into the framework of an
academic discipline; economics. For the first time an academic was willing to general-
ize. Porter sought to position the enterprise, and/or its strategic business units, in its
strategic environment, principally its competitive environment. It was a matter of
selecting appropriate arenas for business activity and a desired mix of products,
markets and functional activities. He therefore concentrated his attention on the
environmental side of Andrews’ analysis. Paradoxically for many readers, this would
have the effect of reducing the significance of strategy by assuming away the unique
identity of the individual organization.

Finally, during the 1980s, change became not only discontinuous but rather more
unpredictable, with new and more complicated dimensions added, as the
communications/information revolution began to bite and other demands on
business emerged. In the 1990s, growth once more accelerated but in a context in
which there were the beginnings of deflationary tendencies. Overcapacity
emerged in various sectors of the economy.

It became necessary for strategy to manage and integrate problems in many dif-
ferent areas, including government deregulation, contrasting economic circum-
stances, rapidly changing technology and new conservationist and environmental
demands. Strategy had to expand to embrace these new areas, including a return
to a proper consideration of the enterprise’s available resources to meet these
various requirements.

The 1990s saw the focus of interest shift once again, this time, as might be antici-
pated, to a greater attention to the other half of the Andrews’ concern, the internal
resource position of the enterprise. There was an explosion of articles on the so-
called ‘resource-based view’ (RBV) of strategy. The elaboration of this view was not
associated with one particular commentator. The debate considered specific capabili-
ties, competencies and even the management of technology as well as resources in
general. Various researchers began to explore the context in which the process of
strategy making itself occurs, focusing on the social and political constraints on
strategy making.

The account above indicates how strategy was cumulative in its build-up of tech-
niques. No strategic method from earlier stages was discarded. Rather they were all
improved and used where and when appropriate. As a result, the complexity of
strategic management increased enormously. No exact blueprint for strategy making
emerged from this history, rather a proliferation of different views about how it
should be done.

A careful analysis, as shown in the next section, shows that the difference between
strategic methods is much less than often appears, once the changing conditions and
fashions of different decades and the changing circumstances for which the different
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approaches are valid are allowed for. Much has been accomplished in a relatively
short history. There is already a good base to build upon in constructing an inte-
grated approach to strategy making.

A multiplicity of meanings

A starting
point — four

possible
general
approaches

Strategy means something different to every person who uses the concept. There are
countless books and articles using different definitions of the term. A powerful concept
can have, perhaps should have, a measure of ambiguity in its meaning but it cannot
mean all things to all people; it requires some degree of precision in its definition. On
the one hand, the multitude of different usages indicates the importance of the
concept, the sheer breadth of its scope. On the other, it suggests dangers in the indis-
criminate use of such an ambiguous term. Concepts which develop such an elastic-
ity of meaning often lose their significance; their use can become a mere cliché. One
aim of this book is to assess:

 the maximum degree of precision possible in defining the term
¢ the minimum degree required for producing a workable concept.

An interesting starting point for defining strategy are four general approaches which
can be clearly distinguished (see Whittington, 1997; Egan, 1995). Each of these per-
spectives differs in the way in which it combines two defining elements:

1. Whether the processes of strategy making are deliberate, explicit and handed
down from above or emergent and often implicit, coming from different levels of
the enterprise, including the bottom, and involving continuous modification of
the content of any strategy.

2. Whether the outcomes reflect the single motivation of profit maximization or a
more pluralistic motivation, such as satisfying the various stakeholder groups.

Choice of these elements reflects the different emphases obvious in the literature,
and indicates a way of separating particular views about what is important in defin-
ing strategy making. These are by no means the only elements which could be used
to classify different perspectives, but they are undoubtedly significant ones. The com-
binations of the two elements define four possible perspectives which might domi-
nate (Figure 1.4):

(A) Classical — the traditional view of strategy making. It regards strategy making
as comprising deliberate, explicit and rational analysis and emphasizes profit maxi-
mization as the only acceptable motivation for any strategy. Classical strategy com-
bines the thinking of the military strategist with some aspects of the economist.
Leadership is seen as a key element, since the leader chooses the strategy. The
strategy is handed down by the leader, the strategist, to be implemented by the
managers. The formulation and implementation of strategy are seen as separate
and sequential activities.
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Figure 1.4 Dominant perspectives in strategy making

(B) Evolutionary — the view of the typical economist. It adopts a fatalistic stance,
putting the emphasis on the emergence of a strategy as the outcome of the competit-
ive discipline of the market, that is, as the outcome of blind forces weeding out the
failures and leaving only the successful. The market operates rather like the process
of natural selection in biology, removing those who fail to adjust successfully to a
changing environment and leaving only that strategy which is best adapted to the
changing economic environment.

Such a perspective stresses an unavoidable profit maximization which is imposed
on the enterprise by the dictates of the market environment. In other words, even if
managers do not deliberately adopt profit maximization as an objective, they are
obliged to do so by the forces of competition. There is in reality little room for strategy
in such a situation. This is very much the invisible hand of Adam Smith rather than
the visible hand of Alfred Chandler.

According to this view, complex organizations move more slowly than the environ-
ments in which they have to operate. Either enterprises adjust sufficiently to the
changing environment or they are culled. The most that the leader of an enterprise
can do is to recognize the inevitable and encourage mechanisms of successful adap-
tation when and where they occur.

(C) Processual — the view of the social realist. It moves the observer away from an
emphasis on economic rationality and profit maximization, and away from the con-
ception of the market or the organization’s leader as infallible. It takes a subtle, more
pragmatic view of behaviour and stresses a number of key constraints on the process
of strategy making:

* so-called bounded rationality, that is, rationality constrained by the limited know-
ledge of individuals and their limited capacity to process incoming information

* the messy nature of political bargaining and negotiation

* the prevalence of satisficing in environments which are tolerant of some measure
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of underperformance and allow the appearance of significant organizational
slack, both typical features of the real world. In such a world, business activity is
designed to produce a satisfactory rather than a maximum return.

In this approach strategy is viewed as defined by the nature of the strategy-making
process rather than the particular content of any strategy. In this world strategy is
usually a matter of incremental change, since nothing more is possible.

(D) Systemic — the view of the social relativist. Strategy reflects the nature of the
social system — its attitudes, values and behavioural patterns. Strategy is what differ-
ent societies make it. Such a view emphasizes a deliberate but relativist approach,
one which sees strategy as imposed from above but business behaviour as embedded
in a network of particular social and political relations. The motivation of a strategy
is itself culturally conditioned, reflecting the society in which the strategy is devel-
oped. Both institutional and cultural contexts differ from society to society. For
example, in the business world there are enormous differences in the accepted role of
government or the family firm.

Each of the major approaches by no means excludes the relevance of the others at
the national level; each has its area of relevance, whatever the economic system:

» The classical approach is seen as most relevant in mature, stable and relatively
predictable environments and for industries where capital-intensive technology
predominates and/or some degree of monopoly is the norm. The conditions
which favour such an approach are quite rare. In practice the classical approach
is more likely to be adopted by start-up companies or those in crisis and attempt-
ing a turnaround, if there is the time and the resources to make an explicit
strategy. The founder or saviour is often expected to adopt such an approach, at
least implicitly.

 The evolutionary approach best relates to new industries or those subject to rapid
and dramatic change, particularly where a large number of small enterprises
exist and compete vigorously with each other. Such competitive conditions are
also rare, but apply mostly to what commentators have called the ‘new
economy’, particularly in the period between the action of a first mover in creat-
ing a new sector or branch, and the emergence of a mature new sector of the
economy. Where technology and tastes are fluid and rapidly changing, the evolu-
tionary approach represents an accurate description of the possibilities for
strategy making.

 The processual approach is relevant to any ‘bureaucratic’ system, which means in
some way all organizational structures, but it has particular relevance to complex
organizational forms. It is most relevant to protected bureaucracies or knowledge-
based enterprises where a continuous flow of incremental change coming from the
bottom is enough to keep the enterprises competitive.

* The systemic approach simply asserts that any strategy must fit its context whatever
it is and be dictated by the culture, which varies by time and place. That context
determines both what can be done and what is likely to be included in a strategy.
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The last approach to strategy highlights differences which reflect the social and cul-
tural milieu in which the strategy is made. For example, the first three approaches
are preferred in different kinds of society. Many economists in Anglo-Saxon market
economies take the evolutionary point of view and see little value in committing sig-
nificant resources to strategy making. Others in the developed market economies,
notably in Japan and Continental Europe, are more closely allied with the classical
position. Inevitably in the less developed world the processual approach, with its
emphasis on constraints, has much more credibility.

Even views about the nature and role of strategy itself are culturally determined.
For example, attitudes on the value of time, the exercise of power or the level of
uncertainty differ enormously and colour the whole approach to strategy making:

» Some societies are happy to focus on benefits which are only realized well into the
distant future. They are much more ready to take a long-term point of view, while
others take a short-term view.

» Some are always looking for the decisive exercise of leadership, others see decision
making as requiring a collective consensus. Some accept a significant degree of
individual initiative outside the normal processes of collective decision making,
while others suppress the exercise of individual initiative in any way.

* Some are prone to be risk-averse, others have a much greater appetite for risk.

There are pronounced national differences in all these areas. Such differences are
bound to influence the nature of strategy making in different societies.

In these societies there are relevant institutional differences which involve the
roles of market and government and other organizations such as the family. The
Anglo-Saxon mode (or American), which is the focus of most textbooks on strategy,
isnot a good description of what happens in many other economies. It focuses on the
business enterprise, and therefore on corporate strategy. It assumes that the family
enterprise is not significant and that government adopts, or at least should adopt, a
stance of non-intervention in the market. At the beginning of the 1990s, before the
persistent problems confronting Japan became evident, an obvious distinction was
made between the American and Japanese approaches to strategy. The frequent
recurrence in very different societies of various kinds of national planning creates
market systems which diverge significantly from the American model. The preva-
lence of family firms or large conglomerates also affects the nature of strategy
making. Others have distinguished a larger number of variants of the capitalist or
market economy and therefore of strategy making itself (Hampden and Trompe-
naars, 1993). For example, there are various European variants, not just one.

The general approaches described above are very broad. It is helpful to move beyond
these to identify the main elements which, according to different authorities, go to
constitute strategy making. It is easy to do this by distinguishing as many schools of
strategy making as can be found. Mintzberg et al. (1998) distinguished 10 different
schools, although as many as 14 are discussed in the literature, each implying a dif-
ferent definition of strategy. The number could be further expanded but the differ-
ences then become trivial.
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The schools discussed below differ in a substantive way, taking different aspects of
strategy and elevating them to the role of defining element. Some of them consider
the process of strategy making itself as the starting point, others take the content or
context as the initial element. The first three are prescriptive, laying down what strat-
egists should be doing. The others are descriptive, in that they describe what actually
happens in strategy making:

1. Strategy as design

A good strategy is designed to fit organizational capability with environmental
opportunity. It is best summarized by the SWOT approach and has very close links
with the case study approach pioneered by the Harvard Business School.

This school sees strategy as based on the classical approach. It is the rational
product of a senior manager, usually the chief executive officer, consciously and
deliberately finding a fit between the internal strengths and weaknesses of an enter-
prise and the external threats and opportunities it faces. A strategy is viewed as an
explicit, simple and unique conception. Formulation precedes implementation and is
separate from it. There is often a range of options from which the strategy to be
implemented is chosen. The one which provides the best fit or best design is chosen.
This was the dominant school until the 1970s but still has enormous influence.

2. Strategy as planning

The strategy as plan is a detailed scheme for allocating resources to achieve the
objectives specified according to a prescribed timetable. In the view of this school spe-
cialist staff planners take over the strategy role. Strategy becomes a highly formal-
ized process, divided into easily decomposable steps, delineated by checklists of
necessary actions, and supported by techniques relating to the specification of objec-
tives, the establishment of budgets, the spelling out of programmes and operating
plans. This school’s view of strategy is again fully consistent with the classical
approach. By the mid-1970s this was the predominant school.

3. Strategy as positioning

Strategy is seen by this school as a matter of choosing an appropriate industry or
sector to be in, finding the best market segments and focusing on the preferred value-
adding activities. This requires detailed analysis of the data relating to the industrial
situations in which the enterprise has to operate. Such positioning is consistent with
either the classical or the evolutionary approach. By the 1980s this had become the
dominant school.

4. Strategy as entrepreneurship

The strategist, seen by this school as the leader, usually the founder and chief execu-
tive officer, is concerned with closely controlling the enterprise in order to realize his
or her vision. The leader is an innovator who often works by intuition or imagination
to create something new. This shifts the definition of a strategy from a precise design,
plan or position to an imprecise vision or even a broad perspective which has to be
realized. However, the maintenance of an entrepreneurial orientation continues to be
important even beyond the period during which the founder is dominant, if the enter-
prise is to continue to be successful. This school has strong classical elements. This
interpretation is not new and has never been absent from strategy making.
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5. Strategy as the reflection of an organizational culture or social web

Strategy is viewed as a social process, albeit a complex one. The nature of an organ-
ization and its culture constrains what is possible, predisposing the strategic process
to certain channels and certain outcomes. Strategy is about integrating disparate
elements of the ‘social web’ and finding common interests among those elements. It
is about conserving what the enterprise already has and using its resources to its best
ability. It stresses the dangers of dissipating resources which are embedded in the
organization itself. This approach is consistent with both the processual and systemic
approaches. The debate in the 1960s, which widened the view that economists had of
the firm, first introduced such issues. During the 1980s, comparison between the
prominent capitalist models and the Japanese variant also promoted this kind of
approach among commentators on management.

6. Strategy as a political process

Here the emphasis is on the exercise of power, whether within the enterprise or
outside it, specifically as it relates to the making of strategy. The various interests or
stakeholder groups, often fragmented and divided, who share power within an enter-
prise have to persuade and be persuaded, to confront and be confronted. The enter-
prise itself has to negotiate its way through strategic alliances, joint ventures and
other network relationships in order to make a strategy. Strategy results from bar-
gaining, compromise and the exercise of power by the relevant groups. This school is
unashamedly processual.

7. Strategy as a learning process

In this conception strategy is seen as a process of exploration and incremental dis-
covery. Strategic knowledge emerges gradually as the result of the interaction of a
large number of strategists, possibly all the employees of an organization but cer-
tainly key individuals spread throughout that enterprise. There is no difference
between strategy formulation and implementation; they occur simultaneously.
Strategy emerges from a process of discovery and learning. The views of this school
are consistent with the evolutionary and the processual approaches.

8. Strategy as an episodic or transformative process

This school sees strategy as contingent on particular circumstances and moments in
the life of an organization. It is a matter of the unfolding in real time of different situ-
ations, all heavily contingent on different circumstances, and the temporary emer-
gence of specific configurations. This school emphasizes for different situations the
elements highlighted by other schools. It puts the stress on the same enterprise in
different circumstances and its ability to handle the relevant transitions. In particular it
analyses the quantum leaps from one situation to another, the so-called transformation
situation, for example during the start-up of new enterprises or turnarounds of
enterprises in trouble. Strategy is a matter of dealing with the demands of these dif-
ferent episodes in an appropriate way. In such an unfolding context, strategy is some-
times classical, sometimes evolutionary and sometimes processual.

9. Strategy as an expression of cognitive psychology
This school concentrates on what goes on in the mind of the strategist, the mental or
psychological processes involved in strategy making. It focuses on the cognitive biases



1 Introducing strategy and strategy making

of strategists and, even more importantly, on the process of cognition itself, including
the way in which information is filtered, knowledge is mapped and conceptualization
itself occurs. It emphasizes the subjective element of interpretation rather than the
objective reading of reality, but considers both. It takes account of motivation as well
as the different ways in which a mind works, using reason, intuition or any other
faculty which is relevant. This is present in all types of strategy making.

10. Strategy as consisting in rhetoric or a language game

This school sees strategy as concerned with the way in which strategy is talked
about, the kinds of conversations or discussions, both formal and informal, which
take place in organizations making a strategy. These are usually aimed at achieving a
consensus and encouraging certain kinds of strategic actions. It is about the lan-
guage required to persuade employees to think strategically or to act to promote a
particular strategy. This interpretation of strategy is closely linked with the cognitive
interpretation. This occurs in all strategy making.

11. Strategy as a reactive adaptation to environmental circumstances

Strategy is seen by this school as similar to ecological adaptation, leaving little room
for the strategic manoeuvre usually associated with a strategy. Strategic action is
reactive rather than proactive. This is a variant of the evolutionary approach. Cir-
cumstances largely dictate what a strategist should do, although there may be a
number of different possible contingencies. Often all the strategist can do is reinforce
behaviour which is adaptive to whatever new environment appears. Adaptation is
the key to success and strategy is understood as comprising this adaptation. There is
an element of this in all strategies.

12. Strategy as an expression of ethics or as moral philosophy

This school sees the strategist as a moral agent, engaging in ethical conduct. The
strategy embodies the values of the strategists. Strategy is as much about the nature
of the ends and goals of all stakeholders and how they are reconciled. It is also about
what strategic action is acceptable. The concern with values might be for good
reasons, since a failure to behave ethically can have disastrous results. Strategy is as
much about the reputation of the enterprise, particularly in the eyes of its stakehold-
ers, as it is about profit, although in many cases being ethical may not be incompati-
ble with being profitable. The stress is on the content of the strategy.

13. Strategy as the systematic application of rationality

Strategy is applied reason, the application of reason to the leadership and conduct of
management within any organization. This school sees an equivalence between
strategy and its many elements and an attempt by a strategist to use the differing kinds
of rationality. It interprets strategy as only qualifying as strategy if it is an attempt to
apply reason to the organization of business activity. The school is concerned with
excluding the irrational from strategy making, that is, elements such as whim or intu-
ition. This interpretation of strategy is only consistent with the classical view.

14. Strategy as the use of simple rules
This school interprets strategy in a highly practical way as the application of a
limited number of simple rules derived from both general experience and the exper-
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ience of particular industries. The rules exist because of the degree to which behav-
ior is repeated and particular types of problem recur. Through these rules, strategy
enables enterprises to successfully seize opportunities in fast-moving markets and
environments of rapid change when there is not enough time for following more
elaborate procedures. The rules can apply to a whole range of decision-making
areas — notably the ‘how to’ of business behaviour, setting the boundaries of various
types of business activity, fixing priorities for the achievement of objectives and the
timing of key decisions, such as when to exit from certain business areas. Such a
view is consistent with the processual approach.

There may appear to be a ragbag of other interpretations of strategy which do not
have the intellectual standing of those above but nevertheless express important
truths (Singer, 1996). For example, formal strategy making may play a number of
different roles: acting as ritual, reinforcing a culture of rationality; as glue, bringing
together or uniting managers: as a battery, energizing or providing a source of moti-
vation; as a status symbol, for those with access to the secret information: and as
pliers, to extract information from subordinates. The use of such graphic metaphors
helps us to better understand the multiple roles of strategy making, but do not con-
stitute a sufficient difference of content or process to be the basis for forming differ-
ent schools.

Each of the different schools illuminates a different aspect of strategy making. The
first four indicate what should be done, not what is commonly done. Some are con-
cerned more with process than content. Moreover, they indicate the limits on the
process, whether these are cognitive, ethical, social or political. Mintzberg and
Lampel (1999) have reduced these in a simplified scheme to the four ‘p’s — strategy as
plan, perspective, position and ploy.

The author likes the term ‘strategic thinking without boundaries’ (Singer, 1996),
which justifies a widening of scope to include the many different elements described
above. This book takes all the different schools into account. How a business plan or
model or a strategic plan is drawn up is a matter for individual managers to decide,
according to the requirements of the particular industry or sector. The main purpose
of the book is to clarify the theoretical issues preparatory to actually thinking and
managing in a strategic way. The appropriate way of doing this in particular cases
should become obvious after the practitioner has analysed the relevant concepts.
Analysis of the relevant concepts is not a luxury, it is a necessary preliminary to
actual strategy making.

Assumptions and metatheories

Often practitioners find it paradoxical to theorize about a highly practical activity
such as business management. Businesspeople are often disparaging of theorists
who lack management experience and are therefore dismissive of theory itself. Such
an attitude can make its holders vulnerable to an unthought-out addiction to
current, or even out-of-date, fashion. All can become prisoners of theorists who
unbeknown to them pioneered the fashionable views adopted by many practitioners.
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The intellectual influences on a mode of behaviour are often hidden and uncon-
scious. There is a gain in making these influences transparent and deliberate. Other-
wise a person may hold contradictory attitudes, some of them at odds with the
nature of the world in which he or she operates. Formative years make attitudes but
the world changes and, if a person is not careful, he or she does not. Without theory
it is impossible to learn since it cannot be known what should be learned. Everyone
can gain from occasionally being reflective. Very few people are intuitively right for
more than a brief period of time, nor can they know, without systematic thought,
when they are right and why they are often wrong.

Differing interpretations of the world lead to different interpretations of what the
term strategy means. Each of the above schools has a link with a particular acade-
mic discipline, sometimes a strong link. These links sometimes enhance the potential
strategy, sometimes they limit what it can be and do. All disciplines have different
preconceptions of how the world works. It is necessary to see the link between the
preconceptions implanted by the relevant discipline and to have an understanding of
what strategy is. This assists in developing an understanding of what strategy
making involves.

Whittington (2001: 23) has asserted that strategies ‘are a way in which managers
try to simplify and order a world which is too complex and chaotic for them to com-
prehend’. He goes on to point out that for every manager the strategy-making
process starts with a fundamental strategic choice: which theoretical picture of
human activity and environment fits most closely with his or her own view of the
world, his or her personal ‘theory of action’. It is impossible to write a book about
strategy without taking all sorts of positions, usually implicitly, on such issues as
what motivates human beings, or even what constitutes a valid approach to the
application of theory to practical activities. Hopefully the assumptions made
throughout the book are consistent but it is impossible to justify at length all the
positions taken. This would itself constitute another book. It is necessary to make
explicit some of the premises on which the book is built.

There must be some treatment of what are called metatheories, that is, the broad
cognitive maps which underpin a specific way of thinking. Anyone who reflects even
for moment on the nature of the human condition has a veritable atlas of such maps
to inspect. These are the implicit models of how the world works and how people
behave in that world, models which underpin any text, whatever the discipline, and
any mode of thinking. There are economic, political, social, even biological meta-
theories relevant to management studies. Such metatheories are usually taken for
granted or assumed as universally accepted by those working within the discipline in
which the text falls. This is seen by the consistency of approach and terminology in
most discipline journals.

To take just one example; the body of economic theory known as ‘neoclassical eco-
nomics’ is based on a metatheory, a set of assumptions about human behaviour
known as ‘economic rationalism’. In its extreme form, it claims that all human
behaviour conforms to the assumption of economic rationalism; all known human
actors are rational economic men. Many management theorists operate within this
metatheory. It has been important in the development of thinking on strategy. Part
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of its power derives from the fact that economic theory is more homogeneous than
the theory of other social sciences.

There are three different areas of focus for metatheory which are particularly rele-
vant to any book on management:

1. an underlying view of the nature of the world
2. aposition on how it is possible to learn about that world
3. an attitude on what determines human behaviour in that world.

The approach adopted in this book is very much a pragmatic one. It presents an eclectic
theory, that is, borrows from different theories. It is both positivist, with significant
reservations, and postmodernist, also with significant reservations. It rejects both the
total dominance of rationality and the extreme relativist point of view. Human moti-
vation is as much intuitive as rational but the mix is culturally determined.

Most textbooks on management are written from an American perspective. For this
reason these texts use the metatheories which are accepted in the USA. Neoclassical
economic theory is certainly part of that perspective. The American perspective
includes the assumption that management and the management context is the same
the world over, largely because economic theory considers specific cultures largely
irrelevant to any economic behaviour. The assumption is that if the world is not like
America, it should become so and is, in any event, likely to become so in the very
near future. There is some measure of truth in this view but it is far from being the
whole truth.

There is one obvious source of difference in understanding both what manage-
ment is and the activities it involves, that of ‘cultural divergence’. There is some liter-
ature which explicitly shows the falsity of the assumption of a uniform global
culture, and therefore of management practices, but it is not vast. Hofstede (1983,
1991) pioneered this work, showing that Americans have certain characteristics
which stand in marked contrast with those of the inhabitants of other countries.
Using the terminology of Hofstede, Americans are:

« rational rather than intuitive in their approach

* extremely individualistic

* firmly short term in their orientation

* quite masculine in attitude

» weak in uncertainty avoidance and power distance.

These attitudes are well suited to a reliance on the market in economic life. They also
define the nature of management studies in the US. There is a self-reinforcing cycle
at work. The market reinforces such attitudes and such attitudes predispose society
in favour of the market as the basic mechanism for the allocation of resources and
the distribution of incomes. They are also important in defining what is meant by
strategy in different societies.

Trompenaars (1983, 1998) has confirmed the different nature of capitalism, and
therefore the different role of markets, in different parts of the world. Such different
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contexts influence the role of strategy. Because of these differences, strategy can
mean different things in different countries. Strategic management in the USA is not
the same thing as strategic management in Germany or Japan, let alone Kenya or
Indonesia. Pascale (1982) reports that the Japanese do not even have a phrase for
‘corporate strategy’. The American concept rests, developed in the relatively prosper-
ous and stable world of the 1950s and 60s, on an assumption of ‘cultural volun-
tarism’, the exercise of free will, rather than determinism. Global strategic
management is itself a problematic concept. Throughout this book there is reference
to the fact that operating at the global level requires a sensitivity to these differences.
Almost every chapter includes reference to the various ways in which particular
strategic questions are answered in different countries.

Academic disciplines see strategy in very different ways. Some disciplines are
closely associated with particular schools of thought on strategy. For example, the
positioning school has a rather obvious base in economic theory. It is not accidental
that economic theory has had the most influence on thinking about strategy. In
many ways it is the most rigorously developed discipline in the social sciences. The
economic discipline is the one which aspires to be closest to the scientific reliance on
a body of logical, internally coherent theory. There are some excellent books on
strategy which receive their coherence from the systematic application of such eco-
nomic theory (Ghemawat, 1999). It is paradoxical, therefore, that strictly speaking
economic theory implies either no role, or a minor role, for strategy. Indeed many
economists, notably those most wedded to the core neoclassical approach, are dis-
dainful of management studies, except insofar as it is a reflection of the body of
microeconomics used by them.

Other disciplines are used to provide an organizing framework in management
studies. Psychology, political theory and anthropology link up in rather obvious
ways with the cognitive, power and cultural schools which have grown in impor-
tance recently and have cast a new light on the relevant aspects of strategy. Manage-
ment studies is gloriously eclectic in its borrowing from different disciplines. Each of
these schools has a very different view of the world. This is not surprising since the
solutions to the problems confronted require an interdisciplinary approach.

Language itself is the filter through which it is possible to see and understand the
world. It is significant that American English is increasingly the language of
business, but even this form of universality has its limitations. The same word has by
no means the same meaning for different people. The number of languages in the
world may be in the process of significant reduction but there are still enough to
guarantee serious disagreement on the meaning of apparently simple concepts.

The opposite position, which stresses a uniformity of approach, is also untenable.
Extreme relativism is unacceptable. All players are not islands of comprehension far
distant from each other, since it is possible to share understandings. There is also a
real world out there and a sequence of events which occurs independently of the
observer and is the object of study, a world against which generalizations can be
tested. Any strategy must be subjected to a reality check, even if inevitably it is
imperfect. All theorizing is improved by such regular reality checks. It is possible to
share understandings about those events.
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One way of approaching these issues is to keep asking relevant questions since such
questions lay out the agenda:

What are the sources of order? How do we create organizational coherence, where activi-
ties correspond to purpose? How do we create structures that move with change, that are
flexible and adaptive, even boundaryless, that enable rather than constrain? How do we
simplify things without losing both control and differentiation? How do we resolve personal
needs for freedom and autonomy with organizational needs for prediction and control?
(Wheatley, 2000: 8).

Any serious theorist of management must remember to ask these questions, or a
similar group of questions. The reader should add his or her own questions. Such
questions lead straight to a confrontation with the metatheories talked about above.

A textbook on strategy is inevitably prescriptive. It advocates a position which
should be taken up, in this case with regard to the kind of strategy which is desirable.
Prescription must be based on both accurate description, that is, an empirical
approach to the world as it is, and careful analysis of that world, expressed in an
interpretation or theory of how the world functions, and finally on the way in which
the two are brought together. The relative emphasis on each of these aspects, theory
and practice, varies throughout the book, but the other is never far way.

Some commentaries on strategy reveal a marked lack of historical perspective, a ten-
dency to accept assertions which gain their main strength from constant repetition
rather than what is happening in the world of business. There are three myths which
illustrate this:

1. The world is one in which it is necessary to take account of continuous change
and profit from technical innovation. It is often asserted that the current world is
one of unprecedented technical change, with the emphasis on unprecedented.
Does this mean that the underlying rate of productivity has increased and, as a
consequence, economic growth has accelerated, and if so, by how much? The
issue is more complex than often assumed; it is by no means certain that it is true.

The world is in the middle of one of the great waves of technical change, one
which can be called the ‘communications/information revolution’. This does not
mean that the core of any strategy must be to develop an e-commerce capability,
regardless of the other big issues of strategy. In some cases this is appropriate, in
others not. Some textbooks give the impression that a failure to apply e-commerce
immediately is a sure prescription for disaster. The emergence of the new
economy does not suspend all the persistent and surprisingly robust relationships
which have always characterized economies. What is happening now is not in
substance any different from previous technical revolutions.

2. Another fad is globalization. What is meant by the repetition of the refrain that
‘the world is a global one’, when on analysis nearly all economic activities con-
tinue to have a home country bias? Have the ratios of internationally traded
output or internationally financed gross domestic capital formation really risen?
If so, over what period of time and by how much? What makes our world more
‘global’ than any previous world? Surely a robust home country bias is some-
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thing which every strategist should take into account? It also needs explanation
since the explanation will better inform any ‘global’ strategy.

3. The alleged ‘turbulence’ of our times has now entered, in textbooks, into the head-
ings of chapters on strategy. Why? Was the second half of the twentieth century
more turbulent than the first, with its world wars, its revolutions and its Great
Depression. It would be hard to argue the case. It is easy to argue more persua-
sively that turbulence has declined, that the current world is more ordered than
previous worlds. It is the very regularity of the modern world which promotes the
efficient operation of a capitalist economy. The patterns of behaviour are more
predictable and less risky than in non-capitalist economies.

None of the usual assertions about technical change, globalization or turbulence
should be taken for granted. It is necessary to ask questions concerning each of these
issues, ones not very often confronted, let alone answered. In tackling these ques-
tions it is necessary to stand back and view, with a degree of justified scepticism, the
twist put on current events by many commentators. A sensitive historical perspec-
tive is needed, as well as a holistic one, not limited in any way by discipline, fad or
personal interest. It is necessary to stand back and to look at empirical data with a
dispassionate eye, a historical eye, noting the obsessions of different generations and
putting them in a proper perspective. The strategic perspective recommended in this
book is meant to be good for all seasons, not just one particular historical conjunc-
ture. Good strategy is born of a sceptical mind. A good strategist reads books on
history and novels, even the Bible or Koran and sometimes learns more from them
than from management texts. It is better to read both kinds of texts, and even more
important to read with an open mind.

Equally to be avoided are excessive claims made for the ability of certain actions to
solve major problems. One tendency which mars many commentaries on manage-
ment is the obsession with the concerns of the immediate present which often turn
out to be fickle fashions or fads which come and go at a rapid rate. Management
studies are particularly subject to such fads. Its practitioners churn out the approp-
riate ‘buzzword’, such as total quality management, re-engineering, downsizing or
even downscoping, to name but a few, like a magical incantation. Each of these has
some validity, but none has the universal ability to solve all managerial problems.

In order to test how authentic a buzzword is, we can apply five tests:

[t must come from what purports to be an authoritative source.

[t must provide an instant cure to your real or imagined problem.

It must cause the hearts of managers to go pitty-pat with anticipation.

It must of necessity obscure the obvious and at the same time make the

uninitiated feel painfully inadequate for not recognizing the brilliant truth

encapsulated in the buzzword.

5. Finally, it must inspire pseudo-activity; that is, it must make people think

something important is happening while everything remains safely in place.
Source: Vaghefi and Huellmantel, 1999: 24.

=W =
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Strategists and stakeholders

There is one sense in which all members of an organization are strategists, since all
would benefit from thinking strategically, and another sense in which there is but
one strategist, the person who leads strategically, usually the chief executive officer.
These are extreme positions, but each has some validity.

One key issue is how the strategic thinking of any individual employee fits in with
the strategic thinking of the enterprise as a whole. Since the interests of all employ-
ees differ, their objectives also differ. This is part of a much broader problem, the exis-
tence of various groups of stakeholders with markedly different interests in the
organization. There are different aims and objectives envisaged for the enterprise,
each reflecting the nature of the different stakeholder groups. One of the first goals of
strategy is to reconcile the different strategic interests of these stakeholder groups.
The reconciling of these different points of view is a prerequisite for the articulation
of the strategic intent of any organization, that is, for a clear indication of what the
strategy is trying to achieve.

Before considering the nature of the strategic intent, it is necessary to define what
exactly is meant by a stakeholder and classify the stakeholder groups, in the process
indicating which stakeholder groups are likely to be important in the making of
strategy. There are two elements relevant to defining a stakeholder:

1. Aninterest in the operation of the enterprise and the nature of that specific interest.
The interest may arise because the stakeholder group makes an input vital to the
operation of the organization, or it might be an interest which arises because the
outcome of any strategy influences the wellbeing of the stakeholder in a significant
way, although the stakeholder may be a purely passive recipient of any impact.

A stakeholder has either an explicit claim on the enterprise — service payments on a
debt, wage and salary rewards — or the potential to benefit from successful perfor-
mance, for example lower prices or higher dividend payments. The stakeholder can
also suffer from the enterprise’s poor performance, for example the receipt of lower
taxes or vulnerability to the effects of environmental damage.

Each stakeholder is capable of contributing value to the products or services in
return for a reward, which comes in various forms. How much reward is extracted
depends on the bargaining strength of the stakeholder.

2. The impact of action by the interest group on the performance of the organ-
ization. This action can have a powerful influence on the realization of the strate-
gic intent. The ability of the stakeholder to take action which impinges on the
activities, strategic or otherwise, of the enterprise, often as a response to the first
element, is a significant factor in the performance of the organization.

Is the stakeholder group in a position to promote the aims of the organization or
obstruct the implementation of that strategy? There are many such responses which
can harm — a readiness to sell ownership shares, industrial action by workers, politi-
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cal action by community groups or, most importantly, the withdrawal of custom.
Such actions constitute potential threats for the enterprise.

A stakeholder is anyone with a significant interest in the performance of an organ-
ization and/or an influence on that performance.

The way in which various stakeholder groups are organized and operate differs from
society to society. This is particularly true of the medical industry, where in different
countries stakeholder groups have varying influences on the decision making of a
pharmaceutical company. These influences reflect, on the one hand, the attitudes,
norms and behavioural patterns of the different societies, in short the national
culture and, on the other, the attitudes, norms and behavioural patterns of the
enterprise, the corporate culture and the way in which these two cultures interact.
For example, those societies with a strong civil society have a proliferation of organ-
ized groups, outside those which are purely government or commercial, groups
which often represent the different stakeholder groups. They have a habit of interact-
ing positively to resolve contradictory interests. This is easily extended to business
operations relevant to strategy making.

The

stakeholders

There are a number of important players in the pharmaceutical industry, alongside the
Stakeholders in pharmaceutical companies themselves — patients (the ultimate customers), govern-
pharmaceutical ments, doctors, pharmacists, insurance companies, health managers of various kinds

companies and biotech research companies. Figure 1.5 indicates the nature of the interactions
between these groups.

Pharmacists
(over-the-counter)

f

Biotech Doctors

companies
(start-ups)

Branded

> Patients Government

Manufacturers

of drugs Generic

Prescription

Insurance /

Employers - companies

Figure 1.5 Stakeholders in the pharmaceutical industry (US style)

Attention is concentrated on the enterprise, but the analysis can easily be
extended to any organization, including non-profit-making organizations. Usually
the stakeholders are divided into three groups, two external and one internal to that
enterprise (Figure 1.6).
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Figure 1.6 The stakeholders (external and internal)

The broad aims and expectations of the different stakeholder groups are disparate
and often out of alignment with each other. The aim can be seen as either increasing
the benefits or minimizing the damage received by the particular group. For different
groups this can take the form of increasing profit, creating more employment,
enhancing individual or group power or status, raising tax revenue, protecting the
environment or reducing prices. Most commonly the generation of greater profit for
the owners is at the cost of employment, higher price levels or even to the detriment
of the quality of the environment. There is often a trade-off between the respective
benefits or damages, the exact nature of which reflects both the political and market
strengths of the different groups.

The diversity of aims has been articulated in the so-called triple bottom line in
which the goal of profit maximization is complemented by aims which reflect social
and environmental objectives for different stakeholder groups, notably workers and
community groups. A criticism often levelled at the triple bottom line is that the
social and environmental aims cannot be quantified in a simple way. Whereas profit
is in theory an easily quantified index, it is difficult to find alternative success criteria
for the other stakeholder groups as apparently straighforward. At best there are a
number of quantitative indicators and a mass of qualitative ones, with a problem of
weighting each to yield an unambiguous measure. There is considerable controversy
about how far enterprises should be influenced by the kind of thinking which under-
pins the triple bottom line. If the triple bottom line is accepted, why should a quadru-
ple or a quintuple bottom line not be accepted in order to take account of all
stakeholder groups, not just three or four?

The most discussed stakeholder groups are still the owners and the managers. The
division between ownership and control has always been the focus of considerable
attention since the appearance of the public company. The issue needs to be dis-
cussed at length, particularly in the context of governance, how a board of directors
representing the owners oversees the management of a company.
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The aims of different stakeholder groups are the logical starting point for determin-
ing any strategic intent. The simplest model considers only one stakeholder group,
the owners, and therefore only one aim, profit maximization. There is a need to
specify the relevant time period, profit maximization over the short or long term. The
time horizon makes a significant difference. There are many actions which can
increase short-term profit at the expense of long-term profit; there are rather obvious
trade-offs, often ignored. This simple prescription of profit maximization ignores the
interests of the managers who formulate and implement any strategy, an interest
which might be very different from the owners. For example, their status and power
may be enhanced by simply making the company larger. For the moment it is helpful
to assume that long-term profit maximization is an appropriate aim, but that it
requires sensitivity to the interests of all stakeholder groups since all are in a position to
undermine the ability of the enterprise to make profit.

The easiest way to alienate various stakeholder groups is to behave unethically,
stressing short-term profit at any price. Profits can be increased by cheating cus-
tomers, exploiting workers, damaging the environment or tax avoidance or evasion.
Such behaviour may be unsustainable for a number of reasons —a major loss of cus-
tomers, the departure of key workers or managers, a seriously negative feedback
from environmental damage or the ill will and retaliation of government, at
minimum a loss of influence over government policy. By undermining the reputation
of the enterprise through these reactions, short-term profit seeking may threaten the
level of long-term profit. The aim of managers is usually to perpetuate the existence
of the enterprise, not to end it by allowing some members to pillage its sources of
capital. One of the functions of stakeholder groups, not always successfully carried
out, is to put a check on such pillaging.

Most interests are served by an increase in profit. Such an increase allows action to
benefit all stakeholder groups. Increased profit usually means increased dividends
and higher share prices and may also mean higher investment and more rapid
growth, with increased promotion and employment prospects. Investment may also
increase the chance of lower product prices and improved quality in the future.
Greater profit may also mean increased scope for supporting community projects. On
the other hand, an enterprise which does not make a profit is at serious risk of
failure, when all stakeholder groups are likely to suffer.

The twin issues of ethics and sustainability arise in this context. Unethical behav-
iour threatens the long-term profit of the enterprise by threatening its reputation.
Equally, damage done to the environment by practices which are not sustainable
over the long term also threatens the good name of the enterprise. In both areas
there may be a trade-off between short-term profit and long-term reputation.

The voices of the stakeholder groups might be heard informally or there may be
formal channels of communication. This may be a matter of the composition of the
board of directors or it may involve a much broader range of communication. Stake-
holders have different degrees of organization.

Stakeholders are sometimes aggregated into groups which can express and
promote their interests. The power of these groupings varies, both with respect to the
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enterprise and society at large. Some groups are well organized in certain societies,
such as workers in their unions or conservationists in political parties, others are
much more diffusely distributed, such as consumers or suppliers. Even these are
sometimes organized into consumer or trade associations. There are various ways of
institutionalizing the paths of influence from these interest groups to the organ-
ization. For example, in Germany, under a system of industrial democracy, workers
are represented on supervisory management boards.
There are a number of specific questions which must be addressed in more detail:

* What degrees of aggregation of strategic intent exist? There may be a tacit under-
standing that different groups will be listened to, an assumption that all groups
will be accommodated.

* How is any conflict between the groups resolved and how is a common strategic
intent articulated? General aims have to be translated within a strategic perspec-
tive into specific objectives. It is at this stage that conflict usually arises.

« Isit critical to have just one general intent, or can intent itself be broken down into
separate components which provide the detailed inputs? In this situation the
process of iteration, described later in the book, comes into play, as the objectives are
defined and refined in the process of transmission from group to company and back.

The government, as maker of the rules of business behaviour and the defender of
public interest, is a very important stakeholder. The profitability of a company can be
enhanced by its efforts to change the rules of the game or prevent what is perceived
as an unfavourable change in those rules. Large multinational enterprises have con-
siderable ability to influence the strategy of government.

The effort of the automobile industry in the USA to shield itself against both
Japanese competition and pressure from the environmental lobby is a good example.
The exercise of this influence through lobbying, political donations and even corrup-
tion is itself part of a company’s strategy. All these actions, particularly if they
receive significant publicity, will almost inevitably elicit a negative response from
other stakeholder groups.

From the 1970s onwards, the US automobile industry, so long dominant in its ability
to outcompete the automobile industries of other countries, came under threat from
two directions — firstly from Japanese vehicle imports flooding into the USA, and
secondly from a growing safety and conservation movement which saw the automo-
bile as a major source of environmental damage and a threat to individual life and
health. What was the reaction of the big three producers, General Motors, Ford and
Chrysler, to these threats?

The chief strategy was to seek to influence the government to change the rules
and/or retain those rules which already favoured US industry. The big three used their
immense resources and significant role in the economy to lobby the government. They
repeatedly emphasized the threat to employment in the USA from both foreign
competition and stricter environmental rules. They sought and achieved informal
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quotas which shut out the full tide of imports, largely on the grounds of the threat of
a significant potential loss of jobs. They also looked to limit the regulatory restrictions
on the design of cars, which were intended to improve safety, reduce damaging emis-
sions of pollutants and improve fuel efficiency, all of which they argued would impose
an enormous cost on the industry, and which, in the view of the automobile manufac-
turers, were in some cases impossible to achieve. When bankruptcy threatened
Chrysler, another strategy was actively to solicit the financial support of government.

Another strategic response by the automobile manufacturers was to imitate the more
efficient methods of the Japanese which made them competitive in the first place, and
develop a mentality of innovation, meeting more readily the changing tastes of
consumers. In the long term, this strategy was likely to be more effective, since it would
satisfy a broader range of stakeholder groups. However, it was more difficult to achieve.

The nature of any political economy, that is, any system of business decision making,
draws attention to any inputs which influence market outcomes through their impact
on the rules of the game. It is blindness to ignore this aspect of strategy, which is
inevitably important for large companies. The larger the company, the more likely that
this aspect of strategy becomes important.

Sources: Ingrassia and White, 1994; Luger, 2000.

There is a simple way of presenting the role of external stakeholder groups. This is to
map the stakeholder groups and their role in the making of strategy. There are
various possible contexts. For example, it is possible to distinguish the market context
from the political context. Depending on the problem being discussed, it may be pos-
sible to distinguish other contexts. There is a common template, based on the value
net, which can be used as a basis for mapping the particular situations. This template
can be modified to suit different contexts.

In its market activity, the aim of any company is to create a maximum value
added. The market context is depicted in Figure 1.7.

Complementors comprise all the groups that can benefit the company in some way.
Other producers can act as either competitors or complementors, that is, they can
either hinder or help the creation of value by the company. Increasingly they may

Economic competitors

‘

Suppliers —————>»| Enterprise |- Customers

T

Economic complementors

Source: Brandenburger and Nalebuff, 1996: 17.

Figure 1.7 A map of economic stakeholders
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Figure 1.8 A map of political stakeholders

help, both deliberately in partnerships or strategic alliances and without any such
organized cooperation. In the economic value-adding process, all these groups are
relevant. The way in which they are relevant to strategy making will be developed at
some length in this book.

The political context would be similar, but with different players (Figure 1.8). The
political aim of the company is to create the kind of political value, which can be
translated into greater profit or the preservation of existing profit. Political value
comes from two sources:

1. the political advantage to be won by instituting a change in government policy or
regulation, or even by retaining existing advantageous rules

2. the gaining of social legitimacy by managing important social issues in such a
way as to win support for the company and enhance its reputation.

A complementary product or service is one whose use promotes the demand for
Complementing another product or service. Very often the successful production or consumption of a
product or service does not depend solely on the operations of one company. There
are complementors, that is, other company players from whom customers buy prod-
ucts or services complementary to the relevant one, or to which suppliers sell comple-
mentary components or resources. In the first case, the complementory consumption
enhances the satisfaction received in consuming the main product or service. In the
latter case, the supplier has synergies in the supply to different customers which
reduce its costs of supply. Complementors, as Figure 1.7 suggests, are therefore the
mirror image of competitors. They are players who take action which either increases
the buyers’ willingness to buy products or the suppliers” willingness to provide inputs.
They add value to the product or service.

There are players from whom customers buy or consume resources complementary
to the product or service of the enterprise, and in so doing increase the value to the
customers of consuming that product or service and consequently the prices that they
are willing to pay. Consumption often requires the existence of complementary prod-
ucts, for example the products are consumed together. In the absence of one the
other either cannot be enjoyed at all or only in a seriously diminished way:

>
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An improvement in the network of roads makes the ownership and use of an
automobile more valuable. Some of the complementary goods may therefore be
public goods, or goods supplied by a quasi-government organization. An
infrastructure capable of reliably supplying petrol and at a reasonable price is also
essential. If the hydrogen cell is ever to become the source of energy for the
motorcar, there needs to be an infrastructure supplying hydrogen.

In the pharmaceutical industry, doctors might be regarded as playing the role of
complementor, since they are not customers but facilitate the purchase of drugs
which complement any treatment recommended.

The same relationship would apply to that between Intel with its Pentium
microprocessor and Microsoft with its Windows operating system; they are
complementory. One assists the sale of the other.

Electricity is used with almost any consumer durable or books with any educational
programme. They are both complementary goods.

On the production side, suppliers often need complementary inputs to enhance the

quality of their own input or reduce its price:

This might involve the existence of a training or educational system which improves
the quality of human inputs, even making possible the use of some technologies.
Alternatively the suppliers can take advantage of complementary outputs which
reduce the costs of developing or supplying a product. A specific example might
be a project mapping the human genome, knowledge which is of definite
assistance to a biotechnology company in developing a new drug.

Wine bottles can be used to contain other beverages. If there are significant
economies of scale this might have a dramatic impact on cost. A breakthrough in
the technology of glass making may affect all consumers of bottles.

An explosion of tourist outlets, including restaurants, in or close to a winery will
increase the demand for wine by drawing potential customers into the area.

The makers of films, television programmes or music, in order to sell their product,
seek out those who control communication outlets. For the makers of the creative
product the communication controllers are complementary, for the communication
controllers the makers are complementary.

The social web and the ‘political’ process of strategy making

The context

of strategy
making

The context in which strategy making occurs constrains what can be done and
therefore determines how the process of strategy making is structured. That limiting
context consists of four main parts:

. a cognitive or intellectual part, which constrains how an individual thinks about

strategy
an ethical part, which tells the strategist what is socially responsible and what is not

. a political part which shows what bargaining or negotiation can achieve in

support of a particular strategy

. a social part which consists of the web of rich human interactions in which

strategy making is embedded.
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A preliminary exploration of the ethical issues is made in the final section of this
chapter. The next chapter, in its analysis of strategic thinking, considers some of the
cognitive limits. This section deals with the other two limiting parts — the social and
the political. Both are important and are dealt with in turn. Here the emphasis is on
the internal context of the organization. They are further touched on in the next
section as they relate to the external context of the organization.

The human interactions which occur within enterprises involve all the rich char-
acteristics of social life — for example the emotional reactions to people and events
and the ever-changing moods of human actors, the continuing likes and dislikes of
colleagues, the enjoyment of communication for its own sake and the broad pursuit
of personal interests and personal advantage, however defined. Much of the interac-
tion is unstructured and outside formal rules, or becomes structured only slowly.
This social web is highly relevant to strategy since strategy making necessarily occurs
within the framework of, and partly results from, such an interaction. For example,
ideas tend to be thrown about by groups whose members enjoy interacting. Good
strategy must take account of the realities of informal organizational behaviour; in
such a world, the informal are as important as the formal structures. For example,
personal and institutional authority, and therefore influence on decision making, fre-
quently do not reside in the same people.

Together the formal and informal aspects of enterprise activity mould a corporate
culture, a set of attitudes, values and behavioural patterns particular to an organ-
ization. Such culture differs from one enterprise to another. It is impossible deliber-
ately to create a corporate culture overnight, or even change an existing one; key
aspects of it are often accidental in origin. Something as simple as corporate culture
can evolve in unexpected directions without deliberate action. How far culture can
be used as a tool in creating good strategy depends on the nature of the organization.
Corporate culture is partly the result of the example given by leaders who play an
important role in its evolution. They seek to shape the culture and move it in a
certain direction, sometimes in order to realize a particular strategy.

Before starting to analyse the kind of corporate culture which an enterprise might
need in order to realize its strategy, an observer needs to understand its strategic situ-
ation and why an enterprise might adopt a particular stance. There are three
possible strategic stances:

1. The enterprise might be deliberately seeking to shape, or reshape, its environ-
ment. In Gary Hamel's (1996) terminology, it might play the revolutionary and
seek to break or remake the rules of the game. This requires a culture which
stresses the acceptance and promotion of change.

2. It might try to adapt incrementally to changes in its environment simply to
remain viable. This does not threaten the existing culture, provided the changes
are small and the adjustment marginal.

3. It might reserve the right to postpone strategic action until it reads the changing
environment better, and therefore adopts a stance of inaction, at least temporar-
ily. This is the most conservative of the stances, the one least likely to upset the
existing culture.
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Many commentators have noted that revolutionary change is unusual, limited to
start-up or turnaround situations. There is an obvious temptation for any organ-
ization to adopt the last position, unless forced to do otherwise. The best description
of the normal pace of change is logical incrementalism, that is, incremental or mar-
ginal change which logically grows out of the existing situation; this broadly corre-
sponds to the second stance.

Logical incrementalism is the normal stance, because an enterprise has an existing
paradigm, which is difficult to change. The paradigm can be defined as ‘the core set of
beliefs and assumptions which fashion an organisation’s view of itself and its envir-
onment’ (Johnson and Scholes, 1993). The ideology at the core of the enterprise
encapsulates the identity of that enterprise, how it wishes others to see it. The para-
digm is closely related to the corporate culture.

The paradigm may involve a ruthless pursuit of profit. It may reflect an obsession
with being first, always innovating. The values, and therefore the paradigm, of any
organization often go well beyond a desire to maximize profit and involve behaviour
towards a whole series of different stakeholders, not just the owners. The values may
involve behaving in a way which is honest and transparent, one which returns sig-
nificant benefit to the community as well as to workers or customers. It may place an
emphasis on a good reputation for ethical behaviour, respect for the environment
and therefore sustainability. It may place corporate social responsibility at the heart
of the enterprise’s value system.

Every organization has a web of behavioural modes which are heavily influenced
by the values and attitudes and therefore are consistent with and reinforce the para-
digm. Broadly these patterns of behaviour can be considered as belonging to six
overlapping areas:

1. The repeated patterns of behaviour:

» The routines which govern everyday activity. Most activities are structured into
repeated patterns of behaviour which reflect the demands of work but also the
shaping of any activity by habit.

* The rituals which mark special occasions. Rituals relate to the way that less
usual events are organized, particularly in such areas as training, promotion,
new appointments or retirements.

2. The control systems which seek to regulate behaviour and guide it into paths
acceptable to the organization. These may include:

* Any measuring systems which are used to benchmark and monitor performance.

* Any reward systems which link up with these measures to reward the desired

behaviour, and provide the incentives to guide behaviour in the desired direction.

Clearly these control systems link up and interact with routines and rituals, both
influencing them and being influenced by them. On occasions there may be some
tension between them but usually an accommodation is reached in which the two
do not contradict each other too seriously.

3. Organizational systems, both formal and informal, are the ways in which an organ-
isation is both integrated and divided into specialized units. The divisions are both
horizontal and vertical:
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e The horizontal comprises the division of the organization into separate func-
tional units

* The vertical includes the separation of different layers of hierarchy, each level
with its ability to integrate those below. Many organizational systems are highly
detailed, particularly at the bottom level of the hierarchy.

4. The power structures, again some formal and others informal. A formal authority
structure defines the span of control of individual office holders. The exercise of
power is discussed in more detail in the next section.

5. Many symbolic expressions of its identity and the authority held within them. The
logos, trademarks and slogans are outward, and often vivid, marks of the identity of
the organization. Others are easily understood expressions of identity, and therefore
power, within the organization, such as the size and location of offices, the brand of
company car for a particular job level or the distribution of parking spaces.

6. The stories or legends, sometimes amounting to myths, which encapsulate the
meaning and history of an enterprise, usually stories of great success or great
failure. The founders are often referred to in these stories. These exist to give
expression to the values and beliefs which are part of the paradigm and act as a
measuring rod against which current employees assess themselves.

All these areas interact within the central paradigm to create a cognitive, and even
emotive, structure through which individuals interpret the world of the organization
for which they work. They also ensure that strategy is viewed in a way that is under-
stood by all staff. Both the intellectual and emotional support of the individual
employee is harnessed by the use of such mechanisms.

At times such a structure becomes a conservative force which inhibits change.
Built for one purpose, it is difficult to divert to another. All the problems thrown up by
the external environment, whatever their impact, are interpreted in the light of the
paradigm, with the result that the amount of change accepted is nearly always
limited and often resisted. As a consequence, in most organizations there is a ten-
dency to strategic inertia, which can be interpreted as an inability to change strategy
in anything other than a marginal manner and a tendency to defend the status quo.
This is a good explanation of the prevalence of logical incrementalism.

The most difficult problem is how to achieve a paradigm shift, that is, a significant
change in the existing paradigm. Such a shift usually requires and is associated with
simultaneous change in all the above areas, and is difficult to achieve. In practice,
most change arises as a result of the emergence of new enterprises or organizations.
This also explains why there is a continuous churn of enterprises, some rising
rapidly, others falling almost as fast. The situation of McDonald’s indicates the
results of such drift and the need for a turnaround.

The typical picture is one in which an enterprise is subject to strategic drift as it
adapts incrementally to environmental change. Strategic drift is the result of a
process of gradual adaptation in a context of change which requires more than just
adaptation. As a result the organization’s strategy imperceptibly moves away from
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A turnaround situation arises when an enterprise’s performance deteriorates to the
point that it needs a radical change of direction in strategy, and possibly in structure and
culture as well. The example used is the fast-food chain McDonald's, which, after many
years of success and continuous growth, has entered a potential turnaround situation.

Causes
The loss of competitive advantage underlying the need for a turnaround may be due
to a number of possible factors:

Poor management at any level, but particularly the top

The enterprise overexpanding to exhaust the market and in the process reducing
the quality of the product

Inadequate financial controls and the resulting high costs

New competition, sometimes arising from innovation

A significant change in tastes which is unforeseen

Organizational inertia or complacency: the success breeds failure syndrome

For McDonald’s, the particular causes are:

An extremely rapid rate of expansion throughout the world

A change in attitude to fast food, now perceived by many as unhealthy food
An enormous growth in competition, for example Wendy’s and Panera Bread in
the USA

Some organizational inertia and management failure

Characteristics
e Slowing in the rate of profit growth, culminating in reduced profit and actual loss

making

Slowing in the growth of sales, culminating in an actual fall of sales
Loss of market share in key markets

Loss of share value

For McDonald’s:

First ever quarterly loss
Fall in sales
Significant fall in share price

Consequences

Consolidation and divestment
Change in business model
Change of key personnel
Change in strategy

Change in structure

Change in culture

Within the old model, McDonald’s is trying to:

Improve the current business model by reducing prices and speeding up service
Initiate an ambitious advertising campaign (US$20 million)

Provide a facelift for the stores (US$300-400 million)

Change the CEO with the return of former successful CEO, James Cantalupo
replacing Jack Greenberg
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e Push through the closure of a large number of loss-making stores (175 with 700
employees)

e Retreat from three countries

e Try an experiment with new foods and an extended range of products.

There is as yet no real change in strategy, structure or culture.

what would fit it best to meet the new environmental forces at work. The organ-
ization experiences an increasing gap between where it actually is and where it
should be, which creates a steadily increasing tension within the organization and
eventually a crisis when key performance indicators deteriorate, sometimes with an
apparent suddenness. This is the moment when the strategic situation may change
to a revolutionary one, in which there is a conscious and deliberate attempt by indiv-
iduals within the organization, or by a key stakeholder group, to reshape the organ-
ization and its environment, although the latter is difficult to achieve at this stage.
This is the moment for a turnaround, that is, a dramatic change of strategic direction.

Very often the success of a business is associated with the name of a particular
person, frequently the founder, and its renewal with the person responsible for a
turnaround. One role of a new leader might be to snap the enterprise out of its
strategic drift. Such persons become the focus for the making of the strategies
which are responsible for the success of the business. The founder or the new leader
can be an inspiration to the enterprise and also a powerful source of leadership.
There is a tendency for one person to provide the direction or coherence, or simply
to become the focus for the strategic thinking which both initiates success and con-
tinues that success in a different context. This is particularly true during the
infancy of an enterprise or a period of crisis. At the stage of maturity, or during
long periods of stability, leadership can become routine, but this itself can lead to a
loss of competitive edge, if the enterprise is not suitably organized. Leadership often
provides that appropriate edge.

Once organizations go beyond a certain size, strategy inevitably becomes a matter of
teamwork. No one person can control everything. All teams need to be motivated and
guided; this is one of the functions of leadership. The key issue is to select able lieu-
tenants. It is paradoxical that a leader can even consider imposing a democratic style,
in a strange mixture of autocracy and democracy. This would be a style which
encourages others to speak up and makes transparent the process of strategy making.
Styles of leadership differ greatly. The degree of consultation and transparency differs
from organization to organization. Moreover, under any regime, whatever its nature,
the succession and legitimacy of a new leadership is always a problem. Does the pre-
decessor anoint the new leader or does the process involve a wider group?
There are three different kinds of leadership:

* Traditional leadership in which roles are ascribed because of divine validation or as
a consequence of birth or age, or a combination of all three. Divine appointment
or even age are no longer as important as they used to be, particularly in the
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Sources of

strategic
power

business world. However, there are economies where family enterprises are still the
norm. In such enterprises, birth is still important in determining who leads. Even
in these economies nobody can take leadership for granted because of birth. A
poor performer is likely to be ousted, whoever is his or her father.

* Charismatic leadership is a reflection of the special characteristics of the individual,
particularly the ability to inspire others to do what is wanted. A charismatic leader
often has a unique strategy, one appropriate to the place and the time. There is a
marked tendency to try to turn all leaders into charismatic leaders, even if they
initially lack any charisma. Here the main problem is finding a mechanism to iden-
tify potentially charismatic leaders and put them in the right position. The succes-
sion becomes a particular problem.

* Institutional or bureaucratic leadership, where authority resides in particular posi-
tions because of the nature of the position. Such positions are filled as a result of
the carrying out of proper procedures. The incumbents of the positions must have
particular qualifications, skills or experience. They might know the organization
well, or be well qualified to deal with a new situation. Such leadership is the norm
in most organizations.

There is no doubt that successful business leaders are often of the charismatic type,
but they often need the backing of bureaucratic leaders imbued with appropriate
skills and knowledge. The frequent emphasis in the literature on the ‘heroic’ leader
who determines everything assumes the omnipotence of that leader. There is no such
a thing as the omnipotent leader, able or even willing to override the opposition of key
strategic players within the enterprise. A leadership team might combine the different
kinds of leadership in an appropriate mix which suits the times and circumstances.

Strategy is not determined solely on the basis of an ideal fit with a hypothetical set of
organizational objectives determined by a grand strategist, the leader. There is often an
overemphasis on the development of formal structures and procedures, just as there is
on the leader. There are various ways of building flexibility into the enterprise but one
is to ensure that there is not an overemphasis on the exercise of formal authority.

In any organization there is likely to be competition for position and the adoption
of positions on strategy which reflect the nature of political groupings and the self-
interest of players in the promotion of their own careers. Decision making is often
the result of negotiation and bargaining, political competition and ultimate compro-
mise. It is the result of the exercise of power by different stakeholder groups, inter-
nal or external. Any leader has to take into account the existence and potential
power of these groups and win support by persuasion as well as by the naked exer-
cise of authority.

What are the sources of power for stakeholder groups both within and outside an
organization? It is possible to map both the sources and indicators of that power.
Within any organization, location in the hierarchy is a key element defining power;
the higher in the organization an individual is located, the greater is that person'’s
power. However, some staff have an influence which transcends their actual posi-
tion. A control over strategic resources, such as finance, or an influence over key
people helps. Relevant and scarce knowledge or skills, particularly those relevant to
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the situation of the organization, also increase power. Control over aspects of the
external environment through access to markets, customers or sources of capital is
another relevant factor. Finally, it must be asked, how much discretion does a person
actually have? What is the size of his or her domain of independent decision making?
The greater the discretion and the wider the domain, the greater the power.

The power of external groups often reflects the degree of organizational depen-
dence on that group for key resources. The providers of necessary finance are power-
ful people. Some decisive involvement in the implementation of the strategic plan is
another source of power. Again possession of the relevant skills or knowledge needed
by the organization is important. Finally, connections with key persons within the
organization are a further source of power. Networks of influence exist all over the
world. Personal alliances can give access to considerable influence over decision
making, and therefore constitute another source of power.

Both internally and externally, the formal status of a person is often an indicator of
power. Investment with the symbols of power is usually closely correlated with that
status. Regardless of formal position, any claim on resources on which the enterprise
depends is also a source of power. Power is also indicated by representation on key
committees or the nature of the negotiating arrangements involved in bargaining
with outsiders.

Key strategic lessons

workers, bankers, suppliers, customers, the local com-

coordinated series of activities which involve the
deployment of accessible resources for the achieve-
ment of a given purpose or purposes’. Emerging chal-
lenges in the changing environment affect the
development of strategic ideas and approaches.

There are four broad approaches to strategy
making - classical, evolutionary, processual and sys-
tematic — distinguished by two criteria: the adoption
of a single motivation of profit maximization or a plu-
ralistic one, and the nature of strategy making as a
top-down process or a bottom-up one.

It is possible to identify 14 different schools of
strategy. Some of these schools are concerned with the
limits on strategy making — notably the cognitive,
ethical, political and social schools. There are links
between these different schools and metatheories bor-
rowed from different disciplines, such as economics,
sociology, anthropology, biology and political theory.

Stakeholder groups include owners, managers,

munity, government and complementors, that is,
groups of enterprises whose activities are closely asso-
ciated in a positive way with the organization. Each
of these groups has a different set of interests which
must be taken into account and all have a role in the
development of strategy and can be considered
potential strategists.

Motivation is pluralistic, but to a varying degree. To
act against the interests of many of these groups is
socially irresponsible. Inevitably the current ethics of
any society constrain exactly what can be done.

The set of values, attitudes and behavioural pat-
terns specific to an organization have a significant
influence on the making of strategy. Change tends to
be slow because of the strength of the paradigm and
strategic inertia is the norm.

It is important to see strategy making as a political
process, in which there is bargaining and negotiation
reflecting the power held by different stakeholders.
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Applying the lessons

Define the following terms: vertical thinking,
lateral thinking, a convergent problem, a divergent
problem, bounded rationality, satisficing, a meta-
theory, an eclectic theory, a stakeholder, comple-
menting, the cultural web, the paradigm, strategic
drift and a paradigm shift.

Under what specific circumstances do you think
that each of the four main strategic approaches has
validity in describing the nature of the strategy-
making process? List the approaches and describe
in detail the relevant circumstances which make each
of these approaches an accurate description of
strategy making.

Consider the circumstances of your own enterprise.
What approach best describes the strategy making
which is appropriate in those circumstances?

Using the IKEA case study in Chapter 2, indicate
which aspect in that case, if any, fits the interpreta-
tion of each of the various schools defined in the
text above.

Relevant aspect

Design

Planning

Positioning
Entrepreneurship
Organizational culture
Political process

Learning

Transformation (revolution)

or configuration
Cognitive process
Rhetoric
Adaptation
Ethical stance
Rationality
Simple rules

Use the relevant websites to find the following
mission or vision statements. How far do they
suggest that the strategic intent of the organization
is to satisfy the customer stakeholder group?

Qantas

Swissair

Lloyd's

Royal Dutch Shell
BRL Hardy
Southcorp
Beringer Blass
Nissan

Renault

What stakeholder groups does the board of direc-
tors represent? Consider the composition of the
board of any company and indicate from the infor-
mation available to you the likely role of each direc-
tor and the criteria upon which board membership
is based.

Using the case studies in Chapters 2 and 3, indicate
the important stakeholder groups and how stake-
holder interests and power appear to influence the
strategy adopted.

Strategic project

1 Choose any case study included in this book.

2 Consider the different schools of strategy with
their defining characteristics.

3 Select elements which could be seen as comprised
within the area of strategy relevant to that school.

4 How far are all the schools compatible in that they
simply describe different aspects of strategy making?
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Mintzberg has written more about the different views of strategy than any other writer. A
short version of his views is to be found in Mintzberg, 1996: 5-11. A whole series of
Mintzberg’s papers addressing the main issues relevant to strategy making is to be found in
Mintzberg and Quinn, 1996. The best and fullest exploration of the different schools is
Mintzberg et al., 1998. A synopsis of this book is to be found in an article by Mintzberg and
Lampel, 1999: 21-30. A discussion of the criteria for evaluating whether a strategy is a good
one or not is to be found in Rumelt, 1996.

A brief history of the development of the concept of strategy is to be found in Chapter 1 of
Drejer, 2002.

Perhaps the most interesting of all attempts to classify the different approaches to strategy is
that of Whittington, 2001, whose book makes the very important distinction between the
classical, evolutionary, processual and systemic approaches. This distinction is further devel-
oped by Egan, 1995.

The classical approach is best exemplified by the design and planning texts recommended
below. The evolutionary approach is that adopted by most neoclassical economists. The work of
Herbert Simon is still the best introduction to the processual approach. See below for the rele-
vant references, including other commentators on the social web and the political process.

The best articulations of cultural differences have been made by Hampden and Trompenaars,
1993 and, later, Trompenaars, 1998 and Hofstede, 1991, a shorter version of which can be found
in Trompenaars, 1983 particularly pp. 54-5. A particular comparison is Hitt et al., 1996: 159—67.

Source texts which indicate clearly the nature of the different schools are:

Design: Learned et al., 1965. Planning: Ansoff, 1965. Positioning: Porter, 1980, 1985. Entrepre-
neurial: Baumol, 1968: 64—71; Mintzberg, 1973: 44, 53; Schumpeter, 1947: 149-59. Learning:
Quinn, 1993. Cultural: Johnson and Scholes, 1993. Power: Macmillan and Jones, 1986. Cognitive:
There is no one good reference. It is best approached by reading Chapter 6 of Mintzberg et al.,
1998. Environmental: There is no good reference. It is best approached by reading Chapter 10 of
Mintzberg et al., 1998. Configuration: Hamel, 1996: 69-82. Rationality: Singer, 1996. Ethics:
Humble et al., 1994: 28-42. Simple rules: Eisenhardt and Sull, 2001: 107-16.

It is interesting to trace the development of a number of new concepts by consulting firms.
The experience curve is dealt with at length in Chapter 9. Variants of the growth/share matrix
are discussed in Chapter 16. The role of the Boston Consulting Group and in particular its
founder, Bruce Henderson, in developing both concepts is discussed in Henderson, 1979 and
1984. The writings of Sidney Schoeffler, the founder of the Profit Impact of Marketing Strate-
gies (PIMS), are also of interest. See Schoeffler, 1980; Schoeffler et al., 1974: 137-45; and
Buzzell et al., 1975: 97-111. The roles of McKinsey and General Electric are discussed in the
case study in Chapter 16. There is a lengthy discussion of the strategic innovations made as a
result of this partnership in Vaghefi and Huellmantel, 1999.

The resource-based view (RBV) is discussed at length in Chapter 7 and a full bibliography
given. However, a good introduction summarizing the then state of play is Drejer, 2002.

Much of the literature on the nature of the business enterprise is relevant to the sections on
both stakeholders and the political and social restraints on strategy making. For example, the
classic work by March and Simon, 1958 provides an excellent introduction. This is reinforced
by Hill and Jones, 1992: 131-54. Brandenburger and Nalebuff, 1996 have introduced the
notion of complementors which focuses attention on the importance of cooperation and helps
to place the relevance of various stakeholder groups to the enterprise.

A more extended treatment of the political dimension can be found in Macmillan and Jones,
1986. The social web is best discussed by Gerry Johnson, particularly in his text, Johnson and
Scholes, 1993. The best source on the economic or political value nets is Ghemawat, 1999.
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- Thinking and acting strategically

Strategic thinking involves the integration of several types of mental skills and techniques,
as well as certain habits and attitudes, in the context of defining the problem to be solved
from an initially ambiguous sea of unconnected data, and then solving it. There is an
element of risk in strategic problem solving because complexity causes uncertainty.
(LOEHLE, 1996: 1)

Great strategies, like great works of art or great scientific discoveries, call for technical
mastery in the working out but originate in insights that are beyond the reach of conscious
analysis. (OHMAE cited in de Wit and Meyer, 1998: 94)

Creativity cannot be taught, but it can be learned. (OHMAE cited in de Wit and Meyer,
1998:100)

After reading this chapter you will be able to:

understand and explain the difference between strategic thinking,
strategic management and strategic planning

define strategic thinking, strategic management and strategic planning

choose which strategic activity is appropriate under different
circumstances

understand the difference between entrepreneurship and management
and recognize different mixes of the two in strategy making

What do | gain by becoming a strategic thinker, a strategic
manager, a strategic planner, or all three?

That an organization neglects either the creative activity associated with
strategic thinking or the administrative activity associated with strategic
management; it therefore gets the mix badly wrong, either having no vision
or making no realistic attempt to realize that vision, or in some cases both.
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Case Study Scenario

Keep making furniture less expensive,
without making it cheap. IKEA’s battle plan

The furniture and furnishings industry is a mature one,
not one which, superficially at least, lends itself to creative
strategic thinking, to global activity, or even to innovation.
It is an industry with relatively stable, slowly growing
markets, and is very much part of the old economy.

Ingvar Kamprad founded IKEA in Sweden in 1943 as
a mail-order company. The name IKEA is an acronym
for Ingvar Kamprad Elmtaryd (the name of his family
farm) Agannaryd (the name of his home village). Its
Swedish origins are unmistakable even today, although
it has moved its management centre to the Netherlands
and is Dutch-owned.

Kamprad is a man with a clear vision and a support-
ing philosophy, which was expressed in the book,
Leading by Design: The IKEA Story (Kamprad and
Torrekull, 2000):

* He wished to promote the ‘democratization of con-
sumption’ by offering good value furniture and fur-
nishings at a price that all could afford.

* He believed that everyone deserved to have an aes-
thetic sensitivity enhanced rather than diminished
by the immediate environment.

* He believed in a non-hierarchical world and was dis-
tinctly anti-bureaucratic in his attitudes.

* He wished to empower his staff.

* He wanted to set a good example of frugal living,
travelling economy class and sharing hotel rooms
with his sons on business trips when they worked for
IKEA. His most striking act was to give IKEA 100% to
a Dutch-based charitable trust in order to avoid con-
flict between his three sons and the possible break-up
of the company.

IKEA opened its first showroom

* The first, starting in 1963, was restricted to the Scan-
dinavian region.

» The second, from 1973, saw an extension to Western
Europe, which was to become its major market
centre, with Germany at its heart. This move into an
area with a similar culture and a similar market was
comparatively smooth.

e The next move, in 1974, beginning very quickly after
the second, was into North America, first into
Canada but then gradually into the USA. The initial
strategy came under pressure during this stage, but
the difficulties were overcome.

» The final stage, as difficult as the move into North
America, was first into Eastern Europe and next into
Asia, both undertaken during the 1990s. Both moves
have benefited from the previous move into the USA.
This expansion is still in process.

IKEA has plans to accelerate its rate of expansion and
to extend its reach. Currently IKEA is moving into Japan,
opening two stores in the Tokyo region and a further
new store every six months. It is a sign of its confidence
that it is venturing into such a different and, for out-
siders, difficult market. However, the current crisis in
Japan has created favourable conditions for such an
entry, for example a desire for low-cost furniture and fur-
nishings. IKEA, having learnt from its American exper-
ience, produces a range of products suitable for the small
spaces characteristic of Japanese homes.

At the same time IKEA is consolidating its position
in existing markets. Up to now IKEA has opened one
or two stores in North America each year. In 2003
IKEA became more aggressively competitive in that
market, planning to open as many as five stores a year
for a ten-year period. To serve the new stores in the

Table 2.1 IKEA's expansion

ten years after its foundation. Ini-

tially the growth of IKEA was No. Countries  Co-workers Catalogue Turnover in
steady and gradual. Only inter- of outlets (000s) circulation  millions of euros
nal funding was used to support
the growth, and therefore signifi- 1954 1 1 15 285,000 1
cant debt avoided. The norm was 1964 2 2 250 1,000,000 25
to reinvest the equivalent of at 1974 10 5 1,500 13,000,000 169
least 15% of revenue each year. 1984 66 17 8,300 45,000,000 1,216
From a global perspective, 1988 75 19 13,400 50,535,000
there have been four distinct 2001 172 32 70,000 110,000,000 11,300
2003 190 85,000 131,500,000 12,370

stages in the growth of IKEA

(Table 2.1):

Source: www.ikea.com.
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Table 2.2 The geographical location of IKEA stores

Scandinavia 22 (Sweden 13, Denmark 4,
Norway 5)

West Europe 91 (Germany 27, France 12, UK 11,
Netherlands 8)

North America 29 (USA 19, Canada 11)

East Europe 16 (Poland 8)

Asia 17 (Hong Kong and China 7)

Others 5 (Australia 5)

Total 172

Source: www.ikea.com.

USA, IKEA opened two new distribution centres in
2003, one on the east coast and one on the west. It has

been seeking an advertising agency to help promote
this campaign.

The wide coverage is a considerable achievement,
given how culturally sensitive the demand usually is for
furniture and home furnishings (Table 2.2). The aim
has always been, in the words of IKEA's website, ‘to
bring the IKEA concept to as many people as possible’.

In 2003 it was estimated that around 347 million
people visited IKEA stores worldwide. IKEA has become
the world’s largest home furniture and furnishings
retail chain.

How has IKEA managed to achieve this successful
growth? What combination of strategic thinking, strate-
gic management and strategic planning has this
achievement required?

In order to clarify the nature of strategy, this chapter concentrates on the distinc-
tion between different strategic activities, notably between strategic thinking,
strategic management and strategic planning. By linking this distinction with the
terminology usually employed in business studies and economics, it is possible
to put in place a useful framework for developing a discussion on the nature

of strategy.

The distinction between strategic thinking, strategic management

and strategic planning

What is

strategic
thinking?

Strategy in Action

After total defeat in World War II, there were those in
Japan who had the foresight to identify strategies for
making money, other than black-marketeering and
prostitution. Ogawa Kikimatsu, a publishing editor,
was one such person.

Ogawa was on a business trip when he heard the

emperor’s surrender broadcast. He returned to the
capital, immediately considering how to get rich in
the changed situation. In the words of John Dower
(1999), ‘By the time the train pulled into Tokyo, he

Some strategic ideas are so simple and so obviously relevant to meeting a particular
need that it seems with hindsight that anyone could have conceived them. Ogawa
Kikimatsu's idea, described below, illustrates this.

had hit upon his great idea: and, like so many
enlightenment experiences, it was the essence of
simplicity. As soon as the country was occupied,
people would be clamouring for an easy guide to
everyday English conversation. He would provide
it." This was the vision: the vision then had to

be realized.

First Ogawa sold the idea to a publisher. He had no
particular competence in English and used two con-
versation books as models, a Japanese—Chinese
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manual ironically used during the occupation of The initial printing of 300,000 disappeared almost
China, and a Japanese—Thai manual. It took only one  immediately. By the end of 1945, 3.5 million copies
to three days to complete, the exact time varying had been sold. The book remained the country’s all-
according to different authorities. Nichi-Bei Kaiwa time bestselling publication right up to 1981.

Techo (Japanese—English Conversation Manual) was
only 32 pages long and appeared in print one month
to the day after the initial idea had been conceived.

Implicit and
explicit
strategic
thinking

Focus on Theory

Ogawa may not even have realized that he was
engaged in strategic thinking.

Although strategic thinking has its early origins in military activities, the notion of
strategy has been applied to a wide range of activities including scientific discovery
and even artistic expression. In a sense strategy is everywhere, but is not always rec-
ognized as such. It is helpful at this stage to distinguish between explicit and implicit
strategic thinking. Not all strategy is deliberate or self-conscious, and therefore made
explicit. Some people engage in strategic thinking without realizing what they are
doing. As Kenichi Ohmae (1991) has put it, many outstanding performers ‘have an
intuitive grasp of the basic elements of strategy’. Strategic thinking is often an
unconscious process. There is a breed of instinctive strategists operating in most
areas of human activity. In this sense strategic thinking is all around us.

An example to illustrate the use of implicit strategy can be taken from an activity
superficially distant from the area of business, one basic to human survival and
immensely important to human enjoyment, but one in which there has been radical
change — eating, both private and public.

Elizabeth David was an English cook and food writer who changed the eating
habits of the English. She recreated the world around her, by publicizing a cuisine
very different from the one she found in England, writing a series of highly influen-
tial books which were pioneers in promoting what could broadly be called the
Mediterranean style. She wrote these books for three reasons:

1. She wanted to convey her deep enjoyment of good food and good cuisine to
others; she was an enthusiast as good strategists often are

2. She saw an opportunity, even a need, to raise the quality of what was eaten in
England

3. She needed to secure a living.

She had motivation, both intrinsic and extrinsic or pecuniary. She also had the skills
to become one of the major strategy makers of the food world and a progenitor of all
those ‘foodies’ who grace our television screens and the pages of journals, magazines
and newspapers. Her name became synonymous with good eating in England.

Liedtka has selected five major attributes of strategic thinking. There are specific
techniques which, by promoting the attributes, deliberately encourage this kind
of thinking.
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1. Systems perspective

\

2. Intent-focused

/

Strategic thinking

5. Intelligent opportunism

part of the whole.

the journey unfolds.

likely to happen in the future.

The relevant techniques are
techniques.

\

3. Thinking in ‘real’ time

4. Hypothesis-driven

Figure 2.1 The attributes of strategic thinking

1. Strategic thinking takes a holistic or systems view
Strategic thinking requires an orientation to the whole, rather than a focus on just

The possible technigues which deliberately foster this attribute are: various kinds of
stakeholder mapping, any value system analysis, and conferences which focus on
building the future, whatever the exact method adopted.

2. Strategic thinking focuses on intent

Strategic thinking involves purpose — it is not aimless, but has a definite direction. It
also unfolds in a process of discovery or learning which takes time to complete, if it is
ever complete. It inevitably involves some delay in the achievement of objectives, as

The main technigue used can be broadly described as story writing.

3. Strategic thinking encourages thinking in real time
‘Strategic thinkers link past, present, and future’ (Liedtka, 1998a: 31). Strategic think-
ing is a dynamic process of reading from one’s knowledge of past behavior what is

The most important techniques which can be employed are: scenario building, gap
analysis, and the systematic use of analogies, as in case studies.

4. Strategic thinking is hypothesis-driven

This attribute links strategic thinking to scientific method. It is necessary to generate
new hypotheses and to test them, an iterative process which has no end. Strategic
thinking is therefore both creative, in conjuring up the hypotheses, and critical or ana-
lytical, in subjecting the hypotheses to testing.

The techniques involved are those common in developing a system of analytical
thought: Asking the questions, What if ... or, If then ... ; and distinguishing what are
knowns, what are unknowns and what are assumptions; and finally asking Alexan-
der's question — what new knowledge will change a specific presumption?

5. Strategic thinking is intelligently opportunistic

There must be room for the exercise of ‘local’ intelligence by anyone anywhere in the
organization. This requires room for the adaptation of existing strategies or the emer-
gence of new strategies to accommodate such new insights.

: the process of share and compare, and any simulation

Source: Liedtka, 1998a: 30-5, 1998b: 120-9.
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Unconsciously Elizabeth David stumbled on an opportunity which was implicit in
the environment around her. It combined a number of enabling factors — a very low
level of private and public cuisine in England; rising discretionary incomes which
could be directed to improved eating, both at home and in restaurants; vastly
increased travel and access to new culinary experiences; a high level of migration,
providing those skilled in different cooking styles who could accelerate the spread of
the new cuisines and adapt them to the host society; the birth of a medium made for
the display of cooking, television, and a change of style in publishing and journalism
which lent itself to the display of ‘exotic’ cuisines, for example the paperback
(another strategic innovation of far-reaching consequences). She was present in the
right place at the right time or, putting it another way, she read the times right. The
indirect result of her pioneering is visible in the variety of restaurants offering differ-
ent cuisines throughout British cities, a result copied, or rather occurring simultane-
ously, throughout the world.

Elizabeth David both read the environment right, exploiting opportunities con-
tained within that environment, and changed or remade the environment for those
who came after her. This is the core of any strategic thinking, in this case a clear
example of implicit strategic thinking.

By contrast it is possible to look at a more deliberate, or even explicit, strategy. A
revolution simultaneous with the culinary revolution was the birth of the popular
music industry, which reflected some of the same factors — the rise in discretionary
income, particularly but not only among the young; the advent of new media, such
as radio and television; and the appearance of the gramophone and vinyl records,
as a mechanism for disseminating popular music. Much of this revolution occurred
in the USA, partly because pop music there was an offshoot of native jazz and partly
because the USA pioneered in mass entertainment generally. However, perhaps the
most successful popular group ever was the Beatles, a British group, which was at
the centre of the process which fully internationalized and made respectable
popular music. The Beatles were therefore not the pioneers, but they were the
product of an explicit strategy. Others, such as Bill Haley and Elvis Presley, played
the pioneer role.

Brian Epstein, the Beatles’ manager, was an explicit and very successful strategist,
planning every aspect of the group’s success, including a very careful creation of an
attractive and acceptable image, both for the group itself and its music. This could be
described as ‘domesticated wildness’ or ‘domesticated rebellion’, terms which encap-
sulate the essential features of the new group. Epstein took the raw energy of gener-
ational conflict and made it acceptable. He created the first pop group to have
international star status, one on which all later groups tried to model themselves.
He orchestrated in every detail the move of the group from obscurity to fame. He
taught them how to dress, what kind of music to write and record and the right
combination of live and recorded performance, all with the aim of creating the most
powerful brand name in this industry. For this purpose he used all the media most
effectively. He internationalized the group in a way which was not true of other
British performers who have had a similar longevity in the popularity of their music,
such as Cliff Richard.
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Brian Epstein had almost an ideal background for the role of manager of the Beatles.
He was the son of a Liverpool businessman, in some ways an outsider, being both
Jewish and a homosexual. Before becoming a successful manager he had run a
successful record shop as part of his father’s business, in which he displayed a remark-
able talent for spotting future hit recordings and ordering the right number of records,
despite the fact that he had a strong personal preference for classical music over
popular music or even jazz. He had also spent one year at the Royal Academy of
Dramatic Art, aspiring to be an actor at this stage in his career. He had an acute
theatrical sense. He was in the right place, Liverpool, at the right time, the 1950s and
1960s, but he was partly responsible for the explosion of the Mersey sound onto the
world scene. Without him the Beatles might never have had their London opening
and other groups would not have followed them.

Epstein was not a great businessman, although he was charming enough to effect the
necessary openings for the group and a stickler for detail. He was the first manager to
look after every detail of a group’s activities when they were on tour. He was most of
all a visionary who could see the golden future for the group and make it happen. He
created the imagery of the boy group which became as important as their music. He
smartened them up, converting their leathers into mohair suits and giving them the
distinctive haircuts. He taught them stage discipline. On stage they were not to swear,
not to joke with the girls, and to stop smoking or drinking coke. He made them
acceptable to the vast middle class which yearned for an exciting wildness but one
somehow under control or tamed. His own homosexuality and neurosis made him
identify with the group and made him able to win their respect and even inspire
them. In the words of one associate Nat Weiss, ‘Brian was the fuse that created the
explosion or set it off — not only set it off but controlled it and made it work’. Weiss
goes on to add that there was no precedent and a strong measure of pure instinct in
what Epstein did. He was a creative pioneer, not of the music itself but of the way the
music was presented.

Source: Geller, 2000.

The two examples above illustrate on the one hand an implicit strategy — pioneer-
ing a new way, which others benefited from as they developed it with their own
explicit strategies — and on the other an explicit strategy which built on the previous
implicit strategies of others. The two business areas are firmly positioned in the
service sector, which is fitting as this has been, since the middle of the twentieth
century, the area of most dramatic expansion and therefore of new opportunity.

Strategic thinking has many contexts, including here the business context, although
in the real world the business context can overlap many others, such as the scientific,
the technical, the social, even the aesthetic. A major construction project, for
example the renewal of an old docklands area, will have relevance in areas which
are aesthetic (the urban landscape), scientific (engineering), political, social, man-
agerial and economic. Strategic thinking is therefore not limited to the area of
business, appearing, as it does, in a much wider range of human activities. The scope
for strategic thinking extends well beyond commercial activities. Artistic activities
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offer the justification of an aesthetic experience of some kind. Scientific discovery is
prompted by intellectual curiosity. Sport concentrates a blend of competitive instinct
and tribal loyalty, the desire to identify with a group to which one belongs. The moti-
vation for strategic thinking in all these areas is always an intrinsic one. The activity
is in its own right a pleasurable one.

Strategic thinking is much more than simply having a new idea; that idea must
have a context, one in which the idea has a meaning defined by the specific aims of
the activity, whether it comprises scientific discovery, artistic expression, making
war, winning an important sporting championship or simply the business of making
a profit. It therefore involves both systematically developing an idea together with its
implications and testing the empirical validity and usefulness of that idea against the
real world. This requires the conducting of a reality check — does the idea work in a
way which enhances the wellbeing of those for whom it is intended?

It is a matter of identifying both a problem, and therefore an opportunity, and a
solution in a highly complex world in which so-called ‘wicked’ rather than tame
problems abound. Strategic thinking comprises a creative but ordered sequence of
intellectual activities including the generation of completely new ideas, followed by
the application of rational thinking to the development of those ideas. It comes down
to the never-ending asking of questions, which have the potential to lead to a signifi-
cant reinterpretation of the complex world around us, showing how that world can
yield a new way of meeting basic human needs. This involves the providing of
answers to the questions, often using concepts, approaches and procedures which
are themselves innovative but most importantly reveal how a beneficial outcome
might be realized. An enterprise which almost epitomized this process was the Japan-
ese company, Sony.

Strategy in Action

Sony was the joint foundation of Masuru Ibuka, a
passionate inventor and humanist, in short a
dreamer, and Akio Morita, a highly competent
administrator and a man of great charisma, a realist.
Both had a background in electronics. The Japan
Precision Instrument Company, Ibuka’s company,
had produced vacuum tube volt meters and other
instruments during World War II. After the war he
sought to continue to employ his workforce. In May
1946 the company was formally incorporated as the
Tokyo Telecommunications Engineering Company
(TTK). TTK later became Sony. Sony'’s first location
was a burnt-out store in Tokyo's Ginza district. TTK
tried a whole host of possible products. Ibuka set
very high standards of design and quality, with the
result that the company was given the responsibility
for converting the equipment of Japan’s broadcasting
network to modern standards.

Sony became the first company in the world to make
the entire range of products involved in tape record-
ing — tapes, circuits, recording heads, feed systems,
amplifiers and testing instruments — using skills
involving nearly a dozen basic technologies. It did this
from knowledge of an existing American tape
recorder, for which at the time there was no word in
the Japanese language. Sony was forced by postwar
shortages to use as tape a specially calendered paper
with a slick surface. This compelled it to compensate
for the low quality tape by designing extra quality into
every other aspect of the recorders. The first tape
recorder made was the G-type in 1949, which weighed
over 100 Ib and sold for $400. It then worked very
hard to reduce both price and weight, in a way which
was repeated on later products. The first market
turned out to be the Japanese broadcasting network’s
English-language programmes for use in schools.
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A visit to the USA acquainted Ibuka with the transis-
tor, which he became convinced would revolutionize
electronics. In 1954 the company acquired access to
the relevant technology. Ibuka’s goal was to produce
a pocket-sized radio but with Japanese technology.
This seemed a hopelessly overambitious goal. Yet by
1957 Sony had achieved success with the Type 63
radio, which fitted into a shirt pocket. The product
was both small and cheap. The company soon sold
one million. At this stage Sony had a two- to three-
year technological lead over its competitors which it
used to provide the world’s first transistorized short-
wave and FM receivers.

Sony turned to transistorized television and in par-
ticular to the mini-TV, first selling the product in the
early 1960s. In 1967 the company pioneered a new
technology for colour television, the Trinitron
system, very different from the existing shadow mask
technology, and won the first Emmy ever given for a
product innovation. The stress was again on a mini
version, which was wildly successful.

Sony moved on to video tape recorders, producing
the first commercial model in 1963, a model one-
twentieth of the size of the American pioneer, the
Ampex, and one-fourth of its price. The first home
VCR, the CV-2000, was produced in 1965. Sony chose
the Betamax system rather than the VHS system,
although it was responsible for much of the research
work for the latter. The general view of technical
experts is that Sony was right, since Beta offers
superior quality, but the market decided otherwise.

Sony then introduced the Walkman, a compact cas-
sette player with small earphones for portable listen-
ing, and the Mavica, an all-electric still camera. It
pioneered the compact disc audio record player, a
small video camera (camcorder), a digital audiotape
system of very high sound quality, and a HDTV
system with outstanding picture quality.

The general approach adopted to innovation gives an
interesting insight into the development and use of
creativity. Ibuka’s goal was ‘to have fixed production
and budgetary requirements but within these limits
to give Sony employees the freedom to do what they
want ... This is the way we draw on their deepest cre-
ative potential’ (cited in Quinn, 1993: 286). The key
unit was the cell, in which a small number of
workers were free to determine their own work
methods and how to evaluate their performance, in
the process developing team spirit. There were net-

works of such interacting teams. The job of man-
agers was to set the overarching goals, to assist
where requested, particularly to help to solve any
problems arising and, even more important, to praise
superior performance. The approach of the cell
teams was to try as many options as possible, devel-
oping two or three alternatives for every subsystem
needed, something which became a common prac-
tice in the best Japanese companies (see the case
study on Toyota in Chapter 17). Staff were appointed
on the basis of talent and then given a free hand.
Staff were moved around, potential executives
exposed to the production line and/or marketing.
The decisions to innovate were freed from the con-
straints which in established companies often lead to
the rejection of innovations outside the core activi-
ties. Throughout its history Sony carefully avoided
involvement with either government or banks.

Christensen et al. (2002: 30) have argued that Sony
is the only company in history to have successfully
launched such a long series of ‘disruptive’ innov-
ations, each of which initiated new business.
Between 1950 and 1980 there were as many as 12
such disruptions. The last of the successful disrup-
tions was the Walkman, launched in 1979.

By contrast, more recently Sony has been engaged in
sustaining innovations, innovations which build on
the platform of existing technology and markets.
Sony’s PlayStation and the Vaio computer notebook
are successful products, but they are targeted at well-
established markets rather than new ones and use
technology which is not revolutionary.

How did sustaining innovations squeeze out disrup-
tive ones? The answer lies mainly in the passing of
the old guard and the maturing of the company. In
the early 1980s, Morita withdrew from an active role
in Sony. The role of Morita and his small group of
immediate associates had been critical. They made
every product launch decision themselves. They did
this largely on the basis of an intuition grounded in
well-practised procedures for shaping and launching
such innovations. With Morita’s departure, a change
of balance occurred and the ability to generate dis-
ruptive innovation was steadily lost. There appeared
to be a loss of creativity. During the early period,
there was no market research done since there was
no existing market for the new products. The transi-
tion was accompanied by a beefing up of the market-
ing side of the company, with the result that only
sustaining innovations tended to pass muster.
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Focus on Humour = The Australian farmer is well known for his ingenuity and ability to improvise and |
think that this tale proves this point.

| own a small electronics business where we specialise in design and service of various
types of electronic equipment. A few months ago | was approached by a local farmer
to design a monitoring system to detect when the feed pipes in his high-pressure
seeder were blocked.

The seeds are carried down the pipes by high-pressure air and delivered to the soil.
However, if one or more pipes block the farmer has no way of knowing and a whole
day’s work can be wasted.

| duly went to the farmer’s paddock, inspected the equipment and told him | would
be back in touch when | had designed a prototype. The electronics and sensors
required turned out to be quite complex. When | mentioned that it would be a month
or so before | had some results for him, the farmer surprised me by saying there was
no hurry because he had temporarily fixed the problem.

After consultation with his neighbour, they had come up with a novel solution. I think
De Bono would be proud of their lateral thinking.

Realising that a lack of air pressure denoted a blockage, a hole was drilled in each of
the six feed pipes and a small nozzle fitted. Then a condom was tied to each nozzle (I
assume they picked a colour that could be easily seen). This solution apparently
worked very well. When the air pressure was present six condoms stood erect on the
top of the seeder. A drop in air pressure in any pipe caused the relevant condom to
sag. So much for my sophisticated design.

Apparently the only problem is a high wastage rate, because the condoms tend to last
only a few days. After | controlled my mirth at the vision of a seeder rumbling over
the paddock with six erect condoms waving in the breeze, a thought occurred. |
wondered where the farmer bought his replacement condoms and, given his usage of
a dozen or so a week, what effect this had on local gossip.

Source: B. Johnson, letter published in the Age newspaper on December 27, 2000.

Strategic thinking sometimes consists of using a single new idea or a novel combi-
nation of old ideas to solve a major problem. The nature of the combination is itself
often the strategic innovation, as the case study on IKEA in this chapter illustrates.

Focus on Practice An increasing number of women are becoming the victims of ‘drug rape’. Their drinks
are spiked by male companions who slip a drug into their drink, which reduces them
to a helpless state, unable to protect themselves. The prime suspect is flunitrazepam,
which is a drug ten times as strong as valium. How can this problem be approached
and a solution found which prevents the rape? There are many possible ways of
thinking about the problem.

A very simple solution has emerged. A small biotechnology firm in England, SSD of
Derby, has discovered an immunoassay test in which the antibodies on the surface of
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an agent react with the molecule being tested for, activating a dye, one colour for
positive and one for negative. The creativity comes with the way in which this is to be
done. The reactive agent is to be placed on a beer mat. All the suspicious woman
needs to do is to dip her finger in the drink and touch the test area on the mat. A
number of tests can be carried out on the same mat.

The firm teamed up with large beer-mat makers in June of 2002. Sponsors were not
hard to find and advertising helps to reduce the cost. This help is needed since the
simplest of tests costs more than double the normal price of a beer mat (2p or 3c).

Source: The Economist, June 1, 2002: 97.

This solution puts together two elements in a new combination — the immunoassay
test and the use of a beer mat as the location of the test. The solutions to other problems
can be a combination of a much greater number of ideas or different elements. The
example above reveals a highly successful implementation of a complex combination.

There is a complexity about the real world which defies the simple classifications of
academic disciplines. It is full of wicked problems. Indeed, as de Wit and Meyer assert
(1998: 156), strategic problems are inherently wicked, that is, they share some strik-
ing characteristics: they are essentially unique, highly complex, linked to other prob-
lems, they can be defined and interpreted in many ways, have no correct answer, nor
a delimited set of possible solutions. They cannot be reduced to simple, or even com-
plicated, problems of optimization, which have one correct solution. There is usually
a number of possible solutions.

In general terms, strategic thinking is devising creative new ways of thinking
about a complex world, the consequent application of systematic logic to the
working out and development of these ideas and their translation into operational
proposals with practical outcomes. This may involve deliberate remaking of the
problem’s context. Strategic thinking creates as well as recognizes future scenarios.
A strategic thinker seeks to understand the world but also to change that world, even
if in a limited way. IKEA is a good example of this at work.

Strategic thinking is proactive rather than reactive; it is innovative rather than imita-
tive; and forward thinking both in the sense that it deals with the future and in the
sense that it is ahead of its time. All strategic thinking occurs in the context of the
achievement of clearly defined objectives, even if those objectives manifest themselves
only at a late stage or gradually. Such thinking is inevitably set in a dynamic rather
than a static context. It has a potential for significant development and extended appli-
cation. It often sparks off a continuing stream of fresh ideas. There is an envisioned end
result, or series of end results, increasingly indistinct as they stretch into the future.

A strategic thinker breaks out of normal routine thinking, very often moving
beyond the accustomed ways and outside the explicit or implicit models through
which the world is normally conceptualized, the so-called ‘cognitive maps’ which
already exist in highly developed forms in our minds. He or she finds connections
unperceived by others. For that reason strategic thinking involves breaking free of
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the constraints of traditional thinking and at the same time requires the gathering of
new information. In the mind of a strategist, relevant information can become valu-
able knowledge. The strategist thereby creates a new but valuable knowledge base
relating to an uncertain future. Strategic thinking comprises devising a plan for the
continuing acquisition and use of such knowledge. It may involve the exploitation of
knowledge created by another but in a way not previously envisaged.

The relevant thinking must be driven by the nature of existing and emerging
opportunities and problems, not by the concerns of existing academic disciplines or
theory alone. Yet the problems cry out for the insights provided by new conceptual-
izations. Strategic thinking is directed thinking, linked to an application to real-world
opportunities and threats and the need to address real-world problems. It is not
restricted solely to the cognitive area, it is thinking applied to practice. Neither a
narrow scholasticism, nor a narrow empiricism is enough.

Strategic thinking is therefore an approach which combines a number of charac-
teristics: a creative cognitive process; flexibility in reading and responding to chang-
ing circumstances in a changing world, particularly those marked discontinuities
which are much more common than often thought; and a ruthlessly self-critical
evaluation of the validity of that thinking, both from a deductive and an inductive
perspective.

For an enterprise, strategic thinking is the process of continuously redefining its
objectives, undertaken in the context of the intended creation and maintenance by
the enterprise of increased value for its customers and competitive advantage over its
competitors, both actual and potential, and the management of risk to levels
regarded as acceptable by the enterprise’s main stakeholders. It anticipates wants
before they are perceived and problems before they manifest themselves. It is an
inherently creative process.

Changes in the nature of the modern economy have raised the significance of
strategic thinking. The perceived universality of change itself has made this increas-
ingly a prerequisite of business success. Particular changes reinforce this perspec-
tive: the progressive replacement of labour by capital; the automation of most
manufacturing processes; the increasing importance of human capital; and the
emphasis on the provision of services.

Strategy requires a serious consideration of how the enterprise will achieve the con-
tinuously redefined objectives, particularly in a competitive environment. The ulti-
mate test of strategic thinking is the long-term success of the enterprise, expressed
most strongly in the bottom line, the ability of an enterprise, through a new idea, or
set of ideas, or the recombination of old ideas, to generate above-normal returns at an
acceptable risk level. Success is due not to luck or chance but to strategic intent, sys-
tematically pursued. This involves an appropriate blend of creativity and systematic
and logical reasoning. Luck is largely opportunity recognized, risk managed, but
strategy is required to turn this luck into good performance.

A good starting point for strategy making is to encourage all employees to think
strategically, notably by providing some relevant training to enable them to do so. All
the employees of an enterprise can, and perhaps should, think strategically. Indeed it
is highly, and increasingly, desirable that they do so. Part of the empowerment of
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such employees is to be able to define a domain in which they can think and act
strategically, their own personal strategic domain. All staff in any organization are
potentially strategists — what differs for individuals is the size of their domain.

Vision and | All strategists, whether engaged in implicit or explicit strategic thinking, have a
mission Vision. In the business world, strategic thinking has its most visible manifestation in
the vision of the enterprise, written or unwritten. The vision of an enterprise defines
what that enterprise is. It is at the core of the enterprise’s identity, representing the
reason why the enterprise exists. It is closely linked with what the enterprise can do,
reflecting its resources, capabilities and competencies. The vision is an expression of
the dynamic of the enterprise, where it has come from and where it is going to — in
that sense it can remain implicit, unsaid; it exists whether it is made explicit or not.
However, it is better made explicit, if only to motivate those who flesh out and realize
the strategy.

The vision precedes but overlaps strategy. It is very much the creative or imaginative
part of strategy. The existence of a clear vision is a precondition for the formulation of
a good strategy. For a new enterprise, it is the very raison d’étre of its creation. For an
existing enterprise, the vision comprises both the unchanging core and the variable
strategic aims and objectives, the strategic intent. For a new enterprise, this distinc-
tion is not meaningful: the core identity, even the corporate culture, has to be created
in the course of the realization of the new project. For an existing enterprise, one
important preliminary question to ask is what constitutes the core, the essence of the
existing enterprise, and thus what is a given and what is temporary and changeable
and needs to be changed. The latter indicates what should be the focus of strategy.

There are two parts to the vision:

1.
2.

The paradigm, discussed in Chapter 1.

An explicit core purpose or strategic intent. It can never be fully realized since it
puts the emphasis on aspiration. It is intended to guide and inspire. It is not
intended to differentiate the enterprise from others. Indeed, other enterprises may
have the same purpose, for example to be the best in some specific area, that is, to
be the market leader, the most innovative, or to provide the best service.

Vision also incorporates the strategic thinking particular to the enterprise. It
includes an envisioned future, which also has two parts:

1.
2.

Long-term, challenging goals for the next 10—30 years.

A vivid description of what it will be like to achieve those goals, necessary to
enthuse the implementers. These have been described as BHAGs — big, hairy,
audacious goals. Usually they should have a 50-70% chance of success. They
might take a number of different forms:

specific quantitative targets

a common enemy to be defeated or outcompeted

a role model to be emulated in some important respect
some internal transformation to be achieved.
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They must be clearly articulated.

The vision may be expressed in writing, or left unwritten and expressed only ver-
bally at relevant times. Even if the vision is left unwritten it is not left unsaid. It is
internalized. This may occur through meetings and face-to-face contact. Some leaders
are superb at expressing a vision verbally, without any resort to the written word.

A written mission statement may articulate the enterprise’s vision. Not all enter-
prises have mission statements. There are other ways in which the vision may be
articulated in writing including corporate profiles. Probably the majority of enter-
prises, if they have a mission statement, have it for internal consumption. In a large
number of cases it may be there as a form of tokenism, without real meaning. Some-
times the statement is so bland as to have no specific meaning. A minority of enter-
prises have it for external consumption by key stakeholder groups outside the
enterprise, although in many ways it is an ideal mechanism for such a role. It is
intended to alert the stakeholders as to what is being done in their interests and per-
suade them to acquiesce in enterprise policies. The mission can be constructed to
appeal to the broadest stakeholder constituency.

Even fewer companies include the mission statement in their annual report, which
is the commonest method of communicating with these groups. In the USA, for
example, the stakeholders at whom the mission statement is most often targeted tend
to be the customers. What is most frequently communicated includes the benefits for
each stakeholder group, most of all the customers. Value statements and expressions
of self-image are uncommon. There may be an indication of the focus of the enter-
prise, that is, what is produced, how it is produced and where it is sold.

As an initial working definition, strategic management is any management action
taken to realize a strategy, in particular to realize the vision which results from cre-
ative strategic thinking; it is action taken within the framework of the strategy. Suc-
cessful strategists in the business area are not only engaged in strategic thinking,
they also move on to the next step of strategic management. They do not limit them-
selves to thinking about strategy, they act to carry out their vision. Strategic man-
agement therefore translates strategic intent into strategic action. All such actions
are organized around the realization of that intent, or should be. Intent defines the
direction in which action should be taking the organization. This can be done loosely,
or it can involve much more detailed preparation and articulation.

This represents a change in emphasis from the individual to the organization, which
consists of teams of individuals working to realize the strategy. Whereas it is conceiv-
able that one individual could formulate a strategy, it is inconceivable that one indiv-
idual could implement it. Strategic management is carried out by specialist units or
teams within an organization who translate the objectives into functional programmes
which can achieve those objectives. The relevant functional units engage indepen-
dently in strategic management. Both within the teams and between them there needs
to be significant coordination, which in itself will necessitate strategic action.

Mintzberg and Quinn (1996) have labelled something very similar as strategic pro-
gramming, which represents the process of converting strategic thinking into strategic
action. From the opposite perspective, the operational one, it means interpreting the
role of particular actions in the context of strategic intentions, but sometimes only
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recognized and articulated after the event. Sometimes strategy making gives shape to
and legitimates what has already been done. Mintzberg identifies three separate steps
in such programming — codification, elaboration and conversion, which are each
part of the process of strategic management. Strategic management or program-
ming is therefore focused on various strategic activities which can be grouped under
the three headings:

1. the identification by the enterprise of specific strategic intentions, identified as a
result of strategic thinking (codification)

2. their formulation as proposed actions which will facilitate the achievement of
those intentions (elaboration)

3. the efficient and timely implementation of these actions (conversion).

Often one of these activities is much more developed than others. Good strategy
making requires all three to be carried out imaginatively and efficiently.

Any effective strategic management is premised on the previous articulation of the
strategic intent, often expressed and communicated in general terms through the
vision or mission statement. Codification means the translation of a general intent
into specific objectives, the spelling out of specific objectives, such as the rate of
growth of sales of key products or profit levels in particular units. Sometimes the
objectives are only relevant to one part of an organization, for example financial or
marketing targets.

In strategic management, elaboration and conversion are not always comprehen-
sive; they are often piecemeal, involving only small parts of the whole organization
and certain functional areas. A particular business unit may lend itself to systematic
elaboration and conversion, while others may not (see the difference between elec-
tronic hardware and entertainment software in the case study on video game wars in
Chapter 6 and in the Sony case study in Chapter 18). Some functional areas, such as
finance or marketing, are more common venues for systematic strategic management.

The role of It is often assumed that the central element in any strategy is the business plan, or
Shebltinessy more specifically the financial mirror of that plan. For most enterprises the most
plan and important parts of the business plan are seen as the financial targets, broken down
financial | into specific streams of revenue and expenditure. This is because financial control is
controls  seen as vital to business success, as expressed in the level of profit, and is found at the
heart of any business plan. The most common form of elaboration in strategic man-
agement is therefore the production of an annual business plan, sometimes called a
corporate plan, the core of which is a set of financial targets (see Chapter 18 for a list

of possible targets).

Focus on Theory  The broad aim of strategy is often seen as the making of ‘above-normal’ profit. What
exactly is above-normal profit?
For economists normal profit has a specific meaning; it is the return which charac-
terizes an equilibrium situation in a perfectively competitive market. An equilibrium
price is reached when competition has fully worked itself out. A normal profit is
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earned in a market in which there is a homogeneous product traded by many buyers
cont'd and many sellers, and in which there is complete freedom of entry or exit. All players
have access to the same technology and the same inputs. Competition would ensure
that any above-normal profit was eroded by a new entry or expanded sales from an
incumbent. In such a market profit will be driven down by competition to a level at
which a normal profit is made on the assets employed.

In a riskless world, this normal rate is equal to the opportunity cost of the capital
employed — what could be earned on the funds invested in the enterprise if they were
invested elsewhere. Putting it another way, it is equivalent to the going rate of interest
on an alternative commitment of the same investment funds to the purchase of finan-
cial assets with the same risk profile — in a riskless world, the return on a government
treasury bill. In such a riskless world, it is assumed that the normal rate of profit is the
same in all industries throughout the economy. In such a world all earn the same return.

The normal rate of profit is not the average rate for the economy as a whole nor is
it the average for individual industries.

Any profit above the normal level can be described as a monopoly profit. It emerges
because there are a limited number of sellers; there is not freedom of entry into the
industry; the product is not homogeneous; or one enterprise has a cost advantage
over the others. In other words, there is a market imperfection which prevents the
operation of perfect competition.

In the real world, as against the theoretical world of the economist, there is no such
thing as perfect competition. What motivates an entrepreneur is the possibility of
above-normal profit. No self-respecting businessperson would be content with earning
only a normal profit.

It is worthwhile to explore for the moment the place of the financial side in strate-
gic management. There is a tendency to see both the elaboration and conversion
elements of strategic management as revolving around financial targets and finan-
cial controls. It is certainly true that any decision, whether it involves an investment
or not, can in theory be reduced to a present value of cash streams which result
from that decision. It could be put as a stronger argument, that any plan must be so
reduced to ensure successful elaboration and conversion. There are two streams,
revenues and costs:

* Revenues: these are streams generated by particular sales occurring at different
times. In some cases there are delays in the initiation of such a stream or a gradual
build-up of the level.

* Costs: these are expenditures on a variety of particular inputs occurring at differ-
ent times. The expenditures may be made as one-off fixed costs, such as the cost of
equipment or a promotional campaign, some now, some at an indefinite time in
the future, or as operating expenditures which change or vary according to the
level of sales, so-called variable costs.

It is often difficult to disentangle the revenues or costs which result from any
specific decision. There may be an overlap in both revenue and cost between the
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business or accounting units. In some cases a project or business unit is independent
and stands apart, although there may still be costs shared with other projects or
units. In other cases the decision is part of a much larger set of decisions, for
example a decision to introduce a particular marketing campaign, raising the
general profile of the enterprise which affects all units. The standing of particular
budgetary controls may not be closely linked with a clear understanding of where
specific revenues and costs are located.

The business plan and its contents provide the financial controls which are used in
strategy elaboration and conversion. However, the process of strategy making
requires a careful consideration of the assumptions, and therefore the limitations, of
any financial analysis. There are a number of powerful assumptions which underpin
the stress on financial analysis itself and the interpretation of strategic management
as mainly consisting in the implementation of a business plan. It is clear that the
financial streams, just as the business plan, are the results of rather complex strate-
gic decisions which reflect different scenarios and can yield different outcomes.
There is so much uncertainty that any such estimate has a rather dubious value
unless the assumptions on which it is based are made explicit.

All such estimates usually have a spurious degree of exactness. They mask the qual-
itative judgements which support them. They tend to put the cart before the horse, in
the sense that the indication of financial streams should come at the very end of the
process of strategy making when their meaning is clear, not at the beginning, after
which they are used to justify strategic decisions made later. A successfully imple-
mented marketing strategy will boost the revenue stream. A well-thought-out and
implemented operations strategy will keep costs down. A properly focused research
and development strategy can yield a series of planned innovations which both reduce
costs and add quality to the product. All these functional strategies, and others, are the
base on which a business plan, with its streams of income and costs, rests.

The financial part of strategic management is necessary, even vital, but only a part
and certainly not the most important part. At best the narrowly financial approach is
an oversimplification of the issues at stake. At worst it often drives the whole process
of strategy making. A good financial strategy comes at the end of the strategy man-
agement process. Focused strategic management should occur in every functional
and business unit. Strategic management shows the implications for these units of the
overall strategy and what is needed to make an efficient conversion. The degree of
elaboration might vary from functional unit to functional unit, from an elaborate
marketing plan to one in which there is little in the way of what can be described as
planning, as in the uncoordinated use of information systems or a poorly developed
human resource strategy. Strategic management can be variable in its effective appli-
cation. The degree of coordination between such strategic actions might also vary.

The definition of planning is as problematic as the definition of strategy itself. Some-
times it is assumed that strategy and planning are the same thing, at other times that
strategy sets the objectives or targets and planning shows how to achieve them. The
clearest way to distinguish them is to talk of strategy, not just as a plan but as a
whole range of manifestations — as pattern, perspective, position and ploy.

A definition

of strategic
planning
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Planning always assumes the pre-existence of a strategy. It is impossible to plan
without an explicit strategy; the aim of any plan is to realize that strategy. Strategy
does not necessarily imply planning, or planning as it is normally understood, but
provides the framework within which planning can be successfully implemented.
Nor does strategy necessarily require the development of a formal planning process
with a structured planning department.

An organization blessed with good strategists does not necessarily have to produce,
in a deliberate way, comprehensive and detailed strategic plans; it may produce
strategic plans with a strictly limited functional scope. Planning is analytical, in that
it reduces everything to the formal and systematic. Such planning requires a careful
consideration of how all resources are to be used in order to achieve the strategic
objectives, which themselves have to be spelt out in detail. It requires the collection of
detailed data relevant to the achievement of such strategic targets. This data is
processed in order to produce a plan. Planning is about:

* departmentalization, the setting out of separate functional plans

* disaggregation, the breakdown of a plan to suit the lower levels of an organization
where this is necessary

o planning horizons, the time period over which targets should be achieved. Most plans
are broken down into short-term plans, quarterly or annual plans.

Strategic planning is understood here as involving the use of formal planning
methods, including the development of explicit plans with a full range of objectives,
and its application to all business units and functional areas within the organization,
and at all levels. The emphasis is on comprehensiveness. All parts of the enterprise
have a carefully defined role to play in the realization of such a plan.

What is the main aim of planning? This aim has a profound influence on the
nature of strategy. Planning can have two orientations:

 conservative — premised on the constraints of resources currently available within
an enterprise, that is, what can be done with the present resources. Each unit must
have the resources required to carry out its part of the plan

« radical — directed chiefly at the creation of new resources in an attempt to break
out of current constraints.

Planning is partly about targets, restructuring the company and reshaping its envir-
onment, and partly about using as effectively as possible what it already has. It is
better to find a balance, that planning involves something of both orientations,
respect for existing constraints and the desire to break free of those constraints.

The definition of strategic planning used in this book includes:

* The systematic formulation of fully coherent and comprehensive written plans,
setting out all the relevant strategic management actions for the achievement of
the enterprise’s strategic intent, as expressed in the objectives of its long-term
vision.
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 The translation of such long-term plans into short-term operational and adminis-
trative plans. It involves organization of the actions which are needed to imple-
ment in the short term the long-term plans.

» The specification of the exact resources which are needed to carry out those
actions and how they can be accessed.

* A fully developed planning process, with the communication and implementation
of those plans and the monitoring of their implementation, with any related
adjustment of the plan during the period of its currency.

The three strategic activities can be interpreted as three separate steps in the incor-

Al ST oration of strategy making in a systematic process:
of three P &Y & v P '
dlfferen.t 1. Strategic thinking describes well the establishment of the vision, which includes
strategic . L . . . .
activities the process of defining and achieving objectives in a complex world in which

there is considerable uncertainty about the future. It is about rethinking that
future, sometimes in a small way. In some industries this may be as far as any
strategist wishes to go, providing the cognitive framework, which explains how
all current operations are to be organized.

2. Strategic management is strategic thinking applied to action, allowing an organ-
ization to subordinate all its functional activities to the achievement of clear
objectives and to integrate them, insofar as this is possible. It is about the remak-
ing of some part of the future. In a world of change this remaking is a precondi-
tion for the long-term success of an enterprise. The first step is pointless without
at least some move into this second one.

3. Strategic planning assumes a further step in the moulding of the future in which
strategic management, often fragmentary and inchoate, is translated into highly
formal and coherent written plans and action to realize those plans. Any plan
imposes the human will upon an environment which is full of unpredicted change.

For most enterprises, strategic planning is simply too hard and too risky. It is better to
concentrate on the operational problems within a long-term strategic framework
and marshal those elements of strategic management made necessary by those
problems. Most of what is usually described as strategic planning does not corre-
spond to what is described above under that label. This issue is discussed at greater
length later in the book.

Principles for the successful use of strategy

A key issue is how far an enterprise needs to go in developing strategy making, where
on the spectrum from strategic thinking to strategic planning it should locate itself.
The definitions above provide us with a checklist of key factors which influence the
exact role of each of the possible strategic activities — thinking, management and
planning — and their relationship to each other.

The argument has been put that all staff should be strategic thinkers, at least with
reference to their own domain, however small. That domain tends to get larger as a
staff member rises in the hierarchy of an organization. Within that domain there is,
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or at least should be, strategic empowerment of the individual, that is, the giving of as
much discretion for strategic decision making within the scope of the domain as is
consistent with the overall strategy. This discretion must be exercised within the
framework of strategic decisions made by higher levels of the hierarchy.

On the other hand, strategic planning is likely to be much less common than
usually thought. Certain conditions make strategic planning inappropriate. It is
obvious that rapid change in technology and market conditions discourages the
introduction of detailed plans. Any risk reinforces this reluctance. An overly detailed
plan can act as a straitjacket, removing the flexibility needed to maintain competitive
advantage and survive in a rapidly changing environment. Any plan would have to
be adjusted so quickly and comprehensively that it would cease to be helpful.

It is appropriate to consider how to classify different markets or industries by their
degree of instability. There are three classifications which can be used:

1. Level of competition in the market

In a certain sense there is an incompatibility between the operation of planning
and the market. The key issue is the number of sellers. Monopsony is possible,
that is, when there is only one buyer in the market, but rare; usually there are
more buyers than sellers. At the extremes the possibilities range from monopoly
to perfect competition, from one seller to many sellers. The more typical case falls
between the extremes; it is either oligopoly, a few sellers, or monopolistic compet-
ition, a limited number of sellers, more than a few but less than many.

How does the number of sellers influence the nature of the market?

e The main characteristic of any monopoly is that the player has some control
over price and therefore the level of profit that can be earned. The more sellers
there are, the less likely it is for such control to exist.

» A second feature, often assumed rather than discussed, is that the more sellers
there are, the more likely it is that the market will be stable, and not subject to
price fluctuations; the fewer sellers there are, the more unstable the market and
the more likely price fluctuations. This is not always true. There is not necessar-
ily a close relationship between the number of sellers and the level of instability,
as will be seen.

2. Age and degree of development of the particular market, industry or segment of either

* The market may be young and small but with enormous potential. At this stage
it is the subject of significant entrepreneurial activity. Even rapid growth has
little effect, since it is from a low base, but growth may be far from rapid in the
early stages of industry life.

 Later it may be in its adolescence or adulthood during which there is increased
competition, more rapid growth but more standardization of product and price.
Growth may initially be very rapid but may decline towards the end of this period.

It may be at the mature stage, entering middle age when growth is very slow or
non-existent.

* The market may be old when the search for any new markets, often abroad,
becomes critical. Growth may become actual contraction.
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These stages trace out the conventional S-shape of a life-cycle curve, which is
often assumed to have universal validity.

In such an approach it is possible to easily define a new product which remains
the same throughout its history, and therefore a new market or industry. In
reality there may be modifications of the product which continuously renew it,
sometimes quite dramatically. It is as if the industry re-enters childhood.

. Speed at which competitive advantage is won or lost

* In a slow-cycle market, for various reasons, including natural monopoly or the
existence of considerable barriers to entry, there is little threat to the existing
competitive advantage held.

¢ In a fast-cycle market, competitive advantage can only be sustained for a short
period. Competitors quickly imitate the first mover or even take the initiative,
leapfrogging the early leader by introducing fresh innovations. There are a mul-
titude of new processes, new organizational methods and new ways of differen-
tiating the product which are introduced one after the other in rapid succession.

A standard cycle market is between the two extremes. Here, competitive advan-
tage can be retained for longer than the short term, but still a finite period of time.

It is possible to simplify the classification of circumstance. It is likely that fast-cycle

industries are those which are new whereas slow-cycle industries are those which
are old. The two can be combined while recognizing that some industries by their
nature are fast and some slow cycle. By also aggregating monopolistic competition
with oligopoly and infancy with adolescence, it is possible to reduce the classes to
three. Figure 2.2 helps to indicate what circumstances are appropriate for different
strategic activities. The variants which are in bold are the most common, those itali-
cized are the least common.

Variants:

A.

This is the typical situation of an industry in extreme infancy. Such a situation is
unlikely to last for long. It is possible to plan in such a situation, indeed highly
desirable, but there may be resource constraints on engaging in such planning.
Given the speed at which the situation is likely to change, it is unlikely that any
planning will occur.

As other sellers enter the industry, it becomes harder to retain competitive advan-
tage and therefore it becomes desirable to employ strategic management but
impossible to plan in any realistic manner.

With many sellers in a young industry, it is only possible to apply strategic think-
ing and impossible to go beyond this. Enterprises are jostling each other with
their competitive innovations.

A monopolist can always attempt to plan. However, there are few industries with
a natural monopoly. This variant, just as A, is rare.

This is a common situation, possibly the most common of all. It lends itself to
considerable strategic management. Enterprises might or might not try to speed
up the introduction of innovations, that is, to accelerate the standard cycle. If the
oligopoly involves stability of market share and price, this is unlikely. There is a
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Figure 2.2 The variations of enterprise circumstance

danger in too much planning which might make an enterprise vulnerable to any
change in circumstances.

F. Such an industry is likely to be highly competitive and possibly unstable. In such
an industry it is difficult to apply too much strategic management, but there is
likely to be some.

G. This is the most likely situation in which there is strategic planning. Competitive
advantage is not an issue and unlikely to become one.

H. Such an industry may oscillate between stability and instability. There may well
be very significant amounts of strategic management in this variant. They are
used to gain some marginal competitive advantage.

I. This is a very unusual situation.

Under what conditions is it likely that an enterprise should go the whole way from
strategic thinking to strategic planning? Such conditions do not occur frequently,
both A and D being very unusual. Only G is likely to occur and this is also excep-
tional. Clearly a fiercely competitive fast-cycle market which is in the growth stage is
unlikely to be right for strategic planning. The younger the industry, the faster the
cycle; the greater the number of competitors, the more unlikely the step to planning.
An industry sharing any of these attributes may be ripe for the frequent exercise of
creative strategic thinking. How much strategic management is possible depends on
the stability of the industry.

As seen above a monopoly in a mature slow-cycle market is much more likely to be
ideal for strategic planning. Under what conditions is strategic planning an approp-
riate strategic activity? There are three situations in which it might be desirable,
although there are good reasons why, even in these situations, strategic planning
may be unusual:

1. The situation of predictable change, at least as predictable as change can be. Both
innovation and competition are sources of unpredictability. The absence of one,
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or both, makes for a predictable context. This may be true of a mature industry in
which technology and tastes are not changing very rapidly, or changing in a
wholly anticipated manner, and in which the number of competitors is stable. An
enterprise which is faced by an environment which changes little, and then only
in a manageable way, can engage in strategic planning without fear that it will
impose a straitjacket on the enterprise, which will prevent the exploitation of
opportunities inherent in a changing environment and also inhibit the successful
management of risk.

2. The crisis situations which confront all enterprises at some point in their life, often
described as turnaround situations. These situations, which threaten the very exis-
tence of the organization, typically happen when strategic drift creates a wide gap
between where an enterprise should be and its actual situation. This is when the
priorities of the enterprise become so obvious that the strategic position is clari-
fied for all. All have the same interest, the survival of the organization. Any plan-
ning requires absolutely clear-cut priorities which help to spell out the objectives.
Planning enables a strategist to concentrate resources on the achievement of
such priorities. Witness the assistance planning provides in conditions of war, at
least modern warfare which demands a total mobilization of resources at every
level of an economy.

However, the speed of the necessary response may make it difficult to plan in
the way described. Since the turnaround is forced on the enterprise, there may be
no time to plan.

3. The launch of any new venture, which is best undertaken with a detailed under-
standing of the resources available and the strategic actions needed to achieve
enterprise objectives. There should be an indication of what should be done in
various contingencies. In other words, a new venture needs to be planned in a
detailed manner. This is situation A above. The frequent lack of any such planning,
indeed even of significant strategic management, helps to explain the extraordinar-
ily high attrition rate for small businesses in all types of economy. The critical
problem is that a small business may not have the resources to engage in planning.

These remarks provide only a general set of principles and need to be applied to the
particular conditions of different industries. Since the world is complex, there are no
simple solutions and no simple choices. Rather there are an endless series of unique
events which combine to constitute environments which are not only different for
every enterprise but never remain the same from period to period. The capacity to
generalize about such situations is limited. It is necessary to learn how to read this
complexity and create some order. Such uncertainty and complexity influence the
whole nature of strategy making.

Finding the right strategic mix of entrepreneurial creativity and

administrative expertise

Any successful enterprise needs both the vision and its realization by efficient man-
agement. Can the same individual manager or the same organization be good at
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both? This amounts to asking the question, what does a manager do or rather what
should he or she do? Or, putting it differently, should all managers be entrepreneurial?

It is helpful to ask these questions in the context of making a distinction between
entrepreneurship and management. There is considerable misunderstanding con-
cerning the nature and role of the entrepreneur, in particular a failure to distinguish
between the entrepreneur and the manager. These are different roles. The distinction
may be solely conceptual, in that it is possible for the same person to be both entre-
preneur and manager, or at one time to be entrepreneurial and at another manager-
ial. It may be highly desirable that this is so.

The key conceptual distinction is between innovation and imitation. Broadly speak-
ing, the entrepreneur innovates and the manager imitates. The entrepreneur is the
pioneer, the manager the applier of existing best practice. The entrepreneur engages
in strategic activity, the manager focuses on tactical or operational activity. The
entrepreneur formulates a strategy, the manager implements that strategy. Concep-
tually the distinction is clear.

The situation from the perspective of strategy is also clear. The strategist must
allow for both entrepreneurial and managerial inputs:

* Strategists must sometimes play the role of entrepreneur; they must be entrepre-
neurial in their attitudes, confronting the need to innovate as part of strategy
making. There is a considerable overlap between the role of strategist and entre-
preneur. Both entrepreneurs and good strategists must display creativity, some-
times of a very high order. Both must manage change. Entrepreneurs are often
implicit rather than explicit strategists, not having the time or the inclination to
make the strategy explicit.

* The strategist must also put in place an efficient management team skilled in all
the relevant functional areas. This is necessary in order to realize the vision of the
entrepreneur.

Business success depends on the continuing renewal and application of the entre-
preneurial spirit. This is difficult to achieve since it is in short supply. Business success
depends on the application of efficient management. Few enterprises last very long.
The attrition rate of new businesses is notoriously high. In the US, the bastion of the
entrepreneurial spirit, almost 50,000 new enterprises fail each year. Even large
enterprises seldom last more than one or two generations. In a long-term historical
perspective, business success is ephemeral. Only a handful of the 100 largest com-
panies existing in any country at the beginning of the twentieth century exist today,
typically less than 10%. Even those enterprises are likely to be unrecognizable as the
original creations.

It is not only new enterprises which are the vehicle for innovation. Existing enterprises
can innovate. The term ‘entrepreneurship’ has been modified to coin a new concept
intrapreneurship, which captures the way in which in some companies the upper ech-
elons of management, or the main strategists, manage to structure the enterprise to
encourage innovation at middle and low levels. The enterprising individuals at these
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levels are given scope to discover new processes and products, develop new and more
efficient organizational methods and identify new market segments. The upper man-
agers promote the new strategic initiatives and put the intrapreneurs into a position to
oversee the new ventures. Sony, in its early history, was a good example of successful
intrapreneurship. Intrapreneurship is the key to innovating for a competitive advan-
tage. Most enterprises at some stage lose the ability to generate and/or support
intrapreneurship and intrapreneurs. The most successful Japanese companies, such
as Sony, had strategies which at least implicitly aimed at doing just this.

There is a very real sense in which success itself is often the cause of failure. It does
this by persuading the successful that they know all the answers, despite the fact that
the environment has changed and therefore the answers have changed. The success
of one enterprise, maybe a brash newcomer, may well be the cause of the failure of
another. Schumpeter’s famous phrase ‘creative destruction’ (1934, 1950) summarizes
the role of the entrepreneur in both creating and destroying. The entrepreneur’s job
is to convert new ideas into profitable innovations. By so doing they subvert the via-
bility of existing companies still using old technology or producing old products.

The obverse of creativity is the humdrum routine of administration. Creativity is not
enough for business success. Routine management functions must be carried out
efficiently. The relevant functions can be broadly referred to as ‘administration’, but
the functions are rather wider than the term usually suggests. The manager is hired
to apply best-practice managerial techniques, invariably well-tried techniques, that
is, to carry out the basic operations of the enterprise in as efficient a manner as pos-
sible. The realization of entrepreneurial goals requires, for its success, adequate, even
high-quality management inputs. Many of these management inputs involve spe-
cialist knowledge of functional areas.

The proportion of entrepreneurs and managers required within an enterprise, or
indeed the desirable blend of these characteristics within the same individuals, can
vary markedly. Some periods are periods of rapid change, others see greater stability.
Equally, some sectors are characterized by unchanging technology and stagnant
markets. This is the basis of the usual distinction made between the new and old
economies. Old established industries often offer little scope for the entrepreneur but
much for the manager, whereas new industries offer the reverse.

The number of genuine entrepreneurs available is limited: entrepreneurship
requires a particular combination of qualities which is not common. Not least are
the characteristics of creativity, imagination and originality, including the ability to
think strategically. Further, there are the linked characteristics of persistence and
realism, which allow the original ideas to be translated into operational innovations
and recognize the importance of implementation through the processes of strategic
management and strategic planning.

Entrepreneurs can be found as chief executive officers of large multinational
enterprises or creating and running their own small enterprises, converting them
into the successful companies of the future. Potential entrepreneurs achieve their
greatest success by being in the right place at the right time, usually more by design
than luck. Often entrepreneurs mould their own future.

It is also the case that each person, given the opportunity, is able to exercise some

The mix
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degree of entrepreneurship, that is, to reshape and innovate in the relevant func-
tional areas, just as each can also act as a strategist in the relevant domain. Empow-
erment develops some entrepreneurship in all and gives scope for its exercise. The
domain in which this is done may be very restricted. The impact of many small man-
ifestations of this activity can add up to an enterprise which continues to be compet-
itive. The ability of individuals to engage in innovation is the result of an appropriate
strategic context, reflecting the input of appropriate strategic leadership and strate-
gic decisions on structure, culture and procedures. Moreover, such entrepreneurial
activity helps to make possible the realization of a strategy.

In seeking out and taking opportunities, the entrepreneur is seen as an unusual
person; he or she deliberately takes risks, that is, is a risk taker instead of being risk-
averse. Often the entrepreneur is seen as glorying in an exposure to risk. One of the
main features of an entrepreneur may be the willingness to accept a challenge,
therefore to be less risk-averse than the average person, to have a greater appetite for
risk. However, successful entrepreneurial activity requires significant risk control.
This is an important facet of any successful entrepreneurial activity. Successful
entrepreneurs are often good at devising new ways of managing their external envir-
onment, controlling everything from suppliers, to competitors, customers, access to
finance and technical expertise. Certainly they are good at making full use of any
new methods of risk control.

The goal of the entrepreneur is to make above-normal or monopoly profits, at risk
levels no higher than the norm for the industry. The monopoly arises from the ability
of an enterprise to create a significant imperfection in the market, to erect a barrier
to the entry of rival enterprises into the industry or sector, often simply by getting to
know something which others do not know and using that knowledge to create
value for customers. The ability of an enterprise to generate monopoly profit often
depends on the ability of the entrepreneur to pioneer, to be ‘first mover’ in developing
a new product, process or form of organization. On occasion it reflects the ability to
quickly follow up after others have suffered the initial development problems which
sometimes attach to being first mover.

It is a matter for strategy to determine the appropriate mix of creative entrepre-
neurship and good management. There is a time and a place for an emphasis on
entrepreneurial activity and a time and place for an emphasis on managerial activity.
For example, in fast-cycle markets there is both an opportunity and a need for con-
tinuous entrepreneurial activity, whereas in slow-cycle markets there is no such
opportunity and no such need. The enterprise requires both structure and personnel
suited to its circumstances.

It is possible to have too much entrepreneurship or too much administration:

» An organization which is excessively entrepreneurial can dissipate its energies in
generating a stream of promising new ideas but never bringing any of them to
fruition. It pays all enterprises to encourage a continuous display of creativity and
to have a pool of ready-to-utilize ideas available. However, there should also be
effective procedures for processing these ideas and selecting those which are worth
taking beyond the ideas stage. Successful entrepreneurial activity consists in both
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generating the ideas and evaluating them effectively, in the context of both the
general environment and the conditions of a particular industry.

* On the other hand, an organization which is obsessed with attaining the ideal
structure, procedures and job descriptions and with the efficiency of its adminis-
tration, and nothing else, will steadily lose its competitive advantage, even if it is a
slow-cycle market. It will be obsessed with observing proper procedures and rules.
It is likely to suffer continuing strategic drift. It will never generate those ideas
which can be converted into continuing competitive advantage. At some stage the
enterprise’s products will become old and tired, its markets established and undy-
namic and its cost structures increasingly uncompetitive. It is what the typical
enterprise often becomes and why the life of most enterprises is so short.

A successful organization needs both an ever-renewed vision for the future and an
efficient routine management and administration, the balance between them chang-
ing with changing circumstances. Nor should the functional specialists be always
limited in their perspective by their specialization. While an entrepreneur must have
a strong feeling for the feasible, what is doable, administrators must have an eye for
improvements, whatever their scale and impact. All managers need some entrepre-
neurial perspective, all entrepreneurs some managerial perspective.

The primary aim of any strategist is to maintain the long-term economic viability
of the enterprise. The key to realizing this aim is to create and maintain competitive
advantage over the long term. This is achieved by securing, on a continuing basis, an
acceptable or satisfactory rate of return at an acceptable or satisfactory level of risk.
The return ensures that the owners of an enterprise receive a reward which ensures
their continuing participation in the enterprise. The managed risk guarantees that
there will be no moments of illiquidity, however temporary, which might threaten
the continued operation of the enterprise.

To achieve all this the strategist must behave on occasions like an entrepreneur
and on others like a manager. The strategist must be an entrepreneur, at least some,
if not all, of the time, notably by sponsoring the kind of change which provides value
to the customers and keeps the enterprise ahead of its competitors. The key issue for
the enterprise is to put together a team of strategists who combine the roles of entre-
preneur and manager in the right combination. For an individual it is achieving the
right blend of activity at the right time. In an increasing number of industries char-
acterized by fast-cycle markets, there should be maximum scope for the expression of
the entrepreneurial spirit: this is a strategic necessity. The industries which are char-
acterized by slow-cycle markets need good management. Strategy is about achieving
the right balance and the right timing. The entrepreneur/management mix and the
strategic thinking /strategic management mix are therefore closely linked.

Case Study

IKEA's aim is to provide customers with ‘affordable solu-  range of furniture and household furnishings offered at
tions for better living’. The better living comes from a prices which appeal to those just starting up their own
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homes and expanding their families, offered in a style
and a context which satisfies the desire for beauty and
modernity. Nearly all the products on offer by IKEA are
sold in IKEA stores throughout the world. IKEA has
achieved the impossible, to create a range of products
attractive to consumers everywhere, in countries with
very different cultures, and to apply a formula for pre-
sentation and sale of those products which reinforces
the attractiveness.

IKEA has put together a number of creative ideas in a
combination which explains its success. It is not a
matter of just one creative idea. IKEA is at the same
time the McDonald’s and Harley-Davidson of the world
of home furnishings. It has combined the cost-reducing
benefits of mass consumption and production with the
attention to style required to persuade consumers to
buy items which will be on display and in the eye of the
purchaser for many years, unlike the humble ham-
burger or cup of coffee which are consumed quickly and
as quickly forgotten. In short, like Harley-Davidson, it
has created a global brand. It has managed to innovate
continuously and respond to changes in the world, con-
tinuing to convey a sense of excitement and modernity.

It is the originality of the overall IKEA concept which
explains its success, a concept which comprises a
number of different elements. The key aspect of creativ-
ity is how the IKEA package is put together as a coher-
ent whole. It has features unique to IKEA but the
uniqueness derives principally from the way in which
these different features are combined.

The first, and in many ways most important, of these
elements is the role of the customer. The ‘IKEA way’ ele-
vates the customer above what is the norm. Customers
choose, transport and assemble the furniture them-
selves, in a way untrue of the customers of other furni-
ture and home furnishings retailers, although others
are now imitating the IKEA model.

IKEA offers its products in a natural setting which
encourages creative thought by the customer about
how an individual item might enhance the look of the
ensemble in different parts of the home. There is little
fear of sameness since consumers can place the prod-
ucts in different combinations with other products,
according to personal taste. IKEA encourages a holistic
way of thinking about the home and its furnishings but
also an attention to the details of design and functional-
ity. It recognizes that there is an aesthetic component to
furnishing a home, even if there is a limit on how much
can be spent. It also recognizes that there are environ-
mental implications to what is produced and sold,
which must be taken into account.

Given this starting point, the concept can be summa-
rized in the following way.

Target market

There is a clearly defined market. It may sound corny but
the self-proclaimed focus of IKEA is ‘young people of all
ages’. In reality the market is primarily young people, who
are well educated, liberal in cultural values, white collar,
but with limited means because of their stage of career
and family cycle, and in the process of setting up or
expanding their homes because they are having children.

Canada is typical in its customer profile and can be
used to represent the global customer. In Canada the
target customer household has an income of $35,000 —
40,000 (middle level), owns a condominium (apart-
ment) or a townhouse, has members with a university
degree, has both husband and wife with white-collar
jobs, who are in the primary age group 35-44, or the
secondary group 25-34, has two children, and is prone
to move residence relatively frequently.

Product

The IKEA products on offer exceed 12,000 items in
number, an enormous range, in the words of Czinkota
et al. (2000: 357), ‘from plants to pots, sofas to soup
spoons, and wine glasses to wallpaper’. The product is
homogeneous worldwide, that is, it does not tend to
differ from country to country. There is a complemen-
tarity between the large and small items on offer which
creates the ensemble effect in IKEA stores. The design is
light and modern. There is also a stress on pastel
colours and the use of textiles. The emphasis is on indiv-
idual design which still has a Scandinavian feel. The
heart of the company’s design capability was, and to
some degree continues to be, a 50-person Swedish
workshop. Considerable time and effort goes into the
design of each product. The products are redesigned at
regular intervals in order to retain the modern feel.

IKEA designs but does not manufacture. The products
are purchased from a wide range of different sources,
both in terms of the network of contracted manufactur-
ers, which runs into the thousands, at present more
than 1,800 suppliers, and in terms of countries, 55.
Because of initial resistance from existing furniture
retailers and their attempt to prevent suppliers cooper-
ating with IKEA, from the beginning IKEA had to go to
small cheap suppliers outside Sweden, notably Poland in
the early years. This meant that IKEA had to play a
prominent role in assisting the suppliers. Buying or
trading offices, of which there are 43 in 33 countries,
and production engineers perform the job of vetting
candidates; their decision is then referred to and ratified
by headquarters. The policy is to avoid the pitfalls of
vertical integration while avoiding the suppliers’ exces-
sive reliance on IKEA.
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There is an increasing emphasis on cheap manufactur-
ing sources such as China, now the largest single source,
and increasingly Poland, as well as Sweden, and suppliers
in the main European markets. A precondition is that
these sources maintain the quality of design. Today there
are more than 500 suppliers in Eastern Europe alone.

IKEA is an example of what is called a strategic
centre enterprise, that is, a company which works at
the centre of an alliance network, in this case a global
alliance network of thousands of manufacturers who
supply IKEA with its products. IKEA can afford to out-
source activities in which it does not think it has a core
competency, notably manufacturing, concentrating on
those activities in which it has, such as design, market-
ing, logistics and distribution/retailing.

Some of these alliances have been in existence for
many years. As Margonelli (2002: 109) has said, ‘Yet
even as IKEA fosters competition among suppliers, it also
treats them as long-term business partners’. It is difficult
to become an IKEA supplier, but becoming one gives the
supplier access to an enormous global market. The trick
in maintaining low costs is high volume production.
IKEA, through IKEA Engineering, which employs a
dozen technicians, is ready to give suppliers technical
assistance to reduce costs and improve quality. IKEA does
everything, from leasing equipment to suppliers to offer-
ing frequent advice, in order to bring production up to
world standards and keep down costs.

The typical product usually comes in kits which have
to be assembled by the customer. The components of
the kits, once manufactured, are sent to large ware-
houses, at present 18 distribution centres worldwide,
and from there on to the retail stores which themselves
act as mini-warehouses. The cash registers of the retail
stores are directly connected to the distribution centres,
providing immediate information on changes in
demand patterns. The warehouses are at one and the
same time storage facilities, logistical control points,
consolidation centres and transport nodes. They are the
key to reducing inventory to the minimum while ensur-
ing immediate access to stock by the customer.

Price

There is a lot of emphasis on a competitive pricing
strategy. IKEA prices are as much as 30-50%, certainly
at least 20—30%, below those of fully assembled compet-
ing products. The exact level of undercutting varies
from country to country and from period to period.
There are also BTIs, ‘breathtaking items’, which have a
very low price.

IKEA does everything to keep the price down. There is
a ruthless drive to reduce costs. For example, the Poang
chair has been reduced in price from US$149 in 2000,

to US$99 in 2001 and US$79 in 2002. This follows the
establishment from the beginning of a competitive
price. As shown below fixing the level of price comes
first. This cost and price leadership is achieved by a com-
bination of strategies — large-quantity purchasing, the
push to discover ever-cheaper suppliers in ever-cheaper
markets (sourcing in developing economies has risen
from 32% to 48%), low-cost logistics, store location in
relatively cheap suburban areas, and a do-it-yourself
approach to marketing and distribution. Low costs are
translated into low prices as IKEA pursues a deliberate
price leadership strategy. For example, IKEA does not
deliver, although it will organize delivery at the pur-
chaser’s cost, if it is needed. At a cost it will even
organize assembly for the customer.

Distribution

IKEA has constructed its own global distribution and
retailing network, with 18 distribution centres in 2003,
most near container ports and major truck and rail
routes and 4 more under construction — 70% of the
total product line is handled by the centres, the other
30% going direct from supplier to store.

Its stores are usually located well outside city centres
but with plenty of free parking space. The stores them-
selves are large and take some time to walk around.
IKEA owns the larger scale outlets, but is prepared to
franchise in markets which are smaller or carry a bigger
risk because of initial unfamiliarity with or hostility to
the IKEA concept. They are decidedly family friendly,
with supervised creches and playgrounds or video
rooms for older children, both available in order to free
the parents from outside distraction in their shopping.
There are also free buggies, reasonably priced restau-
rants and cafes. Such facilities allow for a lengthy visit.

The stores have been described as a kind of ‘theme
park masquerading as a furniture outlet’ (Margonelli,
2002: 112). In the easy accessibility of the products, the
experience of shopping is rather like a supermarket
experience, but in the encouragement of family partici-
pation, it is more like an outing. The normal rules and
expectations of a furniture store do not apply to IKEA.
The combination of these superficially contradictory
features is one aspect of the achievement of IKEA. It is
also true that each store is a meticulously constructed
‘virtual” Sweden.

In some regions, where the cost is not prohibitive,
IKEA has used a mail-order system.

Promotion

One of the best-known features of IKEA is its catalogue.
It is itself well designed, almost a collector’s item. This
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catalogue has become something of a design icon,
rather like the London underground map or the Coca-
Cola bottle. It is the main mechanism of advertising.
Promotion is centred on this catalogue. The aim of the
company is to use the catalogues to promote innovative
approaches, which are then talked about and publicity
generated by word of mouth initiated by those who have
seen the catalogue. The catalogue also helps the con-
sumer to find the relevant product before entry into the
store. The catalogue is uniform in layout throughout
the world, with very minor regional differences — 110
million copies of the 2002 catalogue were printed in 34
different languages. It is much imitated.

The catalogue is reinforced by the existence of a cus-
tomer magazine. IKEA doubled the print run of its cus-
tomer magazine to 400,000 copies in 2002, again
making it the largest circulation of any publication
within the area of home furnishings. The recorded cir-
culation in 2001 was 171,620. Half the copies are
mailed to cardholders’ homes, the rest are sold in-store
and on news-stands. Each issue has a specific theme
and tackles concerns relating to everyday life in a
manner which makes the ideas easily accessible to the
readers, rather than concentrating the focus on an aspi-
rational lifestyle, which was formerly the case.

A second feature of promotion is the colourful and
attractive nature of the retail outlets, where the furnish-
ings are set out as they would be in actual homes. The
usual approach to selling furniture is to have multiple
versions of the same product in the same room, such as
beds, lounge suites, or tables. Such an unnatural setting
creates problems of choice for the customer. Such a
situation often requires the shop assistant’s assistance
in enabling the purchaser to imagine the item in a
natural setting. In IKEA by contrast there is not very
much direct service; the stores have the do-it-yourself
style of the supermarket. Customers are provided with
tape measures, pens and note pads to assist them in
making a choice. Information on the availability of
items in different colours, including where they should
be picked up, is clearly provided. The number of shop
assistants is kept to a minimum in order to keep down
costs. The attractive presentation offsets any notion that
IKEA is a low-cost, low-quality supplier.

IKEA's strategy has been described as a focused cost
leadership strategy, focused because it is targeted at a
particular market niche, those who want style at low cost
(Hitt et al., 2001: 169). However, this oversimplifies the
approach adopted and underplays the complexity of the
product, with its packaging of different services. If it
were true that the strategy was no more than a form of
focused cost leadership, it would be difficult to under-
stand why IKEA has been so successful. Rather it is the

combination of low price and high quality which attracts
the consumer, which is not an unusual situation.

The attributes of the product offered by IKEA differ
markedly from those of other retailers. Instant accessibil-
ity, customer participation in value-adding, the combi-
nation of low cost and high quality — all mark the
product out as unique and therefore as carrying a
competitive advantage, one which is continuously
renewed as products are improved and renovated. IKEA
is always ready to innovate. Two examples illustrate this;
the introduction of the Children’s IKEA in 1997, which
meant both the addition of about 600 new products,
from egg-shaped cribs to multiethnic fabric dolls, and the
revamping of store layout; and, more recently, the distri-
bution of a model kit for designing one’s own kitchen.

A typical IKEA product - the Bang mug

The object of this section is to show briefly, with one of
the humblest of products, the Bang mug, the IKEA
method of developing and renovating a product, noting
the sequence of steps in the development of a product.
This is one of the most popular, although also one of the
cheapest, of the IKEA products. IKEA will probably sell
as many as 25 million worldwide in 2003. Its history is
typical of many products. The product originated from
the idea of a co-worker.

Typically the first step is to set the price, which is sug-
gested by the location of the product in a matrix of price
range and product style created by the strategists. The
second step is to choose a manufacturer. Only at the
third stage does the company design the product. When
the process of design began for the Bang in 1996, the
starting point for Pia Eldin Lindsten, the product devel-
oper, was the price, set at a very low level of five Swedish
krona. This was regarded as a powerful knock-out
punch, hence the name, Bang. The concern with cost
was comprehensive. This price had to be taken into
account in choosing materials, colours and design. For
example, the mug is made in green, blue, yellow and
white, as these pigments cost less than other shades,
such as red.

However, price, while the starting point, was not
everything. In addition to price there were also require-
ments of functionality, modern design, environmental
sensitivity and production under acceptable working
conditions. Some of these were at odds with the cost
constraint but all were regarded as important. The team
of specialist designers, product developers and pur-
chasers had to satisfy all the requirements.

Often the existing suppliers are able to make sugges-
tions for change. One producer of Bang, a factory in
Rumania, has been a supplier for 15 years. This is not
unusual. Such a long-term relationship helps in devel-
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oping an awareness of the expectations of both IKEA
and its customers. There is often a mutual exchange of
suggestions which assists in the continuous improve-
ment of the product. This was certainly the case with
the Bang mug.

There have been three occasions on which the Bang
has been designed and redesigned. In the case of the
Bang it is possible to interpret the design aim as maxi-
mizing the number of mugs which can be stored on a
pallet. Originally 864 mugs would fit, after the redesign
with a rim, 1280 and after another redesign 2024. This
allowed the shipping costs to be reduced by 60%. The
launch of a new Bang in 2001 was an opportunity for
further improvement and further cost saving. The new
mug became shorter and the handle has been
redesigned so that it stacks more efficiently. This helps to
reduce costs since it saves space for all concerned, from
the manufacturer to the customer. It assists the manu-
facturer since it makes better use of space in the kiln.
The new design also helps in transport, warehousing
and store display. Probably most importantly of all it
assists the customer in saving cupboard space.

The final step is to sell it. The mug is presented in
a natural context in the room in which it is likely to
be used.

IKEA's competition

Throughout the world the initial competition for IKEA
consisted of much smaller companies, often family con-
cerns. Such concerns have neither the negotiating
strength to keep costs down nor the opportunity to reap
the economies of scale in manufacture or distribution
that IKEA has created. They are also accustomed to
deliver sometimes weeks, or even months, after the
receipt of a specific order.

IKEA has been prepared not only to undercut the
price of competitors, but to take on the purchasing risk
which those who sell and manufacture to order do not.
Calculating the product requirements of each store
accurately and in a timely way is critical to ensuring
that the products are always available in the ware-
house and that the suppliers are producing the right
number to maintain this availability. Easy communic-
ation of sales information helps. This allows IKEA to
supply the consumer with what he or she wants with
little or no delay, another product attribute which is
very attractive to customers. Inventories are kept down
to a minimum. The concentration and coordination
made possible by the global coverage of IKEA enables a
degree of long-term planning which is unusual for this
industry. Planning is absolutely critical in balancing
the supply of and demand for individual items of IKEA
furniture and furnishings.

The existence of IKEA has raised the game of its com-
petitors and stimulated imitation. As time has passed it
has become more difficult for IKEA to maintain a
competitive advantage. While the strategy for going
global and entering different countries has been a care-
fully prepared and implemented one, some problems
have emerged for the strategy.

This is best illustrated by the experience of IKEA in
entering the North American market. Before entering
the largest world market, the USA, IKEA went into the
much smaller Canadian market. Entry into the Cana-
dian market was gradual, partly by design, partly
because IKEA could not do otherwise. This allowed a
significant learning process. In 1976 the first store was
opened. By 1986 there were still only nine stores, hardly
a Starbucks or McDonald'’s pace of store opening. The
range of products on offer was about half the total
range available in Europe, a range selected on the basis
of what the consumer wanted and what IKEA could sell
at a competitive price. A central warehouse was set up
in Montreal. Demand tended to exceed supply, which
was partly countered by the establishment of a network
of Canadian suppliers, 30 by 1984. Rather reluctantly
the company ran a mail-order business, less profitable
than its normal business.

IKEA took its time in building a platform for rapid
growth in what could be its largest potential market, the
USA. The American market represented a real challenge
to the earlier strategy since it had already been the
graveyard of many a European retailer. Bjorn Bayley,
who headed the successful Canadian management team,
moved on in 1985 to organize its entry into the USA.
However, the entry was probably IKEA's most difficult
one to date. This is shown by the fact that between 1985
and 1996 IKEA opened only six stores in North America.

The stores were much slower to become profitable
than the European stores. Previously in Europe entry
into a new market was typically followed by two or three
years of loss making but profits began with the third or
fourth store after this brief learning and adjustment
period. In the USA four years after entry the stores were
still losing money. They broke even for the first time in
1993. One problem was an adverse movement in the
exchange rate, with the Swedish krona increasing in
value, from $1 equal to 8.6 krona in 1985 to $1 equal
to 5.8 in 1990. This had the unfortunate effect of
removing the price competitiveness of IKEA's products.

A worse problem was the reluctance of the con-
sumers to buy. They entered the stores but did not buy.
American consumers did not find the dimensions of
IKEA's products to their liking. For example, the beds
were too narrow and were not sold with matching
bedroom suites. Sheets and curtains were of European
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sizes, not American. Drawers in bedroom cupboards
were not deep enough, and glasses too small to accom-
modate the American liking for ice.

The previously successful strategy had to be modified.
By 1991 IKEA had decided that it needed to customize
its products to American tastes and source many more
of its products from American suppliers. By 1997 about
45% of supplies came from American sources, com-
pared with only 15% in 1990. By 2000 about one-third
of the products were also customized. The results were
positive. By 1993 the American operations were prof-
itable. By the end of the 1990s the gross profit was well
over one billion dollars and growing rapidly, although
not yet as profitable in its profit margins as the Euro-
pean operations.

There are further ambitious plans for expansion. In
2002, beyond the period for which figures were quoted
above, there were 24 stores in North America. A further
9 were planned for 2003. The target is to have 50 by
2013. Growth is now rapid. In 2001 sales growth was
25.5% compared with the industry average of 1.9%.
IKEA is still only the seventh largest furniture seller in
the USA, so it has much room for expansion.

Wisely the same gradual approach has been adopted
in Asia and Eastern Europe.

What about the nature of the competitors in different
countries? It is possible to make some generalizations.
Figure 2.3 does this by choosing two attributes of such
players which are particularly important to IKEA.

Most of IKEA's competition comes from businesses
with local roots. There are four kinds of competitor:

1. Enterprises not dissimilar to IKEA, that are aiming
to give the customer the opportunity to add value,
particularly by self-assembly, usually without the
level of global activity of an IKEA. These include
enterprises set up on the same principles as IKEA or

Value added

existing enterprises which have adjusted to absorb
some of the IKEA ways. The former include Freedom
in Australia, IDOMO in Canada and Sauder Wood-
working in the USA, although the latter supplies to
and sells through department stores such as Wal-
Mart, Office Depot or Staples — it does not retail

itself. An example of the latter is Sears, with their
so-called ‘Elements’ programme.

2. Specialist chains of furniture stores, so-called spe-
cialty chains, such as The Brick in Canada or Ander-
sons in Australia. Both these and the next
competitor group do source furniture and furnish-
ings from abroad but most of the product sold is
locally produced, whatever country is considered.

3. Large department stores which sell furniture as one
of very many different product lines, such as Wal-
Mart in the USA and Meyers in Australia.

4. The independents. Typically they account for most
sales but have been losing market share, not just to
IKEA-type enterprises, but to specialty chains and
department stores. These are retail outlets, some-
times closely linked with a particular manufacturer
or manufacturers, which sell to order. Some of these
are specialists, such as the Sofa Workshop in Aus-
tralia. The resulting product differs according to
customer requirements.

The future

IKEA has an excellent platform for future growth since
it has succeeded in branding itself, which helps it to
enter new markets. It has an unchallenged reputation
for producing stylish home furnishings at a low cost and
continuous innovation. In 1999 it ranked as high as
43rd in the aggregate world ranking by brand value. No
other home furnishings company was ranked in the top
60. This is a good indication of its competitive success
and the special identity that
IKEA has established for itself.

None Medium

One key issue is to manage

Maximum the brand well. This require a

Global

pace of expansion such that

LN there is no loss of quality or

Scope of

sourcing | Mixed

Large department
stores, Meyers, David
Jones Furniture chains,
Andersons, The Brick

efficiency and that sufficient
homogeneity is retained to
generate the economies of
supply which have been so
important in the past. Some
adjustment of the business

Made-to-order

Local stores

Freedom,
Sauder,
IDOMO

model is inevitable, but the
main features of the old model
will continue. The IKEA model

Figure 2.3 Value added by customers

has a lot more mileage in it.
The interaction between the
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core company competencies and the tastes of its cus-
tomers will be extended to further parts of the globe as
the company expands.

In 1996, when IKEA became Dutch-owned, it was
split into three parts — an organization comprising the
retailing operations, one holding the franchise and
trademarks of IKEA, and a finance and banking organ-
ization. The first two are controlled at arm’s length by
the Dutch charitable foundation. The intention is to try
and avoid either the break-up of the organization or its
takeover by a predator.

IKEA diverged from the usual way of doing things in
a number of ways.

« In its international activities it continued to stress its
Swedish roots, notably in the design of its many prod-
ucts but even in its international advertising, ostenta-
tiously displaying the blue and gold of Sweden.

« It also applied the same formula throughout the
world, putting on offer the same range of goods. It
conducted almost nothing by way of market research
into patterns of potential demand and local tastes. It
engaged in very little market analysis and initially
almost no customization to take account of local
market differences.

« Tt did not ease itself into foreign markets through
acquisition of an existing business, a joint venture with
a successful local enterprise or franchising: it moved in
boots and all, establishing operations on its own. Its
growth was organic, that is, internally generated.

IKEA defined clearly what it wanted to do — produce
and sell furniture and furnishings to the largest possible
market in a new and creative manner, but it also met
the requirements of logistics and management in a way
which pared its costs to the lowest possible level. Selling
the same products throughout the world allowed suppli-
ers to reap economies of scale.

In the words of Normean and Ramirez (1993: 66), IKEA
has ‘systematically redefined the roles, relationships and
organizational practices of the furniture business’. They
go on to point out that ‘IKEA did not position itself to add
value at any one point in a predetermined sequence of
activities (that is, the conventional value chain). Rather,
IKEA set out systematically to reinvent value and the
business system that delivers it for an entire cast of eco-
nomic actors’ (p. 68). These actors included suppliers,
customers and the various groups of staff within IKEA
itself. In the view of Normean and Ramirez, the case of
IKEA shows that the focus of strategic analysis should
not be the company or the industry, but ‘the value-creat-
ing system, within which different economic actors — sup-
pliers, business partners, allies, customers — work
together to co-produce value’ (p. 66). IKEA is ‘the central
star in a constellation of services, goods, design manage-

ment, support, and even entertainment’ (p. 68). It put
together a strategy and a business model which was new
and highly successful and, most dramatically, contributed
significantly to a redefinition of the industry.

Case Study Questions

1. How has IKEA succeeded in expanding across the world
using a standard range of products and a standard
strategy in the home furniture and furnishings industry, in
which divergent cultural influences are likely to be at
their strongest?

2. Is there a limit to this expansion? Does IKEA's history illus-
trate the nature of such a limit?

3. How has IKEA managed to creatively combine the bene-
fits of mass consumption and mass production with the
desire for style and modernity of product?

4. Has IKEA chosen a strategy of cost/price leadership or one

of product differentiation?

. How far do you think that IKEA can look into the future

in framing its strategic management?
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Key strategic lessons

There is a significant distinction between three
types of strategic activity — strategic thinking, strate-
gic management and strategic planning — which are
employed according to the degree of competition,
the age of the organization and the speed of
turnover of competitive advantage.

Strategic thinking uses the power of creative imag-
ination to generate innovative ideas which enhance
the ability to create and maintain competitive advan-
tage. It can be focused on one new idea or combine a
number of different concepts and is often expressed
in the vision or mission statement of the organization.

Strategic management applies known methods in
a range of functional areas to the realization of
these innovative ideas. It involves codification,

setting specific objectives and targets; elaboration,
clarifying the implications of the objectives; and con-
version, the implementation by strategic action.

Strategic planning formally develops detailed
plans, which are comprehensive horizontally, covering
all specialized functional units, and vertically, covering
all levels in the hierarchy of an organization.

Strategic thinking is always desirable; strategic
management is employed to a varying degree; and
strategic planning is only rarely possible.

Entrepreneurship is linked to strategy, in particular
to strategic thinking. Entrepreneurial activity differs
from management activity since it involves innovation
rather than imitation.

Applying the lessons

Give definitions of the following terms: strategic
thinking, strategic management, strategic planning,
entrepreneurship, intrapreneurship, vision, mission
statement, strategic intent, strategic activities or
action, strategic orientation and strategic domain.

Give ten examples of implicit strategic thinking
which have radically reshaped the world of business in
the recent past. Divide the examples into those which
involve the application of a single idea and those in
which the creative originality results from the combina-
tion of several ideas put together in a complex pattern.

Take any example of strategic thinking discussed in
this chapter. How far does it share Liedtka’s attributes
of strategic thinking?

Answer the following question on planning. What
do you understand by the term planning? What are
the problems associated with planning of any kind?
What are the usual arguments put in favour and those
put against the use of planning?

How and why does a large multinational organ-
ization find itself unable to avoid planning? In what
sense does it plan? What implications does the
growing internalization of transactions within a large
organization have for planning?

Answer the following questions:

What should be the relationship between a
business plan or business model and a strategic
plan?

Why does the former exist in much larger
numbers than the latter?

Classify the following industries, breaking the
industry into parts if necessary, in the three ways
described in the chapter and then evaluate their
suitability for the exercise of strategic planning on
the basis of these classifications.

Market
cycle

Degree of
competition

Stage in
life cycle

1 Pharmaceuticals

2 Electricity generation
3 Sports footwear

4 Watches

5 Wineries

6 Airlines

7 Automobiles

8 Aircraft manufacture
9 Electronic equipment

10 Furniture retail
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Strategic project

1 Consider an organization which you know well. The
scope for individual decision making has implications
for strategy making. How might this organization
empower its staff members within their individual
strategic domains?

2 What meaning does the notion of the domain of an
individual staff member have in the context of the for-

mulation and implementation of a strategy? What
role might staff at different levels of the organization
play in that strategy making? What might empower-
ment mean for the making of a strategy?

3 How far might such empowerment encourage
the ability to innovate? What might it mean for the
promotion of intrapreneurship?

There are an enormous number of works relevant to the creative process and therefore to

Exploring
further strategic thinking in general, many relevant to areas much broader than business. The classic
work on creativity in general, although one which puts a particular point of view very per-
suasively, is Koestler, 1989. Also relevant to a wide range of different activities is Loehle, 1996.
The best-known writer on creativity in the area of management studies is Edward de Bono who
has been extremely prolific. His most helpful works are de Bono, 1970, 1971, 1992 and 1999.

Two articles which establish the link between strategic thinking and strategy are Liedtka,
1998a: 30-5 and 1998b: 120-9. One of the virtues of the work of de Bono is that he answers
Liedtka’s question in the affirmative and tries to show how it should be done.

The military parallel with business studies is extremely popular. In studies on business
strategy there is much reference to and quotation from the work of Sun-Tzu, 1971, and to von
Clausewitz, 1984.

The various kinds of planning have been much debated. Still the best on Soviet centralized
planning is Ellman, 1989. Very interesting on the transitional state in reform from a planned
economy to a market economy is Nolan, 1995. On guidance planning the most balanced treat-
ment is World Bank, 1993.

The best source on different speeds of market cycle is Williams, 1992: 29-51, 1999a or
1999b. To balance the views of one person it is useful to read Bower and Hout, 1988: 110-18.

The classic theorist of entrepreneurship and creator of the term ‘creative destruction’ is
Schumpeter, 1934 and 1950. A much more recent work which looks within the enterprise at
the continuing sources of innovation is Pinchot, 1985. A comprehensive treatment of a
subject which is rarely dealt with very well is Legge and Hindle, 1997.
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Adopting a global perspective

Globalization ‘is not a single, unified phenomenon, but a syndrome of processes and
activities.” (MITTELMAN, 2000: 4)

Rather than being a world within our control it seems to be an erratic, dislocated world. If
you like a runaway world. (GIDDENS, 1999: 2)

The dilemma that we face as we enter the 21st century is that markets are striving to
become global while the institutions needed to support them remain by and large national.
(RODRIK, 2001: 19)

After reading this chapter you will be able to:
understand the term ‘globalization’

recognize the degree to which the world is not global and has continued
to have a home country bias

recognize the degree of uniformity attained in the world
distinguish the main players in the global economy

understand the ways in which globalization influences strategy making

How will ‘going global’ change the strategy of my enterprise?

That the process of globalization offers opportunities and poses threats that
are ignored at the cost of the future viability and profitability of the
enterprise; that failing to go global causes a loss of competitive advantage
which may threaten the very existence of the enterprise.
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Case Study Scenario

‘Air transport has always been a global industry, but one
served by national firms. Some airlines now want to
become global firms, but to do so they may in the end
have to lose their nationalities.’ Hanlon, 1999: 2

Since most airlines are involved in moving people and
freight internationally, they are a critical part of global-
ization. There are forces encouraging increased global-
ization in the airline industry:

o The deregulation of the airline industry by governments,
involving:

* the replacement of bilateral agreements by regional
or multilateral agreements on traffic rights, even by
‘open skies’ agreements

* privatization of state airlines

* relaxation of foreign ownership rules

* privatization of airports

* free entry of airlines into any country or any route

* free entry of airlines into any airport through open
access to gates and the associated terminus

« self-regulation of safety

» removal of government subsidies and intervention
in the industry

¢ The use of new technology, mainly communications tech-
nology for air traffic control and booking systems

* Increased competition
« Increased demand for international air travel
There are constraints:

o Vulnerability to external shocks, including recession, acci-
dents, terrorist attacks and hijackings
These shocks reduce the number of travellers and
raise costs by pushing up insurance rates, creating a
need for increased security measures and disrupting
normal travel.

A tendency to reregulate
Any event which reduces profit and pushes the air-
lines into loss making encourages increased govern-
ment intervention. Governments intervene to save
national airlines, such as Swissair or Air New
Zealand. Nearly all American airlines have been
heavily subsidized since September 11, 2001. The
existence of subsidies corrupts competition by allow-
ing subsidized lines to reduce prices on competitive
routes, forcing others to imitate. Different bankruptcy
arrangements may favour certain countries, such as
the Chapter 11 mechanism in the USA, which allows

an airline to continue trading even if insolvent and
reduce costs in a summary fashion, for example by
tearing up employment agreements.

A tendency to oligopoly

e Persistent home country bias
All airlines remain tied to their countries of origin, for
which many are flag carriers. Government policy still
determines who flies what routes. The airlines have
been heavily regulated in the interests of retaining
domestic markets for domestic airlines and of inter-
national routes radiating from the relevant country
for national flag carriers. The main mechanism is the
control of traffic rights negotiated by bilateral air
service agreements, usually encapsulating a recipro-
cal granting of rights by two governments. Countries
with considerable traffic and large airlines are in a
stronger position in such negotiations. There have
also been severe restrictions on foreign ownership.
Governments and customers prefer their own, espec-
ially at a time of crisis. A pronounced increase in
home country bias results from crises such as terror-
ist attacks or hijackings.

Government policy now favours a competition
policy which outlaws discrimination in favour of
domestic lines. There has been an attempt to deregu-
late the industry and open it to competition. The
transition is occurring at different rates in different
countries, more slowly in Europe, but fastest in the
USA. The American market is largely deregulated,
although foreigners are restricted by the limitation
on foreign ownership and voting rights to 25%
and travel on foreign airlines by public officials.
Some large players, such as Pan Am or TWA, have
disappeared.

Increased competition with surplus airline capacity
leads to either:

« the absorption of some airlines by others, constrained
by ownership restrictions (49% in the EU) and the
persistence of bilateral agreements, since specific
traffic rights are vulnerable if an airline is taken over
by a foreign airline, or

« the substitution of worldwide networks for such con-
solidations. Airlines have used franchising, code
sharing and bloc spacing together with worldwide
alliances to gain the effects of increased concentra-
tion without actually concentrating.

There are two relevant features of the industry:
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1. Between 1945 and 1960, the average annual rate of
growth, in passenger kilometres, was 12%, but drop-
ping thereafter to 9% a year. In the 1990s, the rate of
growth slowed further, to between 5 and 7%, slower
if the recession years are factored in.

The airline industry has an S-shaped demand curve —
slow growth during infancy, fast growth during adoles-
cence and slow growth again at maturity. Some coun-
tries, such as African countries, are still in slow-growth
infancy. Others such as the East Asian and most Euro-
pean nations, are in the adolescent, rapid-growth stage.
The United States is in the mature, slow-growth stage.
The overall movement of the industry reflects a balance
of countries at different stages.

2. The industry is low profit, the return on capital typi-
cally less than half the general average. Profitability
is highly vulnerable to a downturn in the economy
since the income elasticity of demand for airline ser-
vices is high. The participants in the industry are
increasingly vulnerable to serious loss making
during recessions.

The industry is vulnerable to any shock. Accidents
can destroy the reputation for safety of individual air-
lines. A major terrorist attack involving hijacking and a
threat to lives, or a major outbreak of disease, can
destroy general confidence. In 1991, as a consequence
of the combined effect of recession and the threat of
hijacking arising from the Gulf War, passenger traffic
dropped by 3%.

On September 11, 2001 four planes were hijacked and
flown into prominent targets in the USA. This shock hit
an industry already in recession, causing a jolt to confid-
ence which reduced the number of passengers dramat-
ically and raised costs significantly. Some routes were
more badly affected than others, such as transatlantic
routes and routes within the USA. In most markets pas-
senger numbers fell by at least a quarter. While there was
a steady recovery from the bottom, in the middle of 2002
demand again declined. The ability of airlines to ride the
shocks differs greatly, as the experiences of Swissair and
Qantas, discussed in the case study at the end of the
chapter, show.

There are two questions which define the subject matter of this chapter:

1. Why should an enterprise engage in global transactions, or, why should it have a
strategy which deliberately moves it from the domestic to the international?
2. Do global transactions differ sufficiently from domestic transactions to require a

different kind of strategy?

The meaning of globalization

Globalization can be simply defined as a process of movement towards a ‘global
world’. In this book there is no speculation about how long it will take to reach a
global world, if it is ever reached. It is the process which is the focus of interest and
whose nature needs to be explored.

The term globalization encapsulates for many the perceived uniqueness of the

Focus on Theory

A world government

World law and order

A common language

A common culture

A common currency

No transport or
communications costs

Characteristics of a global world:

No national boundaries

Multilateral economic institutions to oversee
implementation of the business rules

Fully integrated markets

No barriers to trade and investment
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present. The current world is a global world, the current era a global era. Every gen-
eration thinks that there is something exceptional about the nature of the world in
which it lives and the particular environments it faces. The commentators from any
generation like to choose a label which highlights the exceptional features of their
world and describes that world. ‘Global’ is currently that label. Depending upon one’s
view of the world and the changes occurring in it, the term can be used as a com-
pendium of either positive or negative features, or, alternatively and more realisti-
cally, a combination of both such qualities. This means that the reaction to the label,
as to the process, is as much emotional as it is rational, and as much concerned with
values as with knowledge. It is certainly not neutral.

Unfortunately, while it may not be all things to all people, the term ‘global’ is cer-
tainly many things to many people. Its exact meaning is unclear. Consequently it
seldom fails to elicit an emotional response, both positive and negative. It brings
together a variety of changes, experienced differently by every person, some attrac-
tive, some unpleasant. The term is therefore by its nature an ambiguous one, bring-
ing to mind a myriad of different outcomes.

There are many outcomes imputed to globalization, both positive and negative. The
following lists illustrate the point, but are not claimed as exhaustive. Others might
wish to switch an item from the positive list to the negative or vice versa. What are
advantages to one are disadvantages to another.

Benefits

e A positive stimulus given to technical change

e Gains from increased competition, in lower costs and raised productivity

e A more efficient allocation of world resources as the result of a reduction in home
country bias

e Faster growth, creating more jobs

e A higher standard of living in most countries

¢ A reduction in poverty in some parts of the world

e A broader access to consumer products at lower prices

e Widespread dissemination of information and knowledge

e Undermining of traditional social hierarchies in many parts of the world

e ‘Democratization’ — both more choice and more informed choice, in a whole
series of different areas

Losses

e A loss of sovereignty by the nation state

e More uneven income distribution in most countries
e Damage to the environment

e Erosion of health and safety standards

e Erosion of regional, national and local cultures
e Local unemployment

e More cultural imperialism

e Loss of independent decision making

¢ Increased power of large companies

¢ Increased power of international organizations
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There are four different ways of viewing globalization as a process:
Different v 58 P

RUERRCIS 1. A significant expanding of mental horizons and viewpoints, stimulated by a

stronger consciousness of the global world towards which globalization is taking
everyone. It is possible to characterize the process as an increasing tendency for
key actors to look beyond the nation state at the wider world. In this sense global-
ization is a change of mental perspective, one that could be seen either as deliber-
ately chosen or imposed upon the relevant actors. Modern communications
allow all, even compel them, to view instantaneously what is happening on the
other side of the globe. In such a global world a single event such as the act of ter-
rorism of September 11 has an immediate and powerful global impact.

on
globalization

2. A change of perspective, but one focused on the changing nature of individual
behaviour. The changing viewpoints are translated into changing behaviour,
including such activities as international travel, international trading or invest-
ment activity and employment abroad. Such behaviour changes its orientation,
from the domestic to the global level.

3. Increasingly institutionalized patterns of global interaction, sometimes amount-
ing to a real integration at the international level — whether political, economic or
cultural — and sometimes simply an increased interaction between existing
national units. The world becomes one space. By most accounts, the advent of a
global world has changed the perspective of strategy making for all enterprises
and organizations.

4. A new discipline, which dictates that in a global world you behave in a particular
way in order to survive or remain competitive. Open economies have exposed
domestic enterprises and organizations to the forces of global competition. In the
words of Bryan and Rafferty (1999: 12):

Globalization is about businesspeople having to consider international investment and
international borrowing, whether they end up engaging in it or not. It is also about con-
sumers having to consider imported products and satellite television whether they pur-
chase them or not, about domestic wages being constrained by what companies may have
to pay equivalent workers in other countries, whether they are migrant workers or not.

The competition need not be actual, it is enough that it is potential. The potential
threat of competition exerts the discipline; it is summarized in the use of the term
hyper-competition, the notion than a much more intensive and heightened level
of competition characterizes a global world. The disciplined have no choice but to
behave in a certain way. This viewpoint can be summarized in the simple asser-
tion that a global world is a much more competitive world.

For most commentators globalization is rather more than simply a change in mental
perspective or an imposition of increased discipline, comprising at the very least a
marked change in behaviour and institutional structures.
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The five main elements of globalization

1
The
integration

of world
markets and
the world
economy

This following section selects five main elements which qualify as parts of any defini-
tion of globalization and discusses each of them in turn.

On one understanding, probably the most popular one, globalization is the integra-
tion of the world economy and its markets. Integration in this context means the cre-
ation of a genuinely global economy, one which is no longer tied to the nation state.
It involves the appearance of global enterprises, global products and global markets
which have no specific location. In this conception markets are no longer tied to a
particular place or time, which become irrelevant.

How far down this road the world has gone is contentious. There is less integra-
tion than often claimed, although the tendency is for more rather than less. The
market, which once played an important role in integrating national economies, is
now actively integrating the global economy. The most significant movement has
been made in the market for finance capital in which there is some evidence of a
genuine integration.

Globalization, when it occurs, usually involves interaction between national units
and not the full integration of those units, although there may be some element of
the latter. The supranational is only one view of the globalization process. There is an
alternative view that it is a process of increasing interaction between existing
national units, with all their differing political, economic and cultural characteris-
tics. Integration in the sense of increased interaction between different national
units is what is usually meant when integration is discussed. A fully integrated world
is better described as a supranational world in order to distinguish it from what is
commonly meant by global in current commentary. The former does not really exist,
because of the persistence of national boundaries and the differences associated
with the existence of national units, whereas the latter clearly does. The interpreta-
tion based on integration exaggerates the extent to which full integration has been
achieved and ignores the host of differences from one region to another, differences
which are both substantial and persistent and which prevent a full integration,
putting a break on the process of globalization understood in this way.

There are two kinds of globalization, what can be called supranationalization (liter-
ally beyond the national), something which may exist in the future and towards
which the world may be headed, and internationalization which already has a long
history. There is a need to identify clearly what it is that is different about an allegedly
global world from what has gone before. Many of the elements which constitute
globalization are not new; the present global world is not so different from previous
worlds, nor is the process often referred to as globalization different from the process
of internationalization. There are three possibilities:

1. Globalization is not new: it originated many centuries ago and will continue into
the future

2. Globalization is a phenomenon specific to the present era, and no other

3. Globalization is new but will continue into an indefinite future.
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There are arguments which could be put in favour of each of these three positions.
The position argued here is closest to the first.

Mittelman (2000: 19) talks in terms of a period of incipient globalization, which
began with the origins of civilization, 5,000 years ago; a period of bridging global-
ization, which stretched over the last four centuries when capitalism and the
market took root; and finally accelerated globalization since the 1970s. In this
chronology the term internationalization could be substituted for globalization.
What is currently understood as globalization is then what Mittelman calls accel-
erated globalization. Many of the tendencies which are significant today were
important in previous periods. The extension of commodity markets beyond politi-
cal boundaries and the growth of international trade have happened over many
centuries. International investment across international boundaries is not new.
Both grew greatly during the nineteenth century. In this sense most global
markets have become much more integrated, over a long period of time but with
many temporary reversals.

The ratio of exports to GDP or foreign investment to total world investment are
little higher today than before 1914. There is less migration today than before 1914.
Global integration does not apply to labour markets although there is considerably
more short-term international travel by businesspeople and tourists than in the past.
One further simple statistic summarizes the situation; almost 90% of the American
economy produces goods and services for the domestic market rather than for export
markets, a situation which is typical of large economies. Smaller economies do trade
more but not usually more than half their GDP. There is much empirical evidence of
a marked reluctance to engage in international transactions, which is true of all
areas of economic life.

The process of internationalization is reversible, as past history has shown. There
have been many significant periods of reversal, the last as recently as the Great
Depression in the 1930s, and there is no guarantee that this will not happen again.
There was a significant reduction in the level of economic integration as a result of
two world wars, when trade and investment ratios declined dramatically. The recov-
ery was a result of:

e continuing technical and organizational change, catching up on an enormous
backlog of innovations which had not been implemented in the period of reversal,
and the resulting increased incomes

« relative political stability in the second half of the twentieth century, which made
possible the removal of significant barriers to the free international movement of
products and factors of production.

Recovery may carry the world well beyond the levels of internationalization achieved
before 1914 — it has not yet done so. On the other hand, political instability could
return and the pace of technical change slow, particularly when the full implications
of the communications revolution have worked themselves out.
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The communications revolution is said to have compressed time and place, so much
so that space has completely replaced place; in cyberspace location has allegedly lost
its meaning. At the level of simple communication the impact is both obvious and
dramatic; the price of a three-minute telephone call from New York to London has
fallen from $244.65 in 1930 to $31.58 in 1970 and to $3.32 in 1990. In the future
the cost will approach zero.

There are two specific influences of the communications revolution, one relating
to the nature of contemporary technical change and the other to the impact of tech-
nical change on the rate of diffusion of new technical knowledge. The first involves
the impact of the new technologies at the core of the communications revolution in
directly encouraging other global tendencies — integration of markets, loss of
national sovereignty, homogenization of culture and democratization of key activi-
ties. This draws out one strong characteristic of globalization, that each of the ele-
ments is interconnected with and reinforces the others. The second comprises the
role of the communications systems in accelerating the rate at which any new tech-
niques are diffused throughout the world economy. Again the process is encouraged
and accelerated by the extension and deregulation of the market.

Innovation in communications is not new; the telegraph previously had the same
kind of effect. There has been a steady acceleration over the last 250 years in the
speed at which information has moved. At the birth of Australia a message would
take more than a year to make the round trip from Britain to the colony of New
South Wales. The advent of the clipper reduced the time to less than a year. The tele-
graph reduced this dramatically to several days. The communications revolution is
part of globalization seen as a continuing process of internationalization, even an
acceleration in internationalization. The communications revolution has carried the
acceleration to a higher level, so that communication is now virtually instanta-
neous. Improved technology has also enabled a simultaneous transfer of vast
amounts of information.

The revolution has gone further by making possible the storage and processing of
information on a massive scale. In doing this it has had an enormous impact on the
rate of technical change, both by enabling the processing of large amounts of infor-
mation and encouraging the widespread diffusion of technical knowledge, particu-
larly that concerning new technology. It has allowed some inventions and innovations
to occur, since they require an ability to process enormous amounts of information,
such as in mapping the human and other genomes, called bioinformatics. The com-
puter has eased one of the constraints inherent in bounded rationality, the limited
ability of the human mind to process large amounts of information. It has done this
by linking networks of researchers located across the world.

The revolution has vastly improved the accessibility of information. The
mechanisms for the international diffusion of new information have been
immensely strengthened. This has created an a priori case for the more rapid take-
up of new ideas, provided information can be converted into knowledge that is
recognized as relevant to the strategy making of an enterprise. Whether this
potential becomes reality depends on the nature of the incentives to exploit the rel-
evant information.



3
The loss

of national
sovereignty

Introducing Strategic Management

In the modern world, history is largely made by the interactions of the governments
of nation states. During difficult times, such as war or economic depression, the
interaction between these national strategies dominates all other interactions. This
also applies when there are global shocks which have to be dealt with at an internat-
ional level. The general environment in which all international business activity
occurs is one in which the governments of countries pursue separate political, eco-
nomic and military strategies, which are themselves continually being translated
into specific policies of a great variety. The particular groupings of nation states
which are relevant to any particular problem may change but the general interac-
tion continues. Strategic alliances are not new, nor limited to the business world.

A subsidiary theme, one growing in significance recently, has been the interaction
between large multinational enterprises and between those enterprises and govern-
ments. In peaceful and more stable times this subsidiary theme rises in importance.
The interconnections created appear very brittle when bad times return. It was once
argued that war was impossible when international business connections were
strong. That was on the eve of World War I, possibly the most damaging war of all
time. The argument is being repeated today.

Probably the most common definition of globalization refers to a reduction in the
sovereignty of the nation state, both actual and potential. At the core of this reduc-
tion is the rise of a global economy, defined in its transnational sense. It involves the
alleged reduction in the significance of location-specific factors in influencing
business decisions, in particular the factors which are specific to national sovereign-
ties and national territories. It also involves the disciplining or controlling of govern-
ment policies in order to make them fit the requirements of a global polity or economy,
in the currently fashionable terminology of the economist, to fit the requirements of
an international competition policy. Thomas Friedman (1999) has referred to this as
the ‘golden straitjacket’ because it simultaneously promotes an improvement in pros-
perity and limits significantly the scope of government policy.

National boundaries continue to create imperfections in global markets, some
arising spontaneously as a result of such factors as the uneven distribution of natural
resources, cultural differences, transport and communication frictions. Others are
government-induced, either consciously or unconsciously, as governments pursue
their own strategies and frame distinctive policies. In practice there has been little
overall reduction in such imperfections.

In some areas of policy there has been a clear reduction. The dominant economic
power has always had an interest in promoting free trade and the extension of inte-
grated free markets. This usually means the removal of tariffs. Britain aimed to do
this in the nineteenth century and the USA tries today; others, the followers, have a
compensating interest in resisting such policies. This applies in particular to the
commodity and capital markets. It applies both to tariffs and non-tariff barriers.
Curiously labour markets have become more, rather than less, regulated. Immigra-
tion laws are strictly applied by governments, arguably with less effect as the number
of illegal migrants snowballs.

Achieving common action at the international level is very difficult, whether the
action relates to economic affairs or other areas. Multinational institutions are still
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weak, reflecting the interests of the most powerful nation states in their policies.
They have supported the push to adopt certain rules of the game. The so-called
‘Washington Consensus’ is an example. The ‘Washington Consensus’ represents a
set of policies imposed on states in economic crisis — fiscal rectitude, monetary
restraint, an open economy, market deregulation and a diminished public sector.
Competition policy is the clearest expression of this point of view. The present war
against terrorism is another. However, persuading several hundred countries to
move quickly in a common direction is impossible. The new Doha round of trade
negotiations is likely to take anything up to a decade to complete.

The bilateral approach to international relations is still far more significant than the
multilateral. A compromise is to adopt a regional approach, which has become
increasingly popular, under the influence of the success of the European Union. In the
step-by-step movement towards economic and political unification there is an impera-
tive to harmonize a series of policies, notably commercial, fiscal and monetary poli-
cies, and to withdraw from certain types of government intervention in the economy;,
such as industry or income policies. Ultimately even defence and foreign policy are
harmonized but this is a long way down the track in most parts of the world.

Some areas of government policy are very slow to see significant harmonization,
including environmental and health and safety rules. Local planning and control of
crime are other areas of difference. More important, from an economic perspective, are
policies on education, health and social services, including superannuation. There is still
an enormous area of discretion for government policy. A genuinely transnational world
would be one in which policy differences disappear in preparation for the dissolution of
nation states and their governments and their replacement by a world government.

The number of nation states has risen inexorably, although many of the newer ones
are small. The dissolution of multinational states, particularly within Europe, such as
the USSR and Yugoslavia, has been the main story of the twentieth century. All the
colonial European empires have now disappeared, although many of their multina-
tional creations survive, some showing distinct signs of wear and tear, such as Indone-
sia, but most surprisingly resilient, such as India or Brazil. In many cases, the political
boundaries created have been resistant to change, maybe a lasting legacy of the effec-
tiveness with which the colonial empires broke up the existing political structures.

The resilience of the nation state is displayed in the significance of country risk (see
Chapter 14). Governments remain as important economic actors, often actively
encouraging the process of globalization, but also, through the linked existence of
multiple currencies and multiple sovereignties, creating country risk. Country risk
stands in the way of an increased interaction between nation states, but such an
increased interaction does not necessarily subvert those states.

Some believe that the important divisions in the world today relate to culture, not to
ideology or nationality as defined by political boundaries (Huntingdon, 1996). Some
cultural links extend beyond the nation state, for example the use of a common lan-
guage in the English- or Spanish-speaking worlds or the sharing of a religion such as
Islam or Christianity. Commonalities of language and religion have a particular
strength and create loyalties which are supranational. Commonly the world is divided
into at least ten main cultural clusters, with some areas of distinct independence.

4
The

homogen-
ization of
culture
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The Anglo Outliers

Latin American Brazil
Germanic Israel
Nordic Japan
Latin European India
Near Eastern

The Arab

Far Eastern
Source: Ronen and Shenkar, 1985.

This particular division is based on divergences in attitudes, values and behav-
ioural patterns. The classification is controversial. Huntingdon has placed more
emphasis on religious difference, reducing the clusters to seven by making a single
division of Europe between the West and East, the dividing line being the boundary
between Catholic Europe and Orthodox Europe, and by adding another cluster, sub-
Saharan Africa. It is also possible to add Polynesia.

There may also be subcultures within national cultures, some regional, some
socioeconomic and some belonging to those who reject the prevailing culture, such
as criminal fraternities. Often significant minorities live within a dominant culture
and have loyalties beyond that culture, such as the Parsi community in India, Jewish
communities in the USA and Australia, parts of the Chinese and Indian diaspora
throughout the world.

The norm is for culture to reinforce national difference. There is a continuing
interchange between political, social and economic systems within particular coun-
tries which reinforces difference. Patterns of behaviour, even economic or business
behaviour, have roots which are deeper and broader than the narrowly economic.
They have persisted over long period of time.

One element in the supranationalism of globalization is the ‘alleged’ breakdown of
these cultural divisions, the sharing of a common culture which transcends all
boundaries, both political and cultural. The communications revolution has assisted
in promoting this, through the medium of radio, gramophone and their more
sophisticated antecedents, television and film. As a counterweight to cultural differ-
ence there is without doubt in certain areas a growing homogeneity of culture,
resisted bitterly in some cases but one which imposes itself on all groups, often
unconsciously. Increasingly, for example, the world plays the same sports.

However, homogenization affects most strongly the young. English is rapidly
becoming the only international language of business, its spread aided by its use in
the media. English is simultaneously the language of international business and
international popular culture. Consequently English is almost everyone’s preferred
second language and is taught as such throughout the world from an early age.

British economic dominance until 1914, followed by American dominance up to
the present, first established the dominance of English. Through the medium of fast
food, film and popular music, American culture is sweeping the world. The way the
world eats, the way the world sings, the way the world entertains itself has largely
been determined by American pioneers. Interestingly the way it plays has stronger



3 Adopting a global perspective 89

roots in Britain. There is also a growing but still limited number of internationally
branded commodities, mainly American such as McDonald’s, Coca-Cola, Nike and
Disney. It is hard to resist the encroachment of these products. They are very visible
manifestations of a tendency to homogeneity, but not necessarily of the dominance
of one culture. Perhaps the market is becoming more standardized but this remains
to be proved.

Paradoxically, some have argued that another aspect of globalization is the increased
scope for individuals to be involved in the process of decision making at all levels. Put
more broadly it refers to a greater scope for choice. There is, it is true, a massive
potentiality for decentralized decision making which goes largely unrecognized. The
cult of choice and the identification of choice with freedom encourage this emphasis.
There has been a steady increase in the ability of individuals, or individual house-
holds, to make informed decisions and exercise choice in a growing number of differ-
ent areas. This has several aspects — ease and low cost of access to information, and
an increasing capacity to exercise a decision-making capacity. Such choice applies
both to consumption and economic activity, and to more basic life choices.

This extended choice is partly a result of higher incomes. It is also a result of
changing technology, particularly increased flexibility in energy sources and trans-
port. The innovations of electricity and the motorcar were critical in making possible
an early decentralization of decision making. The individual can in theory choose to
work where he or she wishes, at home or abroad, provided of course he or she has
saleable skills. The Internet also opens choice as a global phenomenon; for the indiv-
idual it gives an unrivalled access to information and entertainment, commodities
and capital in a way never previously experienced. In 1990 only one million people
were connected, by 1995 50 million and by 2001 490 million. Individual households
therefore have easy access to cheap energy, cheap transport, and now cheap capital
and cheap information.

Choice increasingly extends to all, to women as well as men, to those living in
undeveloped economies as well as developed. Already the emancipation of women
and the availability of items of consumption competing for discretionary income
have led to a fall in fertility rates, as women have exercised their option to reduce the
number of children in a family and promote their own careers at the same time as
they enjoy the fruits of increased consumption.

Perhaps this democratization still remains only a possibility for most, an actuality
for few. The problem is that not all individuals are capable of exercising this choice,
since they lack the means. There are also those who make the wrong choice and
finish as losers in the market game.

5
The

democrat-
ization of
key activities

The global tendencies described above bring to individuals, enterprises and countries
both benefits and losses. Some see globalization as an opportunity, others as a threat,
depending on the exact perspective adopted and the exact position in the global
world of the individuals concerned. There may well be a conflict between two power-
ful tendencies, the one constraining the scope for choice by the individual, the other
expanding that range of choice:
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e For neoliberals, the term globalization involves the empowerment of the
individual, as indicated below. Clearly globalization is seen by many as reflecting
the growing dominance of global markets and the corresponding decline of
state power; it is beloved by neoliberals who advocate the further extension of
market power.

* For others, the reverse is true and globalization is associated with the increasing
helplessness of the individual before the increasing power of global institutions,
notably the multinational enterprises, which fill the global void in the absence of
genuine transnational institutions, and the multilateral financial institutions.
Worse, it places more power and more wealth in the hands of the few.

Globalization is clearly not a concept free of preconceptions about the desired
nature of the world, and arguments about where the world is actually headed. The
term is inevitably and unavoidably value-laden. The balance of opportunity and
threat and the formation of interests groups for and against globalization on the
basis of the outcomes of the process ensure that governments will continue to retain
a considerable discretion in decision making and make policy which has a significant
effect on business decisions. The impact of globalization on the mix of decision
making by governments, enterprises and individuals is unclear and therefore contro-
versial. What is clear is that the nation state remains the most powerful decision
maker in the world, as the case studies in this chapter clearly show. The business
world has some features of a global world, but they are limited.

Home country bias

From a business perspective, the most persuasive argument for the continuing
importance of international borders, and the need to take proper account of them in
making strategy, is the continuation of a significant and universal home country bias.
There is a general aversion on the part of most decision makers to economic transac-
tions which cross international boundaries. Consumers consume the products of
their own domestic producers; managers and workers prefer to work in their own
countries; investors build plant and equipment at home rather than abroad; and
savers prefer to hold the financial assets of their own countries. Government policy
often validates and reinforces these preferences.

Home country bias is a general tendency at the international level, illustrated by the
analysis of the airline industry in the case study. Bryan and Rafferty (1999: 3—33) point
out that in the mid-1990s OECD production devoted to exports made up less than 10%
of total production; foreign direct investment made up only 5% of world investment
(20% if all sources of investment finance used to finance multinational enterprises,
including domestic sources, are considered); multinational enterprises contributed just
6% of world production; around 2.3% of the world population had ‘migrated’; and
another 1.5% of the world’s workforce worked outside their country of citizenship.
None of this speaks of a high level of globalization, and it says nothing about the direc-
tion or the rate of change, or the movement of these key magnitudes. The position



3 Adopting a global perspective 91

varies somewhat from country to country but not by very much. Smaller countries are
forced to be more international.

The bias is most dramatically manifested with respect to equity investment, despite
the alleged integration of world financial markets. In theory capital can be moved
without any transport cost. However, savings pools are still separated by national
frontiers. Savings do not flow freely to where there is investment demand and the
return is highest, or at least higher than in the domestic economy. Perhaps the most
powerful argument for this is the strong relationship between the level of national
savings and that of national investment in each economy throughout the world.
This suggests, but does not prove conclusively, that domestic investment is almost
invariably financed by domestic savings. Furthermore, when there is an increase in
savings, it tends to raise domestic investment directly. There are therefore pro-
nounced constraints on the integration of international capital markets. Finance
and asset markets have retained a distinctly national flavour, despite the tendency to
focus on so-called international markets.

This is easily illustrated. Americans hold only 8% of their financial portfolios in
foreign equities, despite the fact that such foreign equities — for this purpose equities
which are not American — represent well over half the world’s total equities. It is not
only America and large economies which are characterized by this home country
bias. Small countries share the bias. Australian citizens own 2% of the world’s
corporate shares. In a world of perfectly mobile capital, two things should follow. The
2% would be evenly spread across the world and foreigners would own 98% of Aus-
tralian shares. Neither is true. Australian shareholding is heavily concentrated on
certain economies with which Australia has a close connection. Foreigners own only
31% of Australian shares.

‘Trrational’ preferences for one’s own affect most business decisions, whether they take
the form of the decision where to work and live, where to place one’s savings or from
whom to purchase both goods and services. But are these preferences so irrational?

In the past the costs of international participation were high and a major deter-
rent to international business activity, whatever the form of transaction considered.
These included transport and communication costs, and even more the costs of
dealing with the inhabitants of a foreign country. These costs are very much lower
today and much less of a barrier to entry.

Often the argument put today rests on the volatility of exchange rates in a world of
floating rates, as opposed to the stability of a world of fixed exchange rates. This is
said to discourage foreign investment because nobody can be certain of what will be
the return in the domestic currency. Moreover, hedging can only cover some of the
transfer risk, rather more in trading than in investment. Such investment is typically
over the long term, rather than the short term covered by hedging.

Ignorance is still a significant factor. It is expensive both to gain and process the
required information in order to dissipate this ignorance, and there exist major con-
straints on the capacity to process such information. Everyone still knows much
more about their own world than that of the other. This is called asymmetrical
information, and applies to political, economic and social systems.

The reasons

for a home
country bias
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Home country bias also reflects the overwhelming importance of separate politi-
cal sovereignties. Within these sovereignties, policies affecting business can
change in unexpected ways. Foreign governments are difficult to read right. They
can unexpectedly change their membership and their strategies. They are answer-
able to a different constituency which it is difficult to identify and understand. A
sense of lost control is implicit in political risk unless the country concerned has
political, economic, cultural and social systems similar to those of the country of
origin. Otherwise there is a pronounced nervousness about international business
connections which is fully justified, for example if the legal system does not protect
intellectual property rights or foreign governments favour their own, as is often
the case.

Cultural difference itself presents a serious barrier, particularly where there is a
need to cooperate, even negotiate, with foreign partners. The risk of something going
wrong increases across international boundaries. Thus the bias often has cultural
roots, reflecting the socialization of individuals into particular cultures.

Globalization is seen by many as both undermining political sovereignties and
moderating cultural difference. It has not yet done so to any significant extent. Much
of the apparent change is superficial. It is possible for different cultures to absorb and
adapt foreign entrants without changing the basic culture, and in a way which mis-
leads outside observers.

The concept of country risk embraces those factors which deter foreign involve-
ment and encourage a home country bias. From a business perspective, a global
strategy requires a change of approach, the deliberate overcoming of home country
bias. This applies both to the initial decision makers and those who have to imple-
ment the decisions.

There are two possible mechanisms for the removal of the bias:

1. The voluntary ceding of sovereignty to international institutions which fix the
rules of the game in a way which is easily understood by all. There is some move-
ment in the direction of a uniform set of informal rules but it is unlikely that the
formal rules will change dramatically in this way. At present the rules of the
game differ from country to country and from culture to culture.

2. The development of multinational enterprises which have outgrown their
country origins. The multinational enterprise can be the agent of globalization.
However, most enterprises, and indeed most individual managers, remain with
roots firmly planted in particular national soils. It is difficult to sever com-
pletely these roots (see the point made in the Strategy in Action on Nestlé in
Chapter 15). The breaking of the home country bond would create what are
genuinely global, or transnational, enterprises. Such enterprises do not cur-
rently exist.

The global environment in which enterprises operate is a complex one. It is impos-
sible to ignore the intermeshing of the political and the economic. Most recent
history has tended to confirm that the political dominates the economic. Govern-
ments set their own objectives and to achieve them frequently intervene in markets
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and work upon local prejudices. Sudden shocks or risk-creating events can have the
effect of reinforcing such a home country bias or suddenly undoing, or threatening
to undo, any movement in the opposite direction (see the case study on the airlines,
particularly the section on Swissair at the end of the chapter).

This book makes a clear distinction between a global world and a transnational
world:

» A global world involves a significantly heightened level of transactions between
national units. These transactions are of various kinds but may also comprise
some genuinely transnational elements, which are growing in importance. The
growth of such transactions is not inconsistent with a strong and persisting home
country bias.

A transnational world involves forms of organization and strategy that have no
national focus. This would mean the ending of home country bias.

A convergent world

Convergence can occur in any area of human activity — in political or economic
systems or in culture. In The End of History (1992), Francis Fukuyama saw a conver-
gence of the world on a common political and economic system, one centred on rep-
resentative democracy and the market. The world can converge or become
homogeneous in two principal ways, by a process of individual or even group choice
or one which is in some sense ‘forced’.

The citizens of the world can choose to become more like each other by adopting
common patterns of behaviour, whether these are political, economic or simply
social. They can engage in consumption of goods and services which are genuinely
global, available everywhere and consumed in the same form everywhere. This ten-
dency might result from exposure at an early age to common influences or stimuli,
such as the global media and a dominant culture, often seen as the American one.
The communications revolution has reputedly democratized choice by giving every-
one the same information and exposing them to the same influences. As a result, the
world could adopt a common culture which removes differences of taste, even atti-
tudes, values and behavioural patterns. If this were to happen, there would be just
one market for consumer goods and one market for managers or workers.

This is inevitably a gradual process, likely to take a long period of time. There is
also at present considerable resistance to such voluntary homogenization, particu-
larly on the basis of a dominant culture. The evidence of existing markets is that
there is a tendency for increased differentiation of product and service. Cultural dif-
ference persists, which is why there are so few genuinely global brands and so few
standard products at the global level.

Alternatively the world might be forced to become homogeneous by the operation
of political or market forces. There may be a ruthless process of weeding out what is
different. In the economic sphere cost differences and the actions of large multi-
national enterprises could be the instrument for doing this. How far is the market
likely to play such role?
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A homogeneous world is an integrated world, and one in which national units have
ceased to have importance. If the world is not integrated, it is extremely unlikely that
it will become homogeneous. It has been argued already that world markets are not
as integrated as often thought. An integrated world is a notional world in which the
integration of markets produces a set of predictable outcomes. The existence of these
outcomes would indicate that integration was really occurring. There are severe lim-
itations on how far this process has gone.

The first outcome is what economists call ‘factor price equalization’, in particular a
world in which interest rates or the rates of return on investment are equalized
everywhere — there is one uniform price for capital. There is some tendency for this to
happen in short-term financial flows as a result of the normal process of arbitrage,
or the operation of what is known as the law of one price. There is evidence that
covered interest rate parity, an expression of the law of one price for the price of
capital, holds in certain restricted financial markets. There is no evidence that rates
of return have been equalized throughout the world for major long-term invest-
ments. There is a very good reason for this — the differing risk premiums required
from investment in different countries. Some of the differences are very marked; they
also fluctuate significantly over time

The second outcome would be for an international convergence of national
business cycles. This is a highly dubious proposition which has been asserted as
true since the Industrial Revolution. Only in extreme circumstances does the
whole world economy move together. On the contrary, it is unusual for the three
main centres of the world economy to be at the same stage of the cycle, except
in exceptional circumstances. This is fortunate for the relative stability of the
world economy.

The third outcome is for certain structural changes to occur in economies on the
basis of specialization at the global level. This reflects the particular circumstances
of the specific economies. For example, a high wage economy with small markets
might find it very difficult to compete in selling labour-intensive manufactured
goods. Creating more integrated and open markets might push such an economy in
the direction of a reduced manufacturing share, but this might happen in any
event, since it is part of the transformation which occurs with a rise in income
levels and the associated rise in wage costs. Disentangling those structural changes
which are part of the process of market integration and those which result from
rising GDP is difficult.

The world may be moving in the direction of integration and homogeneity but it is
a long way from this ultimate destination, and there are powerful forces slowing the
movement. The dramatic reduction in costs of and acceleration in transport and
communications have shrunk the world, creating new opportunities but also gener-
ating new threats. It is impossible and undesirable to isolate a country, let alone an
enterprise, from global markets. There will be more interaction. The multinational
enterprise will be at the vanguard of this movement but it has to make the move-
ment with the greatest care.
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There are three main ways of ‘playing’ globally:

» multilateral relations through global organizations

* regional relations within such units as the European Union

« bilateral relations, which can comprise both direct country to country interactions
and interactions between governments and multinational enterprises, including
interactions among the latter.

The main candidates are the World Trade Organization, the World Bank and the Inter-
national Monetary Fund. Given the emphasis on globalism, it is perhaps surprising to
note the continuing weakness of all multilateral institutions, including the ones above,
but not all surprising in view of the continuing strength of the nation state. Multilat-
eral institutions which straddle different regions can take many different forms.

e The UN and its agencies
United Nations Conference on Trade and Development

e World Bank and its agencies

International Development Association

International Finance Corporation

Multilateral Investment Guarantee Agency

The International Centre for Settlement of Investment Disputes
World Trade Organization (WTO)
International Monetary Fund (IMF)
Bank of International Settlements (BIS)

e Greenpeace
Red Cross
e Amnesty
Oxfam

Some multilateral institutions, which were important in the past and aspired to a
reach beyond the nation state, have lost their influence, such as the various
churches. Some weak echo of past influence survives as a cultural legacy, that is all.
Islam has more influence than Catholicism and does still influence particular nation
states, including their political and legal systems, such as Iran or previously
Afghanistan. However, most countries with a Muslim majority are still secular
states. Moreover, there are as many differences of doctrine and attitude within the
Muslim world as there are in the Christian.

Recently, there have been no real secular replacements for the churches which
had a sustained existence for many centuries. Communism, which had univer-
salist pretensions, never realized its potential, certainly not in the operation of
important international institutions. Communism has been in retreat for more than
20 years, and the communist experiment appears to have failed, both politically and
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economically. Only a few communist states survive ideologically, and in most their
economic systems are tending towards market economies.

There are a few non-governmental organizations (NGOs) which operate interna-
tionally and are powerful enough to have an influence on key decision making, such
as Greenpeace or Oxfam.

The lack of multilateral institutions translates into a series of particular absences:

* no world government, and therefore no real forum for resolving global problems;
witness the series of ad hoc meetings on carbon emissions. With so many nation
states in the world these are difficult to organize

* no such thing as international law in any enforceable sense

* no international currency, and no central bank serving as lender of last resort for
the world as a whole.

The increasing number of problems which extend beyond the jurisdiction of the
nation state can only be resolved by ad hoc action, organized by groups of nation
states. The multilateral organizations simply act as facilitators of international inter-
actions and agreements.

Into the political vacuum at the global level step the most powerful of the nation
states. Occasionally in the modern history of the world one state has had imperial pre-
tensions and has sought to impose its will through military strength. In other words,
it has sought to substitute for the weak multilateral institutions at the global level.
These attempts have failed. In peaceful times such a state has been able to help impose
solutions to global problems. The forced alliance of others invariably defeats attempts
to realize ambitious military pretensions. In practice a powerful state can only use its
influence to persuade others to support its policies. A failure to win such support can
lead to disaster. For example, the Great Depression of the 1930s had as its backdrop
the willingness but inability of Britain to play its traditional role of leadership, and the
ability but unwillingness of the USA to play such a role. After World War II the USA
played such a role with a much greater degree of success (see Kindleberger, 1987), ini-
tially within one part of the world which was ‘democratic’ and market-based. The
ending of the Cold War has left the USA with a clear military superiority, and an eco-
nomic advantage which, despite recent events, is being steadily eroded. Nevertheless
global problems can only be resolved with the support of the USA.

The main multilateral institutions, such as the UN and its linked organizations —
the IMF, the World Bank, the BIS and the WTO — have limited powers and limited
resources. In the past they have been a vehicle for the transmission of American
policy, although this is less true today than it used to be. As a result institutions have
also become a focus for opposition to those global tendencies which are disliked and a
focus for anti-Americanism.

In every part of the world there has been an immense amount of activity of a
regional kind because it is difficult for a large number of nation states to reach a con-
sensus on any issue. Some of the tendency to regionalism results from informal
alliances, some from more formal organization.
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e Regional Development Banks
African Development Bank
Asian Development Bank
Inter-American Development Bank
European Bank for Reconstruction and Development

e The European Union (EU) and its agencies
Council of the European Union
European Central Bank
European Commission
European Court of Justice
European Parliament

e Free Trade Areas
Andean Community
Association of South-East Asian Nations (ASEAN)
Australian and New Zealand Closer Economic Relations Trade Agreement
(ANZCER)
Caribbean Community (CARICOM)
Central American Common Market (CACM)
Economic Community of Central African States (ECCAS)
Economic Community of West African States (ECOWAS)
European Free Trade Association (EFTA)
Gulf Cooperation Council (GCC)
Mercosur
North American Free Trade Agreement (NAFTA)
Southern African Development Community (SADC)

e Others
Asia-Pacific Economic Cooperation (APEC)
North Atlantic Treaty Organization (NATO)
Organization of Petroleum Exporting Countries (OPEC)

There are also broad umbrella organizations which allow Muslim countries or
countries from the Americas or Africa to meet. These tend to be talking shops
without any practical effect on global decision making. A clear precondition for
success in establishing any formal organization which has real decision-making
power has been both a similar political system and a similar level of economic devel-
opment. It also helps if the countries concerned share a common culture.

There is therefore a limited number of regional organizations which have had a
real effect. The EU is the most successful case. The main catalyst for such regional
activity has been the terrible consequences of the naked pursuit of national self-
interest in two world wars. A major motive has been to stress cooperation rather
than competition and to prevent such competition becoming military, as it has with
catastrophic results in the recent past.

The progressive integration of Europe, both extensively in a wider membership
and intensively in the harmonization of an increasing number of policy areas, has
been one of the most important events of the last 40—50 years, beginning with the
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establishment of the European Coal and Steel Community (ECSC) in 1952 and the
Treaty of Rome in 1957. This treaty created the European Economic Community in
1958 which merged with the European Coal and Steel Community and Euratom to
form the European Union in 1967. It is a process which is continuing and intensifying,
most recently in 2002 with the introduction of a common currency, the euro, in 2004,
with 10 more, mainly East European, countries joining the present 15 EU members.

There is a pronounced tendency for increased intervention by European institu-
tions into business activities. The European Commission for Transportation, for
example, is intervening more frequently and more forcibly to restrict government
action in rescuing bankrupt airlines or bankrupt telecommunication companies.

Some areas of regionalism elsewhere in the world have been a response to the
success of the European experiment. This is true of NAFTA and also the recent
attempts to create stronger Asian groupings, although these remain very weak,
largely because they satisfy none of the prerequisites of successful integration indic-
ated above. Most of these organizations have either never gained any momentum for
working together or have lost their initial momentum.

One other highly influential regional organization is OPEC, whose unifying factor
is the enormous reserves of oil located in the Middle East and Persian Gulf area (see
the discussion in Chapter 4). The non-membership of major oil-producing countries
outside these areas, such as Russia, Norway and Mexico, has weakened its influence.

Regionalism has two faces:

* A movement in the direction of an integrated global world with strong multilateral
organizations.

* A mechanism of self-defence against such a movement, and therefore an obstacle
to such movement. Regionalism is sometimes encouraged by the threat of protec-
tionism as states place themselves in fall-back positions adopted in case the global
situation deteriorates.

The regional players can either promote the development of integrated markets or
they can stand in the way of such integration. Such regional groupings look, Janus-
like, in two directions.

Because of the importance of the nation state and its government, bilateral relations
and bilateral organizations are still significant, but some more than others, notably
those between members of the triad. The world is very uneven in its level of economic
development. Most world production, investment and trade is concentrated on what has
been called the triad, a tripolar structure of economic activity linking the main eco-
nomic and political centres of the world — North America, Western and Central Europe
(largely the EU) and Japan. These tripolar centres account for as much as 60-70% of
world GDP, the exact level depending upon the nature of the measures used. Because of
innovative activity, the degree of concentration of economic activity on the triad has
increased. However, recently within the triad, there has been a tendency to a more even
distribution of economic activity.

The triad does most of the world’s trade, receives and dispatches most of its invest-
ment, constitutes the largest part of the world market and generates most of its tech-
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There are 20-25 developed economies in the world, the number depending on the
exact threshold level selected, comprising about 20% of the world’s population. These
countries are grouped in three main areas — North America (the USA and Canada),
Western and Central Europe (the 15 EU countries plus Norway and Switzerland) and
Eastern Asia (principally Japan but some smaller economies such as South Korea,
Singapore, Taiwan and Hong Kong). In each region, for various reasons including size
and location, there is a core economy which acts as its centre, respectively the USA,
Germany and Japan.

nical progress. However, it represents a declining share of world population, a trend
which has enormous significance for the future. This process of decline is offset to
some degree by the fact that the triad is the main magnet for immigration.

A number of countries are in the process of developing, mostly a limited number
of economies in South America, Eastern Europe and Eastern Asia — Chile, Poland
and coastal China are the best examples. Some of these countries have a potentially
large political influence because of their size, in both territorial area and population.
China, India, Russia and Brazil stand out.

Most countries are still undeveloped. Whole areas of the world remain at
extremely low levels of development with little sign of change, including most of
Africa, Central America and broad areas of Asia. These countries have little influ-
ence over political decision making at the global level. Unless they have a valuable
resource like oil they are ignored. This is the fate of most of Africa.

Indeed broad swathes of the world are not sharing in globalization, however it is
defined. Most countries in the world are either too small in population or territory
or too poor to have any influence on decision making in the global economy. The
informal rules of the game, whether it is political or economic, are set by the pow-
erful, for example in the General Agreement on Tariffs and Trade (GATT) and
the seven successive rounds of trade negotiations, which were replaced in 1995 by
the WTO.

A growing number of business enterprises are international in the nature of their
activity. Some enterprises, in the size of the gross income they generate, exceed the
GDP of smaller countries. However, this is not an appropriate comparison since GDP
isreally a measure of value added and gross income is not. For example, Microsoft, at
one time the largest company in the world in the US, at the end of the 1990s boom
had a gross income which exceeded the GDP of the USA's main trading partner,
Canada. In value added it is more like the size of Uruguay.

No multinational enterprise has the sovereign power of a nation state. They are
subject to the jurisdiction of such states. However, because of their size and eco-
nomic strength, some multinationals are capable of exerting more influence than
many governments, although the source of their power is very different. They can
negotiate in certain areas with many governments, sometimes as superiors or some-
times as equals.
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the value of assets or the number of employees.

The original multinational enterprises were American but now there are many Euro-
pean and Japanese multinationals, and even a few from developing countries (see

Table 3.2).

Although the source country has declined in importance, most multinationals are still
strongly rooted in particular national soils, and mostly in the countries of the triad.

Table 3.1 The world’s largest corporations (2001)

Revenues Profits
$m% change $m% change
from 2000 from 2000

Wal-Mart us 219,512 13.7 6,671 6,0
Exxon Mobil us 191,581 (8.9) 15,320 (13.5)
GM us 177,260 (4.0) 601 (86.5)
BP Britain 174,218 17.7 8,010 (32.5)
Ford us 162,412 (10.1) (5,453) (257.3)
Enron us 138,718 37.6 N.A.
DaimlerChrysler Germany 136,897 (8.8) (592.8) (108.1)
Royal Dutch Shell Neth/Britain 132,211 9.3) 10,852 (14.7)
GE us 125,913 (3.0 13,684 7.5
Toyota Japan 120,814 (0.5) 4.925 15.5
Citigroup us 112,022 0.2 14,126 4.5
Mitsubishi Japan 105,813 (16.4) 481 (42.2)
Mitsui Japan 101,205 (14.2) 442 (5.1)
Chevron Texaco us 99,699 107.4 3.288 (36.0)
Total Finn Elf France 94,311 (10.9) 6,857 7.5
Nippon Telegraph Japan 93,424 (9.5) 6.495 (254.8)
and Telephone
[tochu Japan 91,176 (16.9) 241 (62.1)
Allianz Germany 85,929 21.0 1,453 (54.5)
IBM us 85,866 (92.9) 7,723 (4.6)
ING Group Netherlands 82,999 16.6 4,098 (63.0)

Brackets indicate a contraction.
Source: Fortune, July 22 2002: F1-10.

Table 3.2 Composition of the large multinationals
by national origin (%)

1973 1990 1997 2000
USA 48.5 31.5 32.4 26
Japan 3.5 12 15.7 17
UK 18.8 16.8 6.6 8
France 7.3 10.4 9.8 13
Germany 8.1 8.9 12.7 12

The first column is a proportion of the largest 260 multinationals and the last three

of the top 100.
Source: Hill, 2003: 20.
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Focus on Practice They are still therefore very much associated with particular countries. The largest
multinationals are also concentrated in certain industries — notably automobiles, oil,
insurance, banking and the communications area. This partly reflects the importance
of the sector and partly the degree of concentration in that sector.

There may be other kinds of players, equally as important as those already discussed.
Sub- or micro-regions within countries, for example the state of California, and
‘global’ cities, such as Shanghai Municipality, can play important roles.

The impact of globalization on strategy

There is no a priori reason to think that, in a fully integrated and competitive world,
the nature of strategic thinking at the global level would differ from that at the
domestic level. In a global world national boundaries no longer have an economic
significance, particularly since national governments cease to have discretionary
policy-making power and transport and communication costs have been greatly
reduced. In a world without national governments, zero transport costs and instanta-
neous communication, strategy is easily transferred from the domestic to the global
level, with no change of substance, style or approach. Globalization simply requires
an extension of the domestic perspective to the global venue; global becomes local.

Paradoxically the obstacle to such a simple transfer is the continuing existence of
national governments and major obstacles to the integration of markets. A realistic
approach in any definition of globalization ‘is to view the world as a single unit while
recognizing the uniqueness of each operating context’ (Mische, 2001: 54). Globaliza-
tion therefore involves increased interaction between different countries, different
cultures and different political or economic systems.

The current situation requires emphasis on two possible perspectives in a global
strategic approach:

1. To take a genuinely global or transnational approach. Viewing the world as a
single unit, sometimes described as adopting the perspective of equidistance
(Ohmae, 1991: Chapter 2), is better regarded as a transnational approach. It
means viewing customers and markets on a geographically indiscriminate and
culturally inclusive basis, ‘in a manner that best leverages the organization’s
capabilities, optimizes its worldwide identity, and de-emphasizes geographical
uniqueness and national identity or origin’ (Mische, 2001: 54). Few enterprises
have reached the stage at which this broad perspective dominates their strategy,
although many may aspire to eventually achieve this. IKEA, which has sought to
take a global approach to product tastes, ran into some difficulty, even in selling
to developed economies.

2. To recognize the uniqueness of all operating contexts. Part of that uniqueness is
the particularity of the nation state. A global orientation, as against a transna-
tional orientation, requires the recognition of the existence of the many different
nation states in the world and a growing level of interaction between them. Any
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global transaction must involve activity which occurs outside the home country
but which is located within the jurisdiction of one or more of these other states.
Primarily for that reason the global environment is different from the domestic
environment.

The second approach is the one most frequently adopted.

There are four main globalization drivers, that is, drivers which compel an enterprise to
become global in at least one of our two senses:

1. the lure of interconnected or integrated markets, often called global markets

2. the prospect of and pressure for reduced costs, even within domestic markets

3. the persistence of some government policies favouring globalization, although
these are not unchallenged

4. the forces making for increased competition.

A global orientation in strategy making requires recognition of the greater opportu-
nity yielded by the drivers but also the higher associated risk.

The nature of opportunity at the global level differs from that at the domestic level.
A global enterprise must have the capabilities which allow it to exploit such opportu-
nity. This involves the ability to sell in different markets, source components and mate-
rials from different nations or regions and access knowledge available at the global
level. It involves the recruitment of managers and workers capable of operating in an
international environment. It is possible to develop these capabilities through mega-
mergers or strategic alliances at the global level. A global enterprise must take
account of the strategies of a different mix of players, particularly other global
players, such as governments and competitors.

A global strategy would exploit all opportunities for revenue enhancement and cost
reduction offered by a much larger market, whose component parts are all growing at
different speeds. The markets open for entry are diverse. A so-called multidomestic
strategy recognizes the differences in these markets. The opportunities for profit are
difficult to exploit since they involve entering markets for which standardized products
are often inappropriate. The relevant methods of production are themselves diverse
and subject to adaptation in interesting ways in order to suit local conditions.

The nature of risk at the global level is different from that at the domestic level,
largely because globalization has developed alongside the nation state and is pro-
moted or hindered by the nation state. The return demanded differs according to the
risk premium which is deemed appropriate to a particular country in which an
investment is made. In some cases the risk premium is so high that no international
transaction involving that country is possible.

Global enterprises tend to be larger than domestic enterprises, although it is not
easy to see the reasons why this is necessarily the case. Many small and medium-
sized enterprises engage in international business. In order to operate at the inter-
national level one alternative to getting bigger is to develop a network of
independent enterprises through strategic alliances. Large multinational enterprises
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are much more likely both to produce a range of different products and operate in a
range of different markets, and for these reasons to be much more difficult to
organize. The intra-enterprise international connections must be planned more
carefully than domestic connections. An international logistical system is likely to
have a complexity which a purely domestic enterprise does not exhibit. The logistical
networks within the enterprise make demands which do not exist at the domestic
level, except perhaps in markets as large as the American or perhaps in the future,
the European. There are very pronounced differences in corporate philosophy,
ranging from the ethnocentric — focused strongly on the domestic scene, through the
polycentric — which recognizes the existence of many domestic scenes, to the geocen-
tric, where there is one scene, the global. Only the last is really suitable for a gen-

uinely transnational enterprise.

Global enterprises contain within them a much greater diversity than domestic
enterprises — of cultures, structures, personnel, markets and resources. They must
devise a corporate culture which makes it possible for them to use all these resources
while operating at the global level, but a culture which is at times likely to be in conflict
with the culture of at least some of the countries in which the enterprise has a pres-
ence. This interaction between national and corporate culture is itself a distinguishing
feature of global enterprises. It must be allowed for by those who make strategy.

All of this — the complexity, the opportunity, the conflict and the risk — requires a
different kind of leadership, a global leadership. One of the core competencies of a
global enterprise is the ability to manage diversity and develop strategies which
embrace a global approach, what could be termed a genuinely multicountry and

multicultural approach.

Case Study

It is interesting to compare the recent experiences of
Swissair and Qantas in the airline industry. Relevant to
a comparison are the following points:

* Both Australia and Switzerland have a small
population

* Both have flag carriers which aspire to be major world
players, although probably not quite in the top tier,
more at the top of the second tier

» Australia is large in territory relative to Switzerland
and therefore offers a far larger domestic market. The
share of revenues generated by the domestic sector is
much larger for Qantas than for Swissair

» Qantas’ location, far from the main centres of popula-
tion, even in Asia, and from potential competitors in
the world, has also influenced its route configuration
and the degree of competition on those routes

* The two airlines have had a contrasting experience in
the recent past.

Swissair is the national carrier of Switzerland, in key
respects typical of national carriers in Europe. Many of
the European countries, like Switzerland, are small. As a
result the average flight haul of Swissair, while well over
1,000 kilometres, was by international standards short.
The impact of any deregulatory transition is likely to be
more far-reaching in Europe than in the USA and Aus-
tralia, because numerous countries of the former are
much smaller than even the larger American and Aus-
tralian states. European airlines are smaller than Ameri-
can airlines and have much higher unit costs. As a
consequence many European airlines have been chronic
loss makers, such as Olympic in Greece, Alitalia in Italy,
Iberia in Spain and TAP Air Portugal.

Swissair was a national icon, its senior managers
arguing that the role of Switzerland as a major financial
centre was linked strongly with the success of its presti-
gious airline which carried its managers and customers
at a level unusual for other airlines. Switzerland and
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Swissair were strongly ‘branded’ as reliable, prosperous
and efficient. One problem for the airline is that in 1992
the Swiss rejected membership of the EU, thereby
denying the country the benefits of being a member of a
much larger organization.

Qantas was for many years the flag carrier for Aus-
tralia on international routes, while being excluded
from domestic routes. Even when it was allowed to
come into competition with the other major Aus-
tralian airline, Ansett, on the internal routes, there
was an almost exact duplication of service and price,
so that the monopoly position was modified, not
removed. Australia stood at one extreme of the regula-
tion spectrum; routes, schedules and prices being con-
trolled, both internationally and domestically. The
regulation was intended to guarantee a profit and the
government stood ready in bad times to bear any
losses. The initial limitation to international flights,
combined with the geographical factors associated
with Australia’s location, partly explains the still long,
average flight haul of well over 4,000 kilometres for
Qantas, which in turn explains its low average cost
per passenger kilometre.

All this was done with a particular regard for both
safety and technical best practice. Qantas has main-
tained an excellent record for safety, often expressed in
its claim to be the only airline in the world which has
never had a fatality (a feature referred to in the film Rain
Man, with a very beneficial effect on the reputation of
the airline).

Swissair and bad fortune

During the 1990s Swissair adopted an ambitious
twofold strategy: to enlarge its non-airline business and
acquire minority holdings in other airlines, mainly
European. It had significant aspirations to be a major
international player. By the middle of 1998, Swissair
was the eleventh largest airline in the world. Its routes
radiated from Switzerland and were at their most dense
within Europe but extended to all parts of the globe.
Zurich, its main centre, had become one of the Euro-
pean hubs.

As elsewhere in Switzerland, the industry was highly
regulated. As late as 1998 the airline was more than
20% government-owned. For a long period it was, like
other national airlines, a recipient of subsidies from the
Swiss government. Other European carriers were in a
worse situation. Sabena, the Belgian airline in which
Swissair invested, made a profit only twice in its 75
years of existence. It made the highest annual loss of all
European airlines during the 1990s, almost US$1
million in 1991, an amount not far short of its total
sales revenue in that year.
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In the new competitive environment the European
airline industry has suffered and still suffers from over-
capacity. It is highly fragmented. There are two ways of
reacting to this situation:

1. to consolidate existing lines by purchase
2. tojoin an existing, or form a new, network to rival
the Star Alliance or Oneworld.

Some airlines like Swissair have sought to expand in
both ways. One proposal, strongly promoted by Swissair,
has been to consolidate the small European airlines
around Swissair.

Swissair expanded its capacity, buying into other
national airlines. It bought 49.5% stakes in Belgium'’s
national airline Sabena and France’s Air Lib, which
combined Air Liberte and AOM. Swissair also owned
49.9% of German charter operator LTU, 49.7% of
Ttaly’s Volare, 37.6% of LOT Polish Airlines, as well as
20% of South African Airways. It also owned small
parts of Delta (3%), Austrian (10%) and even Singapore
Airline (0.6%). It code shared with 20 other airlines and
had bloc space agreements with 12.

Swissair was also at the centre of the Qualifying
Alliance, which included Sabena, Austrian (for only a
short period), THY Turkey and TAP Air Portugal. With
the inclusion of Delta this constituted the Atlantic Excel-
lence Alliance. However, American Airlines quickly
replaced Delta as Swissair's American partner. This
represented a fourth potential world alliance, one which
was more fluid and much smaller than the others.

Transition problems
2000 — a bad year

In 2000 Swissair had moved from a small profit in 1999
to a significant loss, largely as a consequence of the
rising oil price and an appreciating currency. For the
SAir Group as a whole these losses were compounded by
the losses on investment in other airlines. The slide into
loss making came at a difficult time for Swissair.

An overambitious growth strategy

Swissair had tried to bring together a group of small
European airlines to compete with the large airline
alliances. Many of these airlines were in poor condition.
Unfortunately Swissair did not have the financial
resources to sustain such a policy, as British Airways,
Air France or Lufthansa might have. The success of the
various non-core businesses — maintenance, catering,
booking, shopping, cargo transport and airport han-
dling — could not compensate for the problems of the
core business. By 2000 it was obvious that the growth
strategy had failed.
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Partner weaknesses

SF3.3 billion was invested in other airlines. The airlines
which were acquired, notably Sabena, Air Liberte and
LTU, while small, were relatively weak financially. The
business risk was initially hidden by the complexity of
the structure of cross-holdings. Because of financial
weakness these partner airlines imposed demands upon
Swissair which weakened its position. It was difficult to
sell such unprofitable airlines and escape from the
burden. These demands on Swissair further increased
with the crisis of September 11, 2001.

Debt problems

Swissair had considerable debt, which, by the end of
December 2000, had reached SF9.4 billion, rising to
over 10 billion by the end of June 2001. The restructur-
ing plan envisaged a reduction of debt of 2 billion by
the end of 2002 and a further one billion by the end of
2003. This was not to happen. This situation caused
Swissair’s bankers Credit Suisse and Union de Banques
Suisses considerable disquiet. The debt to equity ratio
rose dramatically, from just over one in 1999 to as high
as 4.68 in 2000, largely as a result of the ambitious
growth policy and the increasing weakness of the part-
ners from which Swissair could not disentangle itself.

Greater competition

Deregulation has meant that new ‘no-frills’ competitors
have appeared within Europe, such as Virgin, Easy]Jet
and Ryanair, and insofar as routes and airports have
been genuinely deregulated, new competitors also from
outside Europe. The level of competition has increased
enormously. This creates particular difficulty for a high-
cost airline.

New strategies

From January 1, 2001, there was to be a change of direc-
tion, described as the ‘new strategic course’. This
strategy had at its centre the reversal of the previous
policy of acquiring equity in other airlines and extending
beyond the core business of air travel. Such a shedding
would take time, particularly where loss-making airlines
were involved. Swissair did not have the time. Its aim of
reducing debt was not to be achieved. Almost as soon as
the new strategy came into existence, it was superseded
by a new strategy forced on Swissair by world events,
notably the terrorist attack of September 11, 2001.

The shock and its results

A fall in passenger numbers

Passenger numbers, already falling because of the
slowing of the world economy, fell dramatically after
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September 11, 2001, by as much as 30% on some
important routes. It was unclear how long this fall
would last. However, recovery was aborted by further
shocks in 2003, the Irag War and SARS.

Increased costs

An increase in oil prices had already increased costs for
the airlines. September 11 increased the cost of insur-
ance by a large amount and imposed much heavier
security demands on the airlines. The price of oil oscil-
lated significantly, rising again in 2003 and including a
significant war premium.

Loss making

Airlines already making a loss before September 11
found themselves with enormous unsustainable losses
which could only be covered by government subsidy.

Partner problems

The potential or actual bankruptcy of partners, such as
Sabena and Air Lib, made the situation worse. Swissair
was unable to meet its commitments to provide these
airlines with development funds, which hastened its
slide into a crisis.

There were two main results of the shock:

1. Swissair was rescued and recapitalized, just as Air
New Zealand was to be. Other airlines in trouble,
such as Ansett and Sabena, have been allowed to
fail; Swissair was not. The Swiss government
rescued the airline and bailed it out of its immediate
financial difficulties. It also received an injection of
US$1.7 billion from a number of Swiss investors
including Nestlé and Swisscom who regarded the
airline as an important feature of the Swiss
economy and potentially redeemable, with a change
of strategy. In operation phoenix US$3 billion new
capital was raised, and the resurrected airline, called
Swiss International Airlines (SIA), was more than
30% owned by the Swiss government and more
than 60% owned by Swiss corporations.

2. The airline had to change its strategy yet again. It
was forced to accept a much diminished internat-
ional role which amounted to closing many of its
longer international routes and concentrating on
the domestic routes of its 70% owned subsidiary
Crossair. It has a fleet of 128 planes, most of which
are short-haul planes inherited from Crossair, 102 in
all. Overall capacity was down about one-third on
Swissair’s previous level.

Initially the new airline seemed to do well. In two

months, STA achieved a 69% load factor, good for the
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post-September 11 world, but reflecting a significant
withdrawal into largely European routes. The new Chair-
person Pieter Bouw, formerly head of the well-performed
KLM, and André Dosé, the new CEO, started the process of
reducing costs. Plane leases were renegotiated with the
banks and leasing companies, with discounts as high as
30-40%, and pilots’ salaries reduced by about 35%.
However, in 2003 conditions deteriorated further.

There were renewed difficulties of survival for SIA. In
June 2003, the airline was once more threatened with
insolvency and bankruptcy. There were a series of
problems:

* Costs were still not low enough, for example labour
costs were 30% higher than Lufthansa’s. The airline
had trouble negotiating a reduction in pilots’ salaries
and the freedom to lay off whichever pilots it wished.

* The image of the new airline was poor.

* The new airline was clinging to high-prestige, low-
profit routes. Most of the routes to Latin America and
to Asia were losing money. Increasingly, the shorter
routes were also becoming unprofitable. Of the 40
overseas destinations, only 15 were profitable. A com-
parison with Finnair and Austrian with similar home
markets is illuminating. They have 6 and 19 destina-
tions respectively and both airlines were profitable.

+ Swiss was not a member of any alliance and unlikely
to gain entry.

* Most of the regional flights don’t make a profit. They
had a seat occupancy almost 10% below the Euro-
pean average.

The airline was already engaged in a major cost-
cutting exercise, with a 10% reduction in the workforce,
22 short-haul aircraft out of service and a delay in new
purchases, when it was forced to rewrite its strategy
once more. It had established Swiss Express with costs
20% below its current levels in order to take on the ‘no-
frills” airlines. There was an urgent need to cut medium-
length routes in Europe where losses were significant
and cut some long-distance routes. The new plan was to
reduce capacity and its labour force by about one-third
and raise significant amounts of fresh capital. It was
necessary to renegotiate labour contracts in order to
make the new business plan acceptable and justify the
purchase of new aircraft. Breaking even was postponed
until 2004 and was to be achieved at a much lower level
of gross revenue.

The position of the new Swiss International Airlines
was unsustainable. The combination of a tiny domestic
market, only seven million people in a small territory,
and many competitors, something like 130 in the Euro-
pean region, was always likely to force the new airline
to give up many of its medium- and long-haul routes.
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There was still a need to articulate a clear, long-term
strategic plan which is realistic.

The general dilemma

The industry is very fragmented, especially in Europe.
American Airlines, the largest airline, accounts for only
7% of the market (compared with General Motors’
25%). There are in all 267 international carriers, 500
plus domestic and 23 flag carriers in Europe, and high
barriers to exit. It is difficult to stop governments prop-
ping up their national carriers.

One result of the series of shocks beginning with Sep-
tember 11 might be to accelerate change, provided that
governments are not allowed to simply bail out their
troubled carriers. The European Commission of Trans-
portation is seeking to avoid the latter outcome. It has
secured the right to negotiate on behalf of all European
airlines, possibly to create an Open Aviation Area which
would combine the two largest regional markets of
Europe and the USA, 60% of the world market. If the
market were allowed to operated unimpeded, one fore-
cast is that only a handful of European airlines with real
international aspirations, those with a large domestic
base, will be left — notably British Airways, Air France
and Lufthansa. There will also be a number of small
regional or domestic players, such as Crossair, and some
‘no-frills” airlines, such as Ryanair and EasyJet. In this
context the strategy of Crossair would cease to embrace
the international aims of Swissair.

Qantas and good fortune

Qantas was for most of its life state-owned. The govern-
ment, using the usual mechanism of bilateral agree-
ments, carved out a niche for Qantas by guaranteeing
limited competition on routes in and out of Australia.
The industry was retained for Australian airlines with
foreign competition excluded as much as possible,
except where there were reciprocal rights which were
considered beneficial to Qantas. Access to airports,
themselves state-owned, was also controlled. The air-
ports were run as a single government-owned unit,
without competition between them. Gates and terminal
facilities were allocated according to the regulated
airline policy. It was impossible for other new airlines to
get such access without strong government backing.

As elsewhere the industry has been undergoing a
radical change of government policy. The change of
policy came at the end of the 1980s and began to take
effect at the beginning of the 1990s; this new policy was
aimed at increasing competition, mainly domestically
but also internationally. The means of achieving this
was to be deregulation and privatization.
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Qantas has been combined with the state-owned
domestic carrier, AA (previously TAA), and floated as
a public company. It is now fully privately owned and
operates both domestically and internationally. There
has been a deregulation of routes and prices, at least
internally. The amount of deregulation internation-
ally has been more limited. A degree of foreign owner-
ship has been allowed, in the case of Qantas 25% by
British Airways (now down to 19%), and in the case of
the other main domestic carrier, Ansett, 49% by Air
New Zealand. There is still a limit on foreign owner-
ship which is 49% on all ownership and 25% on any
single owner. Recently the Australian government
refused a request from Qantas to ease this policy.
Qantas wanted the rules eased because it believed that
it could raise more money, more cheaply in a less reg-
ulated environment, which it believed it needed to do
in order to remain competitive.

Qantas has joined the Oneworld network, where it
joins American Airways, British Airways, Cathay
Pacific, Aer Lingus, Iberia, Finnair and LanChile.

Other airlines have been allowed to enter the Aus-
tralian market. There were two attempts to establish a
third airline to compete internally with Qantas and
Ansett, on both occasions with an airline called
Compass. Both attempts quickly failed. More recently
a third airline, Impulse, was established, but aggres-
sive pricing policy on the part of the other two air-
lines quickly led to the voluntary absorption of
Impulse by Qantas. The entry of an outside airline
has been more successful. Virgin Blue operates a ‘no-
frills’ service within Australia on the main routes. It is
steadily increasing its share of domestic traffic, cur-
rently at 20%, with a target of 30%. There is no
competition for the business traveller. It is unclear
how many airlines the domestic market can accom-
modate. There is a deliberate policy by government
and the Australian Competition and Consumer Com-
mission (ACCC) to maintain competition on the
domestic market and prevent what is called ‘preda-
tory pricing’, that is, the deliberate undercutting of
new airlines on routes they begin to operate by exist-
ing and much stronger airlines.

On the other hand, there are major restrictions on
competition. There are all sorts of restriction ensuring
that Qantas remains Australian, including the 49%
limit on foreign ownership and an even more restric-
tive limit of Qantas’ ownership of other airlines. At the
time of writing Qantas is bidding to own 22.5% of Air
New Zealand. The government is negotiating an ‘open
skies’ agreement with Singapore. The Australian gov-
ernment still acts to manage all traffic rights on a bilat-
eral basis.
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Positive features
Low costs

The long average haul on Qantas’ routes has helped to
keep its costs per passenger kilometre at a low level. It
has also managed to sustain a high load factor which
has steadily increased in recent years, to 75%, com-
pared to about 70% for Swissair. It has also kept its debt
to equity ratio close to one, although because of fleet
expansion and deposits this ratio has tended to rise but
only marginally compared to the dramatic and simulta-
neous rise for Swissair.

Little competition

Qantas has managed to keep a very strong competitive
position on its domestic market. Even on its internat-
ional routes, competition has been limited, even more
limited with the diminishing activity of United Airlines
on Pacific routes.

Strong partners

Qantas’ main partner has been British Airways which
has a route structure complementary rather than
competitive with that of Qantas. British Airways is one
of the largest airlines in the world and has been finan-
cially strong for a long period, although the terrorist
attacks have diminished traffic on its main routes. Mem-
bership of Oneworld has offered Qantas major advan-
tages, giving strong connections with routes in most
parts of the world.

A relatively good 2000

For most airlines the year 2000 was a bad year. Sharply
increased fuel costs, up by at least 50%, the beginnings
of recession and much more intense competition
turned most airlines into low-profit or loss-making
enterprises. Qantas was affected, particularly on its
domestic routes but not as badly as others. However,
earnings before tax and interest on domestic flights fell
by more than 50%. This was offset by an increase in
international business of more than 20%, which partly
reflected the favourable impact of the Olympic Games
held in Sydney in that year.

The shock

Simultaneously with the events of September 11,
Qantas’ main domestic competitor Ansett went into
bankruptcy. It had been outcompeted by Qantas, and
poorly managed in an uncertain ownership environ-
ment. It ceased for a short period to provide any air ser-
vices and even when it resumed it only provided a very
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limited service on the main routes. Attempts to refloat
failed and the airline later went out of business for good.

The demise of Ansett opened a major gap in the ser-
vicing of the domestic market which the new entrant
Virgin Blue could not fill immediately. As a result,
Qantas came to provide as much as 90% of the domestic
services, declining to 80% within six months and proba-
bly headed down to 70% at some time in the near
future. The situation has greatly increased the prof-
itability of Virgin Blue and its ability to expand. Both
airlines have committed major resources to filling the
gap in the domestic market. There is still a possibility
that Singapore Airlines, or another third carrier such as
Cathay Pacific, will enter the Australian domestic
market, but not in the near future.

The gap in the domestic market provided an opportu-
nity for Qantas not only to switch planes from internat-
ional routes hit by the September 11 crisis but also to
update its fleet by purchasing new planes. Since it was a
minor player on the main routes hit by the crisis, the
Atlantic route between North America and Europe and
to the Middle East, Qantas found it relatively easy to
switch planes from these international to domestic
routes and still to keep its capacity utilization levels
high, both internationally and domestically. It even
found itself having to acquire extra planes to meet the
increased demand. This helped to keep its fleet modern
and its costs low. It has deliberately taken the decision to
purchase from Airbus, where previously it had a fleet
which consisted solely of Boeings. This is in preparation
for the later acquisition of the A380 (see the case study
on Boeing and Airbus in Chapter 4), for which Qantas
put in an early order.

The contrast in the situation of Qantas with that of
Swissair is illuminating. There were three main areas of
advantage for Qantas.

1. Although both operate in high wage, and therefore
high-cost, countries, the Swiss franc is a hard cur-
rency which has tended to appreciate, whereas the
Australian dollar is a soft currency which has depre-
ciated significantly. For most international airlines
costs are mainly incurred at home either in the home
currency or in American dollars, whereas revenue is
generated abroad. Where costs are raised by the
decline in the Australian dollar, Qantas is willing to
hedge, as it does with its fuel costs. The net impact
has tended to reduce Swissair’s net revenue stream,
accentuating any rise in cost, and increase Qantas’
net revenue in both their home currencies.

2. The difference in the size of their respective domes-
tic markets has been reinforced by the bankruptcy
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of Qantas’ main domestic competitor, Ansett. This
has left Qantas to take over most of the other half

of the domestic market, compensating for any loss
elsewhere, and at a time when the assistance was

most welcome.

3. The fall in the share price of Swissair had badly
damaged its capacity to raise cheap capital, whereas
the rise in the share price of Qantas has made it
much easier to raise such capital. In October 2001
Qantas was able to raise A$450 million by an equity
placement, up on the A$300 million originally
announced because of oversubscription. This has
enabled Qantas to continue to expand and modern-
ize its fleet of aircraft. By contrast Swissair’s shares
plunged from SF500 in 1998 to SF262 in January
2001 and SF1.25 in September 2001, before its bank-
ruptcy. Qantas’ price has continued rising, marking
it out as the airline with probably one of the highest
capitalizations on the market. One possible weakness
is that Qantas owns its planes and therefore bears
the risk of any decline in value. This is not a problem
while demand keeps the fleet fully utilized.

The future

It is interesting to speculate on Qantas’ strategy for the
future. How will it shape up in the new world?

The new world is one which has not been kind to the
industry. There is a view that the huge losses of the
industry in both 2001 and 2002 will force a process of
consolidation on the industry. The continuing spread of
no-frills air travel is increasing the competition. The
success of Virgin Blue shows this. Qantas, under the
label of Australian Airlines, has already initiated a
mainly ‘no-thrills’ service from Cairns in northern
Queensland to a number of Asian cities, including the
main Japanese cities and Shanghai and Singapore. It
intends to expand the service in the future so that it will
serve other Australian cities. This has created an inter-
esting and novel blend of two strategies which superfi-
cially do not appear to go together well.

Qantas has announced its intention to purchase
22.5% of Air New Zealand which nearly disappeared in
2001 but was rescued by the New Zealand government,
which now owns 82% of the airline. This will give the
combined entity 100% control of the trans-Tasman
route and also the domestic New Zealand market, if the
regulatory authorities and governments in the two
countries approve it in its present form, which does not
seem very likely. In this case the demands of compet-
ition theory present an obstacle to further consolida-
tion. There is also talk of the sale of some part of British
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Airways remaining 19% stake in Qantas, with purchase
possibly by Singapore Airlines which, despite its losses
on Air New Zealand and Virgin Atlantic, is still one of
the strongest airlines.

Such partnerships create an even bigger problem in
the structure of alliances since Qantas is a member of
Oneworld and the other two airlines members of the
Star Alliance. There is likely to be a major rethinking of
these alliances.

The opportunities for Qantas are:

« it consolidates its already strong hold on the Aus-
tralian domestic market, probably with a target of 70%

« it extends its dominance to routes from Australia to
other parts of the region, including New Zealand,
Singapore and across the Pacific to the American
west coast.

The threats for Qantas are:

* the Australian government or the ACCC, in the case of
the purchase of part of Air New Zealand, the New
Zealand government, intervenes to limit Qantas’
market power on the grounds that it is anti-competitive

« a no-frills competitor such as Virgin Blue builds up as
a major competitor with much lower costs, because it
has only one class, leases its planes and is linked to a
strong partner, an integrated freight transport
company, Patrick

* a third airline, Singapore Airlines, Cathay Pacific or
even Emirates, either in alliance with Virgin Blue or
on its own, enters the domestic market

* the terrorist attack in the Australian region, in Bali
on October 12, 2002, and further shocks such as
SARS, reduces the movement in the region of both
tourists and businesspeople

» consolidations of international carriers and restruc-
turing of other players, such as United, creates much
stronger competition on international routes and
Qantas has to compete with much larger transna-
tional airlines with low costs

* Qantas has trouble controlling its costs, notably its
labour and airport costs

¢ Qantas has trouble renovating its out-of-date airline
fleet because it cannot raise the enormous amount of
finance required.

The airlines are at a critical stage in the move to a
global market. The shocks have encouraged a return to
old practices, although the extent of loss making in the
industry prevents a full return. Qantas is one of the
stronger players, but has its own problems. It has with-
stood the shocks of the last few years much better than
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Swissair but it needs both a good strategy and good luck
to build on its current strength. At the time of writing,
there is a rumour that Lufthansa is willing to acquire
Swiss International, provided the current cost-saving
measures are fully implemented.

Case Study Questions

1. How have Swissair and Qantas participated in the transi-

tion from a regulated to a deregulated industry?

2. Identify the three different strategies adopted by, or

imposed upon, Swissair during the last decade.

3. Why did Qantas deal with the shock of September 11,

2001 much better than Swissair?

4. What should be the strategy adopted by Swiss Internat-
ional Airlines? What assumptions concerning the future
are relevant to the formulation of such a strategy?

. What strategies should Qantas adopt domestically and
internationally? Should it adopt a strategy of significant
growth?

w1
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This case study is also relevant to Chapters 8 and 13.
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Key strategic lessons

Introducing Strategic Management

Globalization is the movement towards a global
world which features a uniform polity, economy and
society where national boundaries cease to have
meaning.

This movement involves the integration of the
world economy and its markets, the introduction of
communications technology, the loss of national sov-
ereignty, the increasing homogenization of culture
and a democratization of choice for the individual in
a series of different areas.

The core of globalization is an increased interac-
tion between national economies but there is still a
pronounced home country bias due to ignorance, cul-
tural difference, significant transport costs, multiple
currencies and multiple sovereignties.

A convergence on representative democracy and

Applying the lessons

the market system has not led to equalization of
factor prices or similar political regimes. Cultural dif-
ferences are still strong and necessitate customiza-
tion by country. There is resistance to such increased
conformity whether through market or demonstra-
tion effects.

There are many players who can influence an
organization’s strategy including multilateral financial
institutions, regional organizations, key nation states
and multinational enterprises.

Global strategy differs from domestic strategy for
many reasons, including the existence of national
boundaries creating a significant degree of risk. The
type of leader needed to operate at the global level
must be able to manage the logistics of a complex
organization and put together a team of managers
able to take opportunities and manage risk.

If a global world is defined by the final state to
which globalization is headed, what might be the
nature of that final state?

Using the Focus on Theory — benefits and losses of
globalization - list the following elements of global-
ization: causes, characteristics, consequences.

Define the following terms: multilateralism,
regionalism, bilateralism, multidomestic strategy, global
enterprise, transnational strategy, ethnocentric philos-
ophy, polycentric philosophy, geocentric philosophy.

One of the major constraints on global involve-
ment by an enterprise is home country bias.

Consider the different aspects of such a constraint.

In turn, consider what the constraints are on dif-

ferent kinds of international transactions which

involve entering an international environment:
exporting; foreign investment, either portfolio or
direct; and working abroad.

How is it possible to counter each of these differ-

ent elements and break down home country bias?

One way of counteracting home country bias is to

establish strategic alliances at the global level.

Consider how such alliances might be constructed

in order to deal with the constraints.

The world does not have a fully homogeneous
culture. Differences of culture have a strong influence
on the pattern of tastes in different countries and the
nature of products and services consumed in different
countries. Such differences therefore influence the
nature of international marketing. What is the nature
of this influence?

One interpretation distinguishes between a multi-
domestic, an international and a global strategy. List
which products would lend themselves to these
different strategies.

E-commerce is one important element of the glob-
alization revolution which is occurring. However, so
far e-commerce is more effective ‘business-to-
business’ than ‘business-to-customer’. Why is this?
Compare www.ford.com, www.gm.com and
www.vw.com with www.amazon.com, www.feder-
ated-fds.com, www.7dream.com and www.tesco.com.
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Strategic project

1 Choose an enterprise in a specific industry or sector 2 An airline might be considered as a potential

of the economy. What is needed, in terms of strategic transnational player. What kind of strategy would be

inputs, to make that enterprise a successful global, necessary to turn an existing airline into such a trans-

indeed transnational, player? national player? Choose an example of an airline which
has successfully pursued the appropriate strategy.

E xplori ng There has probably been more written recently about globalization than any other single topic
further covered in this book. The newspapers and journals are full of discussion concerning its impli-
cations. There is also an increasing number of academic treatments. However, there has also
been considerable confusion among the debators about what exactly is being discussed and
committed positions are held by the participants on all the issues.
There are three basic approaches to discussion of the topic:

1. What we might call the approach of global political economy. It is about who has the
power in the world economy and therefore makes the decisions. It sees globalization as
embracing every facet of life — economic, political, social and environmental. Some of this
literature is popular in its orientation, much of it very polemical and ‘ideological’, on
either side, for or against.

2. A highly technical approach, that of the economist trying to consider in a theoretical
manner those economic tendencies which affect the world economy. For example, it
assesses the degree to which factors of production are mobile across international fron-
tiers and how far world markets are really integrated.

3. One that considers whether and how far globalization affects both the process and the
content of strategy making for enterprises which engage in international business. It is
concerned with how managers should react to the main elements of change in the inter-
national environment.

It is appropriate to start with the approach of global political economy. An excellent
general introduction to globalization are the Reith Lectures given by Anthony Giddens,
now updated as Runaway World: The Reith Lectures revisited (1999), to be found at
www.globalisationguide.org. Probably the best detailed introduction is Held et al., 1999.

The argument that what is called globalization represents nothing new is well put in Hirst
and Thompson, 2001. This makes an explicit comparison between the present and the
period 1870-1914. It also argues that most economic activity in the world today is concen-
trated on the triad. It interprets what is happening at the global level in terms of the harmo-
nization of the policies of the major powers. There is a review which evaluates these
arguments, accepting that it is a necessary corrective to the most extreme views, Perraton,
2001: 669-84.

There are many other globalization sceptics. There is a good book on the resistance to glob-
alization and its reasons: Mittelman, 2000. A supplement of The Economist, A Survey of Glob-
alization’ (2001) has set out the arguments rebutting the sceptics. This article is particularly
good on the argument that globalization is reducing national sovereignty.

On the other side are the hyperglobalizers, like The Economist. Probably most typical of this
group is Kenichi Ohmae. His most interesting and relevant work includes the 1991 and 1995a
books and, more briefly an article of 1995b: 269-85.
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For a review of the development of the international economy over almost two hundred
years, see Kenwood and Lougheed, 1999. There is a lucid discussion of the general concept as
it relates to a particular economy in Bryan and Rafferty, 1999.

The domination of the world by the triad was first explored in a chapter under that heading
by Ohmae, 1991 and developed by Thurow, 1992. Sachs, 2000 is an interesting article empha-
sizing the concentration of innovative activity on the triad.

Cultural difference is explored in Ronen and Shenkar, 1985: 449-55. This interpretation
can be supplemented by Huntingdon, 1996, probably better considered in the shorter version
in Foreign Affairs, 1993.

The potential for democratization implicit in globalization is put most strongly in Friedman,
1999.

Economists take a much more limited approach. Although it is a much more general
concept, home country bias is often focused in economists’ work on foreign investment and
placed in the context of portfolio choice and risk management, see Levi, 1996, particularly
Chapter 18. The article which raised the problem and started the search for an explanation is
Feldstein and Horioka, 1980: 314-29. A much more recent reconsideration of the issue is
Coakley et al., 1996: 620-7.

The classic article raising the relevant issues is Levitt, 1983: 92—-102. The relevance of glob-
alization to management starts with management and continues with the definition of a
global enterprise. The relevant definitions of global enterprises are to be found in Ghoshal,
2000: 51-80, or at greater length in Bartlett and Ghoshal, 1992. Other useful discussions are
Hirschhorn and Gilmore, 1992, or ‘The stateless corporation’, Business Week, 1991: 98-104.
Fortune updates annually, in July, its ranking of the 500 largest multinationals.

More general books are Bartlett and Ghoshal, 1989 and Prahalad and Doz, 1987. There is
an excellent introduction which relates globalization to strategy — Nelson, 1999. There are
many general texts which are good introductions to internationalization. The author has
often used Mahoney et al., 2001. There is a good chapter on competing in a transnational
world in Mische, 2001.



Reading an uncertain future

The most fundamental aspect of introducing uncertainty in the strategic equation is that it
turns planning for the future from a once-off episodic activity into an ongoing learning
proposition. (VAN DER HEIJDEN, 1996: 7)

Long-range forecasting (two years or longer) is notoriously inaccurate. (HOGARTH AND
MAKRIDAKIS, 1981:122)

Buy Futures. (AIRBUS advertisement for the A380)

After reading this chapter you will be able to:
assess the limitations of the information available for strategy making
recognize what kind of information is relevant to strategy making
learn how to read the general environment
understand what is involved in forecasting the future
identify the different kinds of risks to which the enterprise is exposed

build different scenarios of the future

Key strategic
challenge

What do strategists need to know?

That there is an absence of any systematic attempt to predict what will
happen in the future and as a result a significant failure both to take
advantage of important new opportunities and manage the risk arising
from unanticipated threats.
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Case Study Scenario

The production of civil airliners is an industry in which
there should be strategic planning, mainly because of
the need to look a long way into the future and commit
enormous resources to projects which only produce a
return with a significant time delay.

This applies to the demand side, where it reflects the
need of the purchasers of civil airliners, the airlines, to
plan in a coherent way the development of their fleets
well into the future, despite considerable short-run
volatility of demand from potential travellers, and
remain competitive in both the price and quality of the
service they offer.

It also applies to the supply side where there is a need
for planning because of the enormous commitment of
resources required to develop a new generation of airlin-
ers. Initially, this usually means a pioneer model and later
the associated family of related planes of differing range
and size. The existence of such a full suite of planes is
critical to eventual success, since it allows the enjoyment
of significant economies of scale for various components,
both at the production and maintenance stages, and also
in the training of crew to operate the new planes.

No manufacturer can afford to make a mistake over
such a large commitment of resources. Avoiding a
mistake means reading the future correctly.

Airbus Industrie began in 1970, significantly the
same year that saw the first commercial flight of the
jumbo jet, the Boeing 747. It began as a consortium of
European companies from different countries, notably
Spain, Germany, the UK and France, which was estab-
lished to compete with American civil airliner producers
of that time. The competition for Airbus has always
been American. When Airbus started there were three
significant manufacturers in the USA — Lochheed,
McDonnell-Douglas and Boeing. The first two merged
and the resulting company was then taken over by
Boeing in 1997, leaving Boeing the sole American pro-
ducer. The industry is now a duopoly.

Airbus sought to integrate the different European
industries. British Aerospace only became a full consor-
tium member in 1979. Two of the consortium members,
DAS (a DaimlerChrysler company) and Aerospatiale,
merged in 1999, to become the European Aeronautical
Defence and Space Company. On July 11, 2001 Airbus
became a single integrated company, a French simplified
joint stock company or SAS (Société par Action Simpli-
fiée), with it headquarters at Toulouse in France. There
are two main shareholders: EADS owns 80% of the
company and BAE Systems 20%.

Introducing Strategic Management

Airbus claims to be the first genuinely European
company. There was considerable government involve-
ment in its inception and development. The partners
received generous subsidies from their governments to
finance Airbus projects and ensure the consortium'’s
long-term survival. For the development and manu-
facture of its first three models, government assistance
to Airbus amounted to as much as $10 billion. A
further $4-5 billion was needed at the start of the
A330/340 project.

Such assistance threatened to generate a trade war,
with the American manufacturers arguing that Airbus
was in breach of GATT rules. They claimed that Airbus
had an unfair competitive advantage because of the
subsidies received. Allegedly, the subsidies allowed
Airbus to set unrealistically low prices, offer concessions
and attractive financing terms to airlines which bought
its products, and write off development costs without
detriment. It was also alleged that Airbus had a captive
market, in that it could use state-owned airlines to
obtain orders. In response, Airbus argued that the
American government had indirectly subsidized Boeing
by financing military development and the associated
contracts. The 707 was originally a military project.

A bilateral agreement between Airbus and Boeing
was finally reached in 1992 which represented a recog-
nition that any subsidy war was a ‘beggar my neigh-
bour’ policy from which neither Boeing nor Airbus
could benefit. The agreement limited government sub-
sidies to Airbus to 33% of total development costs,
while at the same time restricting indirect R&D funds to
3% of the total revenue received by the American man-
ufacturers. Although European governments have con-
tinued to support Airbus, they have kept within the
terms of the bilateral agreement. For example, the
main four participant governments have made US$4
billion available in development loans for the A380
project, the main focus of this case study, a sum to be
repaid from sales revenue. Nor has the American
industry resurrected the issue since 1992, despite
efforts by both individual politicians and government
members to do so.

However, a second critical confrontation arose when
the proposal for Boeing to merge with McDonnell-
Douglas was made in 1996. Airbus objected on the
grounds that the merger violated the rules of fair
competition.

Without government involvement, the Airbus consor-
tium would never have counteracted the first-mover
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advantages of the American industry. The barriers to reads the future correctly. With the commitment to the
entry into the industry were such as to make that assis- A380 project, Airbus has read the future demand for
tance critical. After 25 years of losses Airbus finally airliners very differently from Boeing. Each manufac-
made a profit in 1995. Although the respective Euro- turer has its own model of the future, forecasting the
pean governments are still important for its develop- demand for airliners 20 years ahead. For Airbus it is
ment, it now acts as a fully private and competitive critical that the project has been initiated on an accu-
company. To survive as such it is essential that Airbus rate forecast of future demand.

Chapter 2 considered significant constraints on strategy making, in particular the
cognitive or intellectual, social and political contexts which influence the strategy-
making process in any organization, constraining what can and cannot be done.
This chapter expands on the first constraint, the cognitive, exploring the imperfect
information available to strategists and the limited ability of any one individual
to process the mass of available information. Any organization has a limited
information-processing capacity. This chapter considers what a strategist needs to
know in order to make good strategy. It stresses the nature of strategy making as a
learning process and an organization as a learning institution. The major area of
ignorance is what will happen in the future. Since most of the life of any organization
lies in the future, this is important. There is no way of avoiding the problem of uncer-
tainty about the future. How does a strategist deal with this uncertainty? One
response is to try to remove as much of it as possible.

Limited information

Bounded

rationality

Strategy makers operate with imperfect information. To a limited degree, they can
choose the degree of imperfection with which they operate; that choice is itself a
strategic issue. However, whatever they do, they cannot possible know with certainty
what is going to happen in the future, nor can they know the exact degree of their own
ignorance. Are they right even on those things about which they are confident? Strat-
egists cannot possibly attain what is called ‘perfect information’. The challenge for
them is to know enough about the future to give any strategy adopted a good chance of
success. They must be able to make a strategy flexible enough to accommodate the
unexpected events which lead to failure, in particular those which come as a surprise.

In a world of apparent information abundance, the message of the first paragraph
seems rather paradoxical. The problem for any strategy is rather more than just the
limitations on available information. There is a sense in which there is far too much
information. The strategy maker is faced with a limited capacity to process the infor-
mation which is available; there is far too much of it. Probably only a small propor-
tion of all the information available is relevant to the enterprise or organization.

Together, these two limitations, imperfect information and a limited capacity to
process the information which does exist, constitute bounded rationality. The success-
ful application of reason depends on the availability of relevant information; it is
bounded by the existence of imperfect information and an imperfect capacity to
process what does exist in order to discover what is relevant.
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Rationality involves two types of reason, the pure and the practical:

 Pure reason involves the application of a particular style of reasoning and argu-
ment to problem solving, one which uses the normal criteria of logic. It involves
the deduction of true inferences from a given set of axioms or propositions.

* Practical reason involves the application of reason to the problems of action. Such
problems involve achieving clearly set out objectives in a logical manner, effectively
using the resources available, given the circumstances or environment in which
the appropriate action must be taken.

Decision making in strategy making is a form of practical reason.
Simon has distinguished substantive rationality from procedural rationality:

* Behaviour is substantively rational ‘when it is appropriate to the achievement of
given goals within the limits imposed by given conditions and constraints ... Given
these goals, the rational behaviour is determined entirely by the constraints of the
environment in which it takes place’ (Simon, 1976 quoted in Forster and Browne,
1996: 159).

* Behaviour is procedurally rational ‘when it is the outcome of appropriate delibera-
tion. Its procedural rationality depends on the process that generated it’ (p. 160).

Focus on Theory e Rational decisions are conscious, explicit and deliberate.

e Rational decisions must be free from errors of logic, that is, they must be internally
consistent and logical.

e Rational decisions are fully informed, taking comprehensive account of relevant
information, particularly about the context in which action is proposed to be
taken.

e Rational decisions are goal-oriented, that is, they are purposeful, aimed at the
achievement of a preferred end.

e Means and ends are analytically independent, that is, the choice of ends is
independent of the means for achieving them.

e Rational decisions involve choice between alternative ends as well as between
alternative means for achieving them. The choice of means will be determined by
the evaluation of alternatives in terms of the ability to achieve to a maximum
degree the chosen ends. Rational choice therefore implies maximization.

e Means and ends are causally related, that is, rational decisions depend on the
action taken being reliably expected to result in the achievement of the stated

objective.
Source: Forster and Browne, 1996: 160.

Obtimization One variant of the rational approach assumes that all problems can be reduced to
P problems of optimization. Optimization is one way of achieving defined goals within

the constraints of the existing supply of available resources. It assumes that there is
a clear maximand or minimand, something to be maximized like output or profit or
something to be minimized like costs or inputs. It assumes that there are a number of
possible solutions but that there is just one optimal solution to any problem. It is
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Goal specification and clarification

Y

Situation analysis

Y

Construction, or generation,
of alternatives

Y

Choice or decision

Source: Forster and Browne, 1996: 161.

Figure 4.1 The classical model of rational decision making

simply a matter of discovering the optimum solution. There are various techniques
for doing so, which are not very helpful in strategy making because the nature of the
problem means that is does not satisfy the assumptions above.

In all sorts of areas of human activity there are problems which are solved by ratio-
nal thinking; for example it is at the core of science and its advances (Figure 4.1).
Some see strategy making as nothing more than an application of reason (Singer,
1996). Is the application of reason at all feasible, or even desirable, given the difficul-
ties of defining with precision both objectives and resources in the world of strategy?

One position is to accept that decision making should aspire to be rational but
that the application of reason has its limitations. Rationality only takes the strat-
egist so far. Beyond this point strategy making enters the world of creativity, with
all that involves. This dichotomy has already been discussed under the heading of
strategic thinking in Chapter 2. All the activities in which reason is important
have an element which is beyond reason, one which is genuinely creative. The
element of creativity necessary in both determining objectives and creating the
resources necessary to achieve these objectives moves the analysis beyond routine
applications of rationality and embraces a much wider area of human motivation
and behaviour.

At best rationality is subject to serious constraints, at worst it is impossible. These
cognitive constraints need to be added to the social and political ones already dis-
cussed in Chapter 3. There appear to be severe limitations on what can be achieved
in following such a narrow approach. These limitations arise from constraints dis-
torting the process of decision making itself.

Many economic models of human behaviour assume not only that perfect infor-
mation is available to all market actors, whether they are consumers or investors, but
also that all actors behave rationally. Such actors are assumed never to be inconsis-
tent, to act on a whim, a momentary sensation, intuition or what we might call a gut
feeling. It is not simply that they know fully their own preference map (their ranking



118

An

alternative
starting point

Introducing Strategic Management

of consumer goods) and the price of all products, but that they apply a set of easily
deducible criteria to decision making, one which includes consistency.

A typical approach which illustrates the weakness of an overreliance on rational-
ity is the notion of an efficient price. Indeed this notion is one which assumes that the
actual price existing in any market reflects all the relevant information on both
demand and supply conditions available at that time. It is efficient in that sense. It is
often argued that individuals cannot do better than the market in anticipating future
price movements because they cannot possibly have more information than the
market. Prices change as soon as the market receives new information. It is conceiv-
able that the amount of information available, and therefore the price, can change
dramatically and quickly.

This view of an efficient price defies common sense. Such an assumption under-
mines the very nature of management studies. Its acceptance would reduce severely
the discretionary element in business decision making. It also runs contrary to the
reason why strategy is valuable to an enterprise. Anyone concerned with real
business decisions and the associated managerial behaviour must have a different
starting point.

There are four elements of an alternative starting point which need to be emphasized:

1. Rationality is not the only ground for making a decision, and is often mixed with
other grounds. The previous discussion on creativity neatly illustrates this.
Because information is necessarily imperfect, there may be very good grounds for
not limiting oneself to rational arguments. This applies to all players who make
their own strategy.

2. No strategic player has immediate access to anything like perfect information; but
access can be improved in a number of ways. It is possible to have access to differ-
ent amounts of information or deliberately increase the amount of information
to which you have access. Therefore access to information is itself a variable.
Making an effective strategy depends on having better information than competi-
tors or processing and therefore using it better.

3. Even if these actors had access to perfect information, their capacity to process
that information is limited. Again there is a variable amount of processing which
can be applied to that information. Effective processing may give the strategist the
advantage he or she seeks.

4. Prices may be efficient in the limited sense indicated above, but the inadequacies
of that information render this a meaningless definition. There is an inherent
uncertainty about market behaviour, and in particular enterprise behaviour,
which itself creates an uncertainty about price. Price fixing is a strategic matter
which can and should be analysed in advance.

All these are issues which must be taken into account in any realistic approach to
strategy making. Strategy concentrates attention on the future, or at least on infor-
mation concerning the future. Imperfect information about the future generates
uncertainty and risk. There is a common distinction made between risk and uncer-
tainty. Risk occurs in a world in which different outcomes have calculable probabil-
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ities, whereas uncertainty occurs when you have no idea of probabilities — you
simply do not know whether an event will occur or not. Risk allows rational decision
making, uncertainty does not. In this sense the world of the strategist is more an
uncertain world than a risky world. This accords rather better with a common-sense
view of the world.

What can be said about uncertainty? The key starting point is that the level of
uncertainty is never binary, that is, there is never a simple either/or situation —
there is neither zero uncertainty (complete certainty), nor total uncertainty (com-
plete ignorance) (Courtney et al., 1997). Such a binary position itself oversimplifies
the world. Instead there are in practice four different levels of uncertainty about
the future:

Levels of

uncertainty

1. the vision of an almost definite future

. the recognition of a number of discrete, alternative futures which are possible

3. the awareness of a broad range of possible futures, with clear boundaries which
demarcate what is at the limits but a continuity of possibilities within the limits

4. an ambiguous future fraught with unknowns, a state of near complete ignorance.

|\

By one’s own actions it is possible and obviously desirable to move from one state of
knowledge about the future to another, in so doing reducing the level of uncertainty.
This requires an information strategy which takes the observer as close as possible to
the first of the four states. Usually the aim is to move from an ambiguous future to a
defined range of possibilities, or from a defined range to a limited number of possibil-
ities. What is possible may differ markedly from one part of the economy to another.
The observer should try, through, for example, the process of scenario building dis-
cussed below, to have a clear view about the future.

Information, knowledge and strategy

Today there is access to much more information than in the past. Certainly the
mechanisms of access have expanded enormously to include electronic media as well
as a vastly increased face-to-face contact. Today all potentially suffer from infor-
mation overload. There appears to be no limit to the amount of information available
through the different media. The bulk of the available information is overwhelming.
This constitutes both a source of opportunity and uncertainty.

Theoretically, everyone is much better able to understand what is happening now.
There is much less of a monopoly over access to information, that is, a democratiza-
tion of information access. However, the greater volume of information, by creating
an enormous amount of background ‘noise’, makes it more difficult to hear a signifi-
cant message loud and clear, even if you are aware in the first place that there is such
a message. The noise obscures the message. It is critical who hears the message
because the expertise of the hearer will determine whether the message is recognized
for what it is and correctly interpreted. There are a host of messages, some of which
go forever unheard.
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This means that the notion of perfect information is hypothetical; it never exists
and never will. The common condition is a general state of imperfect information,
which has a profound influence on behaviour and strategy making. To dispel even a
small part of such ignorance requires a significant investment of time and
resources — itself a strategic decision as to how many resources to devote to the
process of converting information into knowledge. The returns from such activity
can never be known before the event, only after. Since each conversion is unique, it
is only possible to learn about the potential in a general way.

Raw information is not knowledge, it only becomes knowledge when it is put into a
theoretical framework, or rather placed within a strategic dimension. It is the strate-
gic framework which yields the criteria for selection. It is a chicken and egg situation,
in that strategy is impossible without the relevant information and its conversion
into knowledge, but the relevant information only becomes knowledge within the
context of the strategy itself.

The cost of most information is very low — in many cases it is costless. The
communications revolution has massively speeded up and reduced the cost of the
storage, transmission and retrieval of information. While in its raw form, infor-
mation is apparently costless, in practice its conversion into knowledge bears a sig-
nificant cost. Since it must be processed, the real cost is the time devoted to the
process of reading and interpreting that information. It is necessary to analyse the
process of reading this information which makes possible the conversion; this is an
important strategic activity.

Reading the general environment

The aim of reading the general environment is to identify, at least in general terms,
opportunities and threats specific to the organization which might emerge in the
future. It is impossible to keep abreast of all future developments, nor are all develop-
ments relevant to a particular enterprise. Reading is therefore a selective process, one
which is a matter of judgement and experience. It is a critical one since circum-
stances can change quickly, for example as the result of a risk-generating event such
as terrorist attacks, and the early identification of a change in trend, or even mood or
atmosphere, may be the difference between success and failure. A good reader of the
general environment is in a position to take advantage of opportunities and avoid the
threats, thereby minimizing risk.

The reading of the general environment can be done by those employed specifi-
cally for the task or by others performing different duties. There is a massive task of
selection which demands considerable expertise and enormous effort. The opportu-
nity cost is the time, effort and resources devoted to processing the information, time
which could be used for other purposes. This is just one element of what are often
called search costs, the costs which are incurred in seeking the relevant information
on potential transaction partners and the nature of possible transactions. Making
such searches and incurring the relevant search costs are preliminaries to strategy
making and the organization of the business transactions which realize any strategy.
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Particular kinds of information are relevant to strategy making. There is a need to
recognize opportunities and threats and then strategic actions either exploit the
opportunity or counteract the threat. Recognizing a potential threat or opportunity
is not easy. Reading the general environment for that recognition is a skilled task.
There are three main stages in this recognition — selection, transmission and incor-
poration into strategy making:

1. The reader has to gain access to the relevant information. Initially the infor-
mation may be in places normally inaccessible to the organization and its
readers. It may also take the form of fragmented and superficially unrelated
scraps of information which need to be put together from disparate sources. It is
vital to be able to recognize the relationship between these fragments.

2. This information must be conveyed at critical times to the strategist and be seen
as representing something of relevance to the organization. This conveying of
information may be a regular or irregular process, structured into the process of
strategy making or merely incidental.

3. The person must persuade the decision makers that the information merits a
strategic response of some kind, for example its embodiment within a strategy.

All three stages involve ‘political’ relationships, not simply a transfer of useful
information in a neutral manner. At each stage the motivation for what is happen-
ing may not be a simple desire to make an effective strategy. A particular reader
may be selected in order to suppress information of a certain type and this may
be well known to the reader; or the reader may be expected to confirm a particular
view about future strategy. It is necessary to understand the expectations
and interests of those involved in the identification, selection and transmission of
such information.

One of the problems is that there may be considerable delay in the movement of
information through the various stages of strategy making. This delay reflects a
number of causes:

» Sometimes the reason is simple ignorance, a failure to understand what is happ-
ening, or even stupidity, either on the part of the reader or the strategy makers
themselves.

* Sometimes there is dishonesty or corruption. There may be a motive for conceal-
ment. Acknowledgement of knowledge may require a recognition of previous mis-
takes, the admission that a senior person or persons was wrong. Some individuals
may be profiting from the status quo in such a way as to make any acknowledge-
ment of the information contrary to their interests.

* There may be general knowledge of a threat, but for a number of reasons nobody
is prepared to respond. The culture of the organization may discourage rocking the
boat. Previous success or the commitment of key figures to an opposite point of
view may be the problem.

* In large impersonal organizations, the reader or the messenger may not have the
standing to be believed. Shooting the messenger is frequent enough to deter indiv-
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Such a strategy would consist of decisions on:

e \What maximum level of uncertainty to aim for, or what level of uncertainty to be
comfortable with

e What resources to commit to removing uncertainty by generating new information

e How to identify relevant information from the general environment

¢ \What resources to commit and mechanisms to develop for processing the
information which is available

e Selecting the readers

e Establishing channels for the transmission of relevant information from the readers
to the strategists

e How to link information gathering and processing to strategy making

iduals from becoming the messenger. Nobody may want to be the messenger, par-
ticularly if the messenger appears to be the bringer of bad news.

e The reader who wishes to remain the reader may also be apt to communicate what
he or she believes is expected and/or what is acceptable, but not what might jeop-
ardize a continuing and remunerative relationship with the enterprise.

All this shows that if information is almost costless, knowledge is expensive to
acquire and therefore valuable to possess. It is expensive because it is generated by a
process of reading the environment which requires both time and expertise.

Knowledge is valuable because it is specific and only a few have access to such spe-
cific knowledge. The value may diminish rapidly as others read the same message. If
it were freely and immediately available to all, it would be without value. Strategy
defines what that knowledge is and is based on the possession of such knowledge.
Knowledge is the raw material from which strategy is made.

It is possible to break reading into four separate activities — scanning, monitoring,
forecasting and assessing. This is rather an artificial distinction but it allows the isola-
tion of the key features of the reading process. Each stage is important. In the end all
the reading must be targeted in order to be useful. It can be assumed that all employ-
ees are capable of doing it, in appropriate circumstances. It might be a consulting
firm, a public research organization, a specialist department in the enterprise or the
key decision makers within the enterprise working together and providing an input
relevant to their own domain, however narrow that might be. In the last case there
must still be someone who puts together all the separate pieces of information.

Scanning is the process of acquiring, selecting and processing information which is
relevant to the particular enterprise. Information does not stand out in an obvious
manner, thrusting itself before the reader and offering itself for conversion into
knowledge. It has to be analysed for what is relevant. Because of the amount of
information, scanning has to be done quickly — a rapid and cursory review of incom-
ing information rather than a deep analysis, but it must be an insightful review.

Any reader has preconceptions about the nature of the world. The world has been
likened to an iceberg: a submerged foundation of structures which change only
slowly; a higher level of trends or patterns which manifest the interaction of under-
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lying structures; and above the surface, events which are the individual elements of
such trends or patterns, although difficult to recognize as such. It is possible to have
a good notion of the nature of the submerged parts but also be aware that sometimes
those submerged parts change. The only hint of the change is to be found in the
visible events (see the attempt in Chapter 5 to identify such trends or patterns).

The reader also has to select those bits of information which help to reveal signifi-
cant new patterns. Of particular interest are those which are relevant to the part of
the economy in which the organization operates. The information can come from a
host of different sources, such as the Internet, newspapers, journals and magazines,
or word of mouth.

Scanning involves covering of an enormous amount of ground and a sensitivity to
any news item which hints at relevance. It must involve the use of ‘off-centre’ infor-
mation which is likely to indicate unforeseen or previously unrecognized changes, infor-
mation which is far more important than may appear at first glance. Much of what is
read has already been processed and simply rehashes the known in various guises. It is
necessary to consider what does not represent the conventional wisdom. Knowing what
everyone already knows is not enough. The successful strategist knows already what
nobody else knows — that in itself is a source of potential competitive or strategic advan-
tage. However, it is critical to know more. This is not to advocate that everyone becomes
a contrarian, although it recognizes the rationale of such an approach.

Monitoring requires the targeting of particular types of information as relevant.

m Interpretation of this information may lead to the identification of a new develop-
ment as important enough to constitute a potential threat or opportunity. It may not
be either yet but it has the potential to become so. The change may constitute a mod-
ification of the macroenvironment, that is, large enough to have a significant impact
in the industry with which the monitor is concerned. For example, IBM should have
been monitoring the development of the PC in its infancy, and Microsoft the develop-
ment of the Internet at its birth. The development of the PC and its enormous poten-
tial to change the way communication occurs, or the way in which information is
stored and processed, was clearly something a good reader should have spotted as
early as the 1960s and 70s. Any information relating to such a development requires
careful analysis to see how the issue is developing, whether it will in practice mani-
fest itself as a specific threat or opportunity.

Monitoring often involves the application of theory to data, a shrewd reading of
cause and effect. This requires a knowledge of the theory which enables an observer to
trace a sequence of causal events. Some of this knowledge may be scientific, involving a
deep knowledge of the potential of new discoveries, or it might be economic. It does not
require a genius to link the ageing of the population of developed countries with an
increased demand for medical and nursing care and pensions. Anticipating the direc-
tion of future change sometimes requires the application of such theory, whether
simple or more subtle. The process is one of homing in on a particular sequence of
developments and anticipating the future unfolding of those developments. For
example, demographic change drives many of the political, economic and social ten-
dencies which remake the environments in which relevant players operate. Demo-
graphic relationships are not difficult to read and are more robust than often thought.
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The next stage is the attempt to forecast. This is so important that it is discussed at
some length in the next section. Forecasting is difficult, even for a short period of
one or two years. Stability of key relationships may allow the extrapolation of past
trends — the relevant systems may remain dominated by predetermined elements.
However, unstable times make forecasting very difficult as critical uncertainties
emerge, for example the complex unknown of environmental factors. For longer
periods it is almost impossible to forecast, except in very general terms.

Forecasting involves looking at the future in a systematic manner, notably at likely
macro-change. It may involve generating the kind of scenarios indicated below, and
then considering how such change is relevant to a specific enterprise. The scenarios
may identify various change elements as driving forces — new political groupings,
new fashions in policy, new technologies, extensions of and changes in the market or
dramatically new patterns of consumer demand reflecting a new demographic
picture. All these may constitute elements which drive the process of change. It is
not difficult to recognize the driving forces which are at work in different parts of the
economic system.

For example, it is easy to recognize the relationship between the nature of the eco-
nomic reform process in China and its rate of economic growth, and in turn the rela-
tionship between this growth and China’s strategic role in both Asia and the world at
large. It is also easy to recognize a general process by which growth slows as an
economy nears the frontier of best practice, whether in technology or organizations.
Japan'’s current problems will likely apply to China 20-30 years into the future.

The final stage, after forecasting is complete, is to assess the direct relevance of the
predicted changes to the competitive advantage held by the enterprise, or the risk
environment in which the enterprise has to operate. A key issue is the interaction
between the macro and the micro, the broad aggregative scenario and the specific
scenario relevant to a particular industry. What do the macro-changes mean in
terms of micro-change relevant to an enterprise? Such an ability to look ahead is
vital to the ability to develop effective strategies. What opportunities will help in cre-
ating new competitive advantage or maintaining an old advantage? What threats
are likely to undermine the viability of the enterprise or any of its activities?

Coping with the future

Focus on Practice

Currently a new best-practice plant to manufacture silicon chips, the basis for
computing, communications and all consumer electronic equipment, can produce at a
level which adds as much as 5% to total world productive capacity. The plant is large
and costs US$3 billion or more to build, an enormous commitment of resources. From
300mm silicon wafers, such a plant produces something like three times as many
chips as an older plant using 200mm wafers, with costs 40% lower. There are there-
fore very significant economies of scale which make it impossible for the much
smaller, older plant to compete in a contracting or slowly growing market. IBM's new
Fishkill plant is best practice and capable of producing US$8 billion worth of chips a
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year. It requires considerable technical expertise to build and bring on stream; this is
an expertise which is lost if a company outsources to a specialist ‘foundry’.

Given the supply situation for new plants, there is a need for an enterprise to identify
adequate demand to dispose of the chips. Construction of a plant of the size indic-
ated above is only justified if the output can be sold. It is necessary to look ahead to
see whether future demand will validate any decision to build a new plant. The record
in forecasting demand for chips is terrible. At the end of 2000, the Semiconductor
Industry Association, the leading trade group, predicted for 2001 global demand at
US$240 billion (a 17% growth). In the event the level of demand was US$140 billion
(down by one-third). The errors in other years are less dramatic, but still significant.
They show the difficulties of making such forecasts.

Given the desired size of a new plant, what should the main player do in preparing for
the future? The risk level is high, given the exposure and the volatility of demand,
which will tend to deter investment in new plant. Japanese producers such as Toshiba,
NEC and Hitachi fell behind during the 1990s by failing to invest. For the main players
such as Intel, Samsung and Infineon, there are three options open to them — to work
with a partner, withdraw completely from manufacture or take a risk and commit to
building a new best-practice plant. In order to do the last there has to be confidence
that there is sufficient demand to keep the plants at a high level of capacity utiliza-
tion. This requires a forecast of future demand which is reasonably accurate.

The success of most human activity is based upon some measure of accuracy in ‘pre-
dicting’ future outcomes. As individuals in their everyday lives and as employees in
business activity, all people do this as a regular part of their lives, but unconsciously.
However, the future is by its nature uncertain; exact and successful prediction is
impossible, but it must be attempted in order to attain business success. A sure
failure will follow from assuming that nothing will change or failing to adjust to a
general change in trends or the particular behaviour of a key player.

There are three distinct ways of thinking about the future:

1. To reject the possibility of, or need for, accurate forecasting. This is done on two
opposed grounds:

« It is impossible to forecast, particularly as change is rapid in most sectors of the
economy. This contradicts common sense and would leave no room for an effec-
tive strategy.

* The aim of the strategist is to create the future, or rather to recreate the present,
not to take the future as a given.

This second argument embraces a particular notion of strategy as revolution. In
this situation what the strategist needs to do is to think ahead of action. In the
words of Hamel and Prahalad (1994: 82): ‘To create the future the company must
first be capable of imagining it’ and ‘Companies fail to create the future not
because they fail to predict it but because they fail to imagine it’ (p. 120). This
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view argues that the future is made by many strategists trying to implement their
vision. This activity can be called foresight, the ability to think of the future as the
potential outcome of specific strategy making.

2. To consider a limited number of possible futures, each reflecting a different way
in which key variables might evolve over time. This is usually called scenario plan-
ning or scenario building, and assumes a finite and limited number of likely poten-
tial outcomes, which reduces the level of uncertainty significantly. It is possible to
say something meaningful about the future, which helps to anticipate and
prepare for that future. This approach is premised on the notion that there is
sufficient stability and knowledge of the future to construct different scenarios,
different stories of how the future will unfold. The Royal Dutch Shell Group pio-
neered this way, making explicit a process of scenario building which is often left
implicit. There is no doubt that scenario building is implicit in the way most strat-
egists have dealt with the future. Scenario planning can fill the gap in knowledge.

3. To predict exactly. There are areas where prediction can take the form of forecast-
ing, that is, the exact prediction of an outcome or the attaching of exact probabil-
ities to possible outcomes. There are more of these areas than often thought:

* Demographic behaviour has unchanging elements which make it possible to
look quite a long way into the future, forecasting the size and structure of popu-
lations with some precision

» Technical change also has stable elements which make it possible to foresee the
general nature of a future economy

* Organizational structures have considerable continuity.

In other words there are a significant number of macroparameters which consti-
tute unchanging elements. At the microlevel some industries are mature and
slowly changing. They display little development in market conditions or technol-
ogy. There are clear microparameters within which the organization operates.

Many of the successful predictions that individuals make appear banal. They are
constantly ruling out a host of possible future events, doing this automatically,
assuming that from day to day there is a considerable repetition of behaviour. This
allows the development of routines. Human beings have a propensity to routinize
their activities, partly because this makes life liveable and partly because it is a source
of control, security and efficiency. Such routines allow everyone to save the time and
effort otherwise spent organizing the minutiae of everyday life. Also they prevent
paralysis as the result of the threat of the worst happening. However, such routines
can become inappropriate if unexpected events occur.

It is a reasonable assumption that risk-creating events do not usually occur. In
many areas the present reproduces the past and will continue to do so well into the
future. Stability in any pattern of human behaviour depends on this characteristic.
The persistence of any culture or set of institutional arrangements demands a strong
measure of such stability. However, cultures, corporations or individuals can threaten
their own survival chances by failing to change or adapt to a changing environment.
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Often it is easy to predict that a certain event will occur at an indeterminate date
some time in the future. Many of the superficially unexpected events of the recent
past were not in themselves surprising, but it was difficult to predict their exact
timing. Successful prediction requires more than a statement of eventual occur-
rence, it requires the specification of the exact timing of the event. From a strategic
and business perspective, timing is of the essence. It is often easy to make a vague
prediction; it is much more difficult to specify the precise timing. Getting the timing
right is often the difference between success and failure.

What is often surprising is the speed with which an event unfolds, such as the oil
price hikes of 1973 and 1979 or the collapse of the Soviet Union. A political system
may be observed as under stress but its collapse may be sudden and unexpected. It is
often obvious that an overvalued market will see a correction in the future, but when
will it occur?

In the business world, decisions involving investment of any kind necessarily
reflect a view about the future, a comparing of future income and cost streams
and often an implicit prediction that certain events will not happen. Nearly all
decisions made in the business or economic areas involve reading the future in
some way.

It is necessary to expand on the significance of the time horizon. There are commonly
three different time perspectives, into which any specific strategic future can be
divided — the short, medium and long term.

¢ In the short term, say the next two to three years, predetermined elements may
outweigh uncertainties in importance, allowing successful forecasting and possibly
even a significant level of strategic planning.

e In the medium term, say three to ten years, the number of predetermined
elements diminishes and that of critical uncertainties increases, with the result that
forecasting usually becomes impossible and scenario building, as described in the
text, becomes appropriate and critical to successful strategy making.

¢ In the long term, there are almost no predetermined elements but many
uncertainties so that strategy making often becomes a waste of time. However, an
exercise in strategic thinking might find it useful to consider this far ahead,
especially if the nature of investments in the industry involve facilities which last
this long. The best that can be done is to trace out the unfolding of the main
forces for change.

The length of the various terms in years depends upon the nature of the industry
and the pace of change in its environment. If change is rapid, as in the communic-
ations sector, the short term is very brief. If the industry is a mature one, changing
very little, the short term is likely to be relatively long. In that case predetermined ele-
ments will be dominant and critical uncertainties few and weak. The goal of a strat-
egist is to lengthen the short term, in order to expand the scope for strategic
management, and to bring the long term within the perspectives of the short or
medium terms. The means for achieving this is to reduce the level of uncertainty by
reading the environment appropriately.
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Figure 4.2 The different time perspectives

By its nature strategy relates to the future. How far should a strategist look into the
The planning future? It is useful to ask a series of rather obvious strategic questions which help to
period answer the bigger questions:

e How long does it take to design a new product and put it on the market? The
time taken depends whether the new product uses the existing competencies of
the enterprise. It also depends on the sophistication and complexity of the product.
In some cases, where no new competency is involved and in an industry in which
the turnover of new products is swift, the time period might be very short.
However, in other cases the period is much longer. Ten years is not a long period
for an airliner or a motorcar, if the innovation is to introduce a whole new family,
much shorter if it is a variant within an existing family. Even a pharmaceutical
product takes up to ten years to develop and put on the market.

e How long does it take for an enterprise to completely change direction, that is, to
change an underlying generic strategy? This may involve developing competitive
advantage in completely new industries and acting strategically in a completely
different way. The period may be five or six years if it is a well-developed strategy.

e How long does it take to change a corporate culture, and/or restructure an
enterprise? Probably even longer, maybe ten years if it is to be done effectively.

e How long does it take to create a new brand name? Sometimes months, more
probably years and on occasion decades.

All the changes which have significant strategic implications take much longer
than usually assumed. Often there is a minimum time period of five years, some-
times ten years might be required. Strategic management or planning, rather than
strategic thinking, involves much shorter periods of time. Strategic planning may be
relevant only in the shortest of periods when the stream of events is predictable.
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Unpredictability necessarily shortens the relevant time period. If competitive advan-
tage changes quickly, this may cause the time perspective for strategy to be short-
ened. Different decisions require different time perspectives.

Strategic thinking can be relevant to long periods of time, decades during which
significant trends work themselves out, offering both opportunity and risk. It may be
possible to anticipate in broad terms technical change or changes in demand patterns
which will occur over a longish period of time.

The relevant time perspective depends on the nature of the strategist but it also
depends upon the nature of the sector in which the strategist is operating. There is a
tension between these two time frames. Should the strategist as strategist, and not as
a private individual, assume the enterprise has eternal life? Or does he or she discount
the future so strongly that he or she ignores events beyond a target date in the near
future? The answer to these questions, highly specific to particular sectors of the
economy and particular enterprises, helps to determine the relevant time horizon for
strategy. Aligning the time horizon of different strategists within the same organization
and different strategic partners is one of the major problems in strategy making.

For the enterprise the length of the product cycle is relevant. This reflects the nature
of the industry because the rate of change varies from one industry to another, and
also because the investment in facilities or products is for different periods of time.
Some industries see rapid rates of change which obscure the likely outcomes of strate-
gic decisions:

e Some industries, such as clothing, require new products or new styles every year.

e A personal computer has to be changed every three years because the speed of
technical change and the improvement in the underlying technology is so dramatic.

e Others, such as resources sectors or public utilities, demand a much longer
perspective. A power station, a harbour facility or an airport might take years to
make operational and might last for 20 years, at least in its main configuration.

The answer to the big question is that there is no one planning period. There are a
multitude of different time perspectives relevant to different kinds of strategies,
decisions and industries. There is no simple answer and no simple formula.

All successful enterprises surviving for a significant period of time anticipate future
events with a degree of accuracy sufficient to avoid the full negative impact of signif-
icant risk-creating events. They also anticipate the conditions of opportunity under
which they can create a temporary monopoly sufficient to generate a stream of
above-normal profits, in whatever area they are operating. In other words, they can
make a strategy which both ensures survival and, beyond that, significant enterprise
development.

There is, however, a potential for prediction built into any theoretical model of
behaviour. Recognizing and identifying causal mechanisms allow an observer to
follow a chain of events as they unfold. Practically, and perhaps intuitively, some get
it right sufficiently frequently to reap impressive rewards — witness Warren Buffett,
for example — but generally the record is poor. There is a paradox in the contrast
between the need for implicit prediction in many areas of life, indeed in any area
which involves decisions with implications stretching well into the future, and the
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limited success of explicit attempts to actually predict on a systematic basis. It is
important to have a clear understanding of the limitations of prediction.

There is one area where prediction is a precondition for success and a continuous
process. The commercial offer of insurance is an area which, for its viability, depends
on successful prediction. What is predicted is the typical behaviour of large numbers
of people, not specific individual scenarios. Insurance has been on offer for many cen-
turies. Predicting actual outcomes for one particular individual, enterprise or society
is one thing, predicting a probabilistic outcome for many is another. Insurance profits
from the law of large numbers. Insurance is possible where there is a sufficiently large
body of data and low probability of an event occurring to make premiums small
enough to be affordable and claims infrequent enough not to create even a temporary
financial embarrassment. Successful insurance requires a repetition in broad terms of
past behaviour. The future in some sense reproduces the past and can be extrapolated
from that past. Nevertheless, the unexpected can create losses even for insurance
companies, as can be seen in the Strategy in Action on Lloyd’s in Chapter 14.

Insurance requires a clear view about the probability of certain events happening in the
future. Insurance against public or professional liability is an essential risk management
strategy (see Chapter 14). It is extremely difficult for any organization, either public or
private, or indeed for any vulnerable professionals, such as doctors, travel operators or
sportspeople, to operate without a public or professional liability insurance. This also
applies to those who organize festivals, carnivals and special events of various kinds.

Such an insurance provides a means of controlling a particular kind of risk and guard-
ing against the negative consequences of the occurrence of certain risk-generating
events. The ability of a person suffering harm of some kind, whether a customer or not,
to sue the responsible agency for negligence creates the potential for very large losses
for that agency, which it is better to guard against. Negligence arises because of a
failure to maintain the quality of a facility or service, a failure which might result in
injury or damage of some kind. The same principle applies to the conditions of employ-
ment and their impact on workers. Or it might apply to the provision of services by
various arms of the government. A pedestrian tripping up on an uneven pavement can
be a cause for litigation against the local authority responsible for the pavement.

There are three separate problems which contribute to these difficulties and there-
fore potentially the costs of the organization, all involving an element of uncertainty
about the future and therefore ignorance:

e The degree to which individuals, sometimes encouraged by certain law firms, are
litigious. How likely are those suffering injury to sue? How far do those held
responsible accept responsibility for the consequences of risk taking?

e The frequency of such events. The problem is twofold:

1. There may be a long period between cause and effect, such that the initial
cause is not immediately recognized as such. The effects are long-tailed. They
may go unrecognized for a significant period of time. They may threaten a
large number of people in a completely unforeseen manner.

2. Which events should be counted?

¢ The attitude of courts, since they define the nature of negligence and the penalties
imposed. In the nineteenth century the courts in the USA usually found against
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those who were the victims of negligence, particularly in the area of business
(Scheiber 1981: 103-11). In this way they minimized the costs to business as the
new industrial economy emerged. Today courts are much more likely to make large
awards to such victims.

In a litigious society in which courts are victim-friendly, any negative impact can
result in a case in which an organization is sued for negligence. The chain of causation
may be long and indirect. The damages awarded by a court can be so big and the
number of individuals affected so numerous that they threaten the very existence of
the organization.

Without insurance, the organization might not be viable. In many cases the enter-
prise might find that potential customers insist that there is appropriate insurance in
place. They will do this in order to ensure that they themselves are protected. The
problem may be the size of the premiums. For small or medium-sized enterprises this
may be a very real problem.

Successful strategic thinkers must have a view about the future. They should be
able to read when human behaviour is stable and can be relatively easily anticipated,
including the special case when the law of large numbers allows easy interpretation
of probabilities or when theory provides us with sequences of linked cause and
effect, confirmed by empirical analysis. In such a case change is described as endoge-
nous. They must also be able to read when there is a good chance of a change in
trend, or an event indicating such a change, which has the potential to remake a sig-
nificant part of the environment. Such thinkers also accept the inevitability of the
occurrence of some events which can only be described as exogenous, those without
obvious immediate cause and not part of any obvious pattern of past behaviour. On
deeper analysis there are few such events. The vast majority of unforeseen disasters
which have afflicted enterprises should have been anticipated by them. The aim of
the strategist is to convert all exogenous events into endogenous ones by finding a
theory which helps to predict the chain of events. The aim, in the words of Watkins
and Bazerman (2003), is to convert unavoidable surprises into predictable surprises.

There are good reasons why prediction often fails, but it is not because it is impossible
to predict. In fact, the reasons for failure are easily understood and thus can be
addressed. The failures arise in three main areas:

1. recognition: not identifying the threat in the first place

2. prioritization: not according the threat the significance it deserved, even if you
recognize it

3. mobilization: not committing the resources needed to cope with such a negative
event.

This chapter is concerned with the first two areas. Scenario building, as described
below, can deal with them. The reasons for failure are:

* psychological: resulting from various cognitive biases, usually the result of a self-
serving orientation which means that we see the world as we want it to be, not as it is
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* organizational: resulting from the fragmentation within any large organization of
information and responsibility, a tendency which means that nobody sees the
whole picture

* political: resulting from flaws in the decision-making process which allow interest
groups to push their own barrows.

The implications are obvious. Any prediction process must be structured to avoid
them. It should include outsiders to stop the self-serving bias of insiders, and involve
cross-functional and cross-departmental teams to stop fragmentation.

There are various ways in which a strategist can deal with an uncertain future. In
some way the strategist must construct a likely future and then run a strategy
against this construction. The strategist has as his or her goal the translation of
information about future events into knowledge. This involves a process of selection
of the relevant information.

There are three main methods of doing this. The first two involve running different
strategic options to test their robustness to changing external events:

Methods of
dealing with

uncertainty
about the
future

1. Contingency testing assumes the prior existence of a strategy and involves testing
its robustness, its vulnerability to various contingencies, that is, the occurrence of
various events. In this the strategist evaluates the effect of a given contingency
on the strategy, that is, any event or set of events which may cause serious diffi-
culty in the achievement of the objectives of the strategy.

2. Sensitivity analysis in which the values of different key independent variables are
varied to test which ones are critical to strategic performance. One such variable
might be the level of demand for the product(s) or the cost of a vital input. Some
variables can change by a large amount but do not have a serious impact on
strategic outcomes. Others require only small changes to have such an impact.
Again this assumes the previous formulation of a strategy which is then tested
for its robustness.

3. Scenario building which is more ambitious in its scope than the previous two but
is ultimately the only approach which directly confronts the uncertainty of the
future. Scenario building does not assume the previous existence of a strategy.
Scenario building has an important strategic role to play. It can be used to
encourage staff to become keen readers of the environment.

Different kinds of risk

Uncertainty about the future creates an environment of risk for the enterprise. In this
context, risk is interpreted to mean the possibility of some unforeseen event impart-
ing a significantly negative effect on a key performance indicator, such as profit.

Risk-generating events are common and constitute part of the environment of
every organization. Risk exists at all levels of society. There are risks which could be
regarded as specifically global and those which are national, industrial, organiza-
tional or even individual.
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There is some evidence that global threats are appearing with increasing frequency
and having a more significant impact than in the past. Global risk takes a number of
different forms:

* epidemic disease, whether human, animal or even plant, which does not respect
national boundaries. These have been around for millennia. There are numerous
examples: for humans, AIDS, SARS and new virulent strains of malaria; for
animals, mad cow disease and foot-and-mouth disease; and for plants, rusts and
smuts and, specifically for vines, phylloxera.

 general economic depression, the last major case being the Great Depression of
1929 and after. Some financial crises, such as the Asian economic crisis of 1997,
only affect particular regions of the world.

 world war, such as the two wars of the twentieth century in 1914-18 and 1939-45
or a war which expands beyond a single country either in locational impact or the
level of involvement of other countries — the Gulf War of 1991 certainly qualifies,
the Iraq War of 2003 probably.

* acts of international terrorism.

* the impact of global warming and other environmental damage, such as acid rain
and the depletion of the ozone layer.

* avirulent computer virus.

Such risks consist of threats which extend beyond international frontiers, and
cannot be dealt with solely on a national level, but require global control. However,
because of the weakness of international organizations and international law, they
usually have to be dealt with at the national level and by ad hoc international coop-
eration between the affected nation states. The rising importance of such threats
may encourage the process by which enterprises become truly global. It may also
encourage the strengthening of global institutions. It throws more importance onto
the global institutions which do exist, such as multinational enterprises.

As we saw in Chapter 3, country risk arises mainly because of the existence of multiple
sovereignties and multiple currencies. The existence of national boundaries is central
to the notion of country risk. It is the risk which arises because of the increasing inter-
action between nation states. Any global activity must take account of country risk.
Chapter 6 explores fully the meaning and significance of this concept.

Industry risk arises because of the different characteristics of different industries.
These characteristics involve different competitive conditions, technologies and ways
of satisfying consumer demand. The rate of change of these environmental condi-
tions within different industries also determines the incidence of risk.

The risk

matrix

Focus on Theory  Any enterprise operating on the global scene in specific industries must consider a
combination of country and industry risk. It is probably best to picture the risk envir-
onment of an enterprise as a risk matrix in which country risk is on one axis and
industrial risk on the other. All enterprises are faced with this matrix of risk, shown in
Figure 4.3.
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Figure 4.3 The risk matrix

e Investing in 3G technology in the telecommunications industry in Indonesia might
be an example of A

e Investing in the gas extraction in the Persian Gulf might be an example of B

e A commitment of resources to the steel industry in the USA might fall within C

e Investing in computer software in Ireland might be an example of D.

The enterprise has no choice but to take account of the higher level types of risk not
specific to it which are filtered down and have an impact on its performance. Enter-
prise risk, however, exists over and above the matrix of risk referred to above. It com-
prises the issues specific to a particular enterprise, notably its creditworthiness, which
in its turn reflects both its economic viability as a profit-making organization over
the medium to long term and its ability to remain liquid and crisis-free in the short
term. This risk can be further broken down into its different components. A common
classification for any enterprise would include the following but this is far from being
the only possible classification (Saunders, 2000):

Enterprise
risk

e Price, specifically interest rate, risk

This is the risk of an unexpected change in price, particularly of the price of capital.
The latter has a particular importance since it can affect the value of all assets since
it changes the basis for capitalization.

Some price change is anticipated but price risk refers to the non-anticipated change.
Price change can be systematic, that is, affect all markets in the same way. On the
whole businesses prefer a moderate degree of price inflation, say 2-3%, to any level of
deflation or a more significant level of inflation. This is because a moderate rate also
inflates nominal profits without disrupting the economic system and diverting invest-
ment into particular kinds of inflation-proof assets.

Risk also arises from individual price movements, again when they are unexpected.
It is sometimes possible to anticipate the effect of a change in market conditions, as
demand runs ahead of supply or vice versa (see the scenario-building exercise on the
price of oil later in this chapter).

* Differing maturities risk
This is the risk which arises because of the different maturities of assets and liabili-
ties held by an organization and combines with unexpected interest rate changes to
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create a vulnerability for enterprises. This is particularly true of financial institutions
but it applies to any enterprise which has assets and liabilities whose maturity date
differs and therefore can only be liquidated at different times.

* Off-balance sheet risk

Not all obligations show up on the balance sheet. Loan guarantees do not, but they
create a vulnerability to risk. Enterprises often deliberately create entities which are
off-balance sheet to which they shift costs or liabilities from the balance sheet in order
to make their profits appear higher and raise their share price. A special case of an off-
balance sheet entity is the captive insurance company set up to insure a risk specific to
an enterprise. Such an entity is not a genuine controller of risk.

* Operational risk

Breakdowns occur on the operational side, which halt production or threaten the
economic viability of the enterprise. There are a variety of sources —labour troubles
such as strikes or working to rule, resource scarcities or power cuts. These may arise
as a consequence of events completely beyond the control of an enterprise. The
cause may also be a fault in engineering systems or a problem of quality control. It is
critical to spot such a change quickly.

o Technical risk

The introduction of new technology always brings unforeseen teething problems. It
is often much more difficult to bring a new technology on stream than usually
thought or planned (see the case study on 3G wireless technology in Chapter 8). In
any event, the disruption resulting from the introduction of new systems is a source
of risk. The new technology may not initially deliver what is expected.

* Liquidity risk

An enterprise sometimes does not have the cash to meet its immediate obligations,
which may have increased above the norm, although in every other sense it is a
viable concern. There may be a bunching of demands which cannot be met from
working capital or cash reserves available at the time.

* Insolvency risk

The basic cause of insolvency is the inability to make a profit over a significant period
of time. It is illegal in most countries for directors of an enterprise to allow it to con-
tinue operating if it is insolvent. Enterprises can continue to operate if they can
command financial resources. Amazon.com continued to trade without making a
profit, and continues to make only a small and uncertain profit. It never became
insolvent because it continued to command the necessary financial resources to
operate. If an enterprise ceases to be creditworthy and cannot raise new resources, it
is in danger of becoming insolvent.

* Political risk

Politics intrudes into the life of an enterprise through policies which impinge
directly on almost every feature of its economic life. These policies range from tax
changes to changes in the regulatory environment, and from foreign policies to
social welfare policies. A change of policy can have a profound effect on an enter-
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prise. Policy can change for various reasons. The critical issue is anticipating such a
change of policy, which is usually easier to achieve at the domestic rather than
international level.

o Transfer risk

Exchange rates change with direct and indirect effects on the revenue and cost
streams of an enterprise. There is a translation problem, dealing with the accounting
implications of the change in values. There is also a transfer problem, moving funds
between countries at exchange rates which are unexpected. There is also an economic
problem, which arises from the combined impact of price changes and exchange rate
changes. Exchange rate changes are linked, in the medium term, with relative price
changes in a complex chain of cause and effect. Both kinds of change need to be con-
sidered simultaneously.

Other kinds of risks are referred to in the literature but they are not strictly compa-
rable since they apply at different levels and in different ways. They also overlap in
both characteristics and outcomes. They all involve the unexpected happening and
a failure to forecast accurately.

Risk-generating events which have an impact at all the levels discussed above can
and do occur. There are decision makers of varying importance at all these levels
trying to cope with or manage the different kinds of risks. General risk management
has to be built at these different levels into each and every strategy adopted by organ-
izations. While there is a trade-off between risk and return, it is clearly in the interest
of all decision makers to minimize risk at any given level of return.

Scenario building

Scenario building is a technique developed in the nineteenth century by the military
for the conduct of war games. The pioneer work in extending the technique to the
business world was done during the 1960s and early 1970s by Peter Schwartz at
Royal Dutch Shell, with some significant success. As a result it is sometimes called
the ‘Shell method’. It has since moved beyond this limited sphere as individual prac-
titioners have moved on from Shell.

Underpinning any reading of the general environment is the aim of generating
scenarios which represent different views of the future. This can be done explicitly or
implicitly. Most of us do it implicitly all the time. It is better done explicitly so that the
strength of assumptions made can be spelt out and tested. The problem is finding the
necessary time and resources to do a proper job. It is also often necessary that the full
implications of different scenarios are explored.

Any major decision assumes a twin scenario for reading the future:

1. a goal scenario expressing the aims and objectives of the individual or enterprise
and how they might be realized

2. a general environment scenario, specifying the changing nature of the context in
which the individual or enterprise seeks to fulfil these goals.
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How many

scenarios?

There are therefore both microlevel and macrolevel predictions, those made by indiv-
iduals in the course of their everyday lives or organizations in the course of their
business activities, and those made at higher levels, concerning the unfolding of
events at the global or national levels which reflect an expectation of how a host of
micro-actions made by others will unfold and interact.

This dichotomy is matched by two very different purposes in scenario building:

1. To assist in making a particular decision. The nature of the decision helps to give
scenario building a focus. The process of scenario building has a finite life, corre-
sponding with that of the analysis which precedes the project.

2. As a perception device, one which alerts all the participants in strategy making to
future opportunities and threats. This assumes that the process of strategy
making should involve as many as possible of an organization’s managers. It
encourages all to engage in strategic thinking. This second kind of scenario build-
ing is an ongoing process.

Scenario building is best done when an uncertain future presents several discrete
and identifiable alternatives. ‘Scenarios are a set of reasonably plausible, but struc-
turally different futures’ (van der Heijden, 1996: 29). It is more difficult if there is a
continuous range of possibilities, or if there is complete ambiguity concerning the
future, which may be the case if an organization looks too far ahead. In the medium
term, complete ambiguity is extremely unlikely. In any event such ambiguity can be
removed by the preparatory work done on scenario building. Even a continuous
range can be reduced to a finite number of possibilities, with some having markedly
higher probabilities than others. The chosen scenarios are initially seen as equally
likely to occur. The key issue is the underlying structure of cause and effect which
defines the separate outcomes.

Usually it is enough to generate a minimum of two, three or four scenarios from
which to select the most likely outcomes, but which also allow decision makers to
accommodate other possible scenarios, should they be realized. The number of sce-
narios will reflect the nature of changes which might occur. There may also be sub-
scenarios which are variants of the main scenarios.

The problem with using three scenarios is that two of them will tend to be classi-
fied as at the extremes, an optimistic and a pessimistic view of outcomes, and the
third, in the middle, seen as the most realistic. The last will inevitably be taken as the
scenario most likely to eventuate. It is preferable that the different scenarios
represent real differences in the way events might unfold, not some average of possi-
ble outcomes, which itself is not really a possible outcome. It is not sensible to
exclude extreme outcomes by simply averaging all possibilities. Weighting possible
outcomes by their probability produces a similar kind of result, that is, a single fore-
cast, but not a result which is helpful for strategy making. Scenario building is
usually set up to avoid an oversimplistic approach to forecasting and take full
account of the uncertainty which exists.
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There are three main components of a scenario which must be identified and distin-
guished. The illustrations are from an imaginary scenario-building exercise to fore-
cast the price of oil:

1.

The driving forces: those factors which ensure that any system changes and then
mould the nature of the new system and the way in which it changes. For the
determination of oil prices they might be:

» Environmental concerns requiring the reduction in the consumption of carbon
fuels and encouraging energy efficiency and the development of alternative
sources of energy

e Muslim fundamentalism and the nature of international conflict in a post-Cold
War world, particularly as it relates to issues relevant to countries in the area of
the Persian Gulf, including Israel, and members of OPEC (Organization of
Petroleum Exporting Countries)

* The energy position of both developed and rapidly growing economies, for
example the rising dependence of some major oil consumers — USA, Japan,
China and India — on imports from the Middle East.

. The predetermined elements: those factors from the past which continue as before,

providing stability to any system:

 The size of existing oil reserves, and the level and rate of growth of potential
production in the near future

e The relationship of energy consumption to economic development as deter-
mined by the nature of known technology

 National and cultural divisions in the world.

. The critical uncertainties: the areas where there are markedly different possibilities

but whose influence will determine the nature of the new world (see Schwartz,

1996):

* The possibility of an ‘oil shock’ of various kinds. This might take the form of a
war which closes significant facilities or the overthrow of moderate political
regimes in oil-producing countries

 The exact rate of growth of the world economy over the medium to long term,
with the implied level of world activity in ten years time

» The strength of environmental pressure to reduce carbon fuel use and the level
of investment in new technology determining the economics of alternative
energy sources

 The external political environment of OPEC countries

» The nature of political regimes in OPEC countries such as Saudi Arabia and
Iraq

 The state of the Israeli/Palestinian conflict

» The productive potential and attitude of non-OPEC oil-producing countries.

There are a number of steps in building a scenario (Schoemaker, 1993; Schwartz,
1996). The following exaggerates the number of steps, but does so in the interests of
spelling out exactly what needs to be done. In practice the process can be simplified.
It also indicates how this might be done if the aim were to forecast the price of oil.
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This involves defining the scope of the exercise, which can vary according to the
nature of the problem under analysis. It is helpful to start with a specific problem, or
decision to be made, which provides focus and concentrates attention on a limited
area of interest. This could take the form of a specific question: should the enterprise
make a particular investment? Should it enter a particular market? Should it, as part
of a policy of diversification, acquire an enterprise in a quest to enter a new indus-
try? The problem to resolve might be whether to open a new oil or gas field and
undertake the enormous investment required.

It is possible to examine the scope. Is it a big problem with macro-implications? Or
is it a micro-problem with restricted links to the macro-scene? In the former case
there are broad questions to be asked. They may not be simply economic. In the latter
it may be that the problem is more circumscribed and limited to economic or
business issues. For example, for the price of oil, the interest might be:

* A broad one, that of a government considering the implications of oil import
dependence at different price levels, particularly if it concerns an unstable region.

* A narrow one, that of an oil company wishing to open up a new oilfield, asking the
question whether it should do so. The decision might hinge upon the level of the
price of oil. Or an automobile producer planning a new car, where the type of car,
with its power source, its planned size and engine capacity, might depend on the
price of oil (see the case study on the HEV in Chapter 5).

Macroeconomic stability is usually understood in the context of the movement of
aggregate prices. Those who have grown up in the postwar world have lived all their
lives in a scenario of persistently rising prices or inflation. This has not always been
the normal condition. Throughout history there have been significant interludes of
falling prices, not just brief adjustments after wars or other events (for the regularity
of such cycles see Fischer, 1996). From 1873 to 1896 the general price level fell consis-
tently, and it did so again in the 1930s. Today prices are falling in a number of signifi-
cant Asian economies, notably in Japan and China. There is some concern that the
world is about to enter a new interlude of falling prices.

Falling prices create a much more difficult scenario for most decision makers than
rising prices, particularly if there is a high level of debt in an economy. The real value
of debt rises in a situation of fixed nominal debt value and falling price and income
levels. However, if the fall in incomes lags behind the fall in prices, consumers benefit.

There are two factors which might cause deflation:

1. A tendency of potential output to run ahead of actual output and create an
output gap. Excess capacity is really a symptom of the problem since it is in
theory possible to lift demand to the appropriate level. The 1870s’ deflation was
associated with the massive surge in agricultural and commodity output which
resulted from the opening up of new areas of settlement in the world. The
primary sector led the way. Today the excess output is much more likely to be in
manufactured goods, automobiles for example. If output grows at less than its
potential rate of 3-3.5%, surplus capacity will appear and grow, especially if the
disparity persists for a number of years. The growth of the Japanese economy has
limped behind its potential to produce manufactured goods, as a result of a
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stagnant domestic market — export markets cannot take all the surplus. Attempts
to sell the surplus on world markets tend to push down prices on these markets.
2. A failure of combined fiscal and monetary policy. In theory it is not difficult for
governments to prevent an economy moving into the deflation zone. If the
government allows the economy to move into the deflationary zone, it is difficult
to reverse the movement since it becomes self-reinforcing as consumers postpone
purchases to take advantage of lower prices later and react to a declining wealth
effect. As Keynes rightly pointed out many years ago, there is a liquidity trap since
it is impossible to shift interest rates below a minimum threshold level, which might
be zero or something close to it. Deflation keeps the real rate of interest above
zero even if institutions literally give away the money at zero interest. It is not
always possible for government deficits financed by printing money to solve the
problem, since a decline in confidence can lead to an accelerating decline in private
consumption and investment levels which more than offsets government increases.

It is an important task to anticipate price movements, particularly during the transi-
tional periods when the direction of movement is reversed. Scenario building can be
used to explore the paths which might lead to varying rates of change — rapid price
inflation, significant deflation or relative stability.

This involves identifying the key players and driving forces in the environment imme-
diate to the problem. This requires knowing who the main stakeholders are since they
will define what is meant by success and eventually indicate whether success has been
achieved. What exactly would indicate success for them? Very often profit is the key
performance indicator. What factors influence whether success is achieved for players
other than the owners? Who is likely to be affected by the success indicators?

The interests and actions of the main stakeholders are a vital part of the exercise
since their responses to ongoing events will help to determine the actual outcomes.
Some players may not be stakeholders in the narrow sense of the word. Their actions
may be unconnected with the problem area. The forces which affect all groups may
differ widely, including everything from changes in government policy to immediate
environmental concerns.

In the case of oil, the main stakeholders are the governments, the owners of the
enterprises which produce and use oil or produce and sell products complementary
to oil or oil-using products, and those who manage or work in such enterprises:

» For the governments of oil-producing countries, revenue from excise taxes or
directly from oil sales is the main success indicator. It depends upon both price and
quantity sold.

* For the government of an oil-importing country, it might be to keep the cost of
such imports at a manageable level.

* For an oil company or an automobile producer, profit is the main performance
indicator. In the first case, the price has a direct impact on profitability, in the
second an indirect impact, since the demand for automobiles and their use when
purchased will reflect to some degree the running costs of cars, including the cost
of the petrol consumed.
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This involves identifying in a general way the three factors which influence out-
comes: the driving forces which underpin the motivation and actions of the key local
players; the predetermined elements which provide stability; and the critical uncer-
tainties whose unfolding underpins the existence of markedly different scenarios.
The predetermined elements will be the same for all the scenarios. What distin-
guishes one scenario from another are the critical uncertainties.

This step requires identifying the basic trends which are relevant to the area under
analysis, specifically the macro-driving forces operating in and on that industry. It is
breaks in trends, or large unexpected events, with which it is most difficult to deal.
Are there technical changes which are revolutionizing the methods and costs of pro-
duction or the use of the product or service? Are there demographic changes which
are changing the nature of demand? There is a need to link these in a theoretical way
to performance indicators which are important to the enterprise.

Probably the chief driving force in the oil industry is the behaviour of OPEC. The
conditions of supply and demand remain stable over time. Most oil production in any
period comes from existing fields. Reserves are well known. Equally, in the short
term, demand is relatively fixed, except that the level of activity in the world
economy determines the overall level of demand, which fluctuates with the business
cycle. The overall supply and demand conditions create the environment in which
OPEC seeks to set the price. In normal circumstances OPEC seeks to fix the price at
between $18 and $24 per barrel. There are four critical uncertainties:

Step 3

1. the general political environment

2. how far OPEC remains united and reacts in a concerted way to changes in that
environment

. how non-OPEC countries behave in response to OPEC initiatives

4. how much of world production OPEC controls.

w

The fourth step is to focus on the identity of the key uncertainties and investigate the
levels of uncertainty associated with them. This involves identifying the areas of crit-
ical importance which have a significant impact on outcomes, but where it is uncer-
tain what might happen. Is government policy a critical variable, or is technical
change more important?

For example, in the oil industry it needs to be asked whether OPEC will limit pro-
duction in the interests of higher prices. Or will production in countries outside
OPEC increase in a way which undermines OPEC’s ability to control prices? Or is it
the overall increase in the level of demand for oil, which reflects the rate of growth of
the global economy, that dominates, rather than supply factors?

What determines the behaviour of OPEC? What are the influences beyond the nar-
rowly economic? The political situation in the world, in particular in the Middle East
is a major factor in this, as the price hikes of the 1970s showed. The state of the
Israeli/Palestinian confrontation, the role of Iraq and its stance vis-a-vis the outside
world, Islamic fundamentalism and its popularity, the nature of the regimes in Iran
and other oil-producing countries are all key issues.

How homogeneous is OPEC? Equally, how far can OPEC persuade non-OPEC coun-

Step 4
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tries to go along with it? Specifically, what are the policies of countries such as
Russia, the former Soviet republics, Norway and Mexico which are possibly impor-
tant sources of new reserves of oil and significant reserves of gas that are competit-
ive with oil?

This involves a first drafting of possible scenarios since the main themes, or scenario
drivers, have been identified. There should emerge a clear logic for each scenario, a
sequence of causes and effects. If, for example, there are two key variables, these
could be presented as a matrix which offers four possible scenarios. The price of oil
which determines whether a new field is economic to develop may reflect the price
and production policy of OPEC and the supply of oil outside OPEC. At this stage the
scenarios take a crude form but the main variables are all put into place.

The scenarios involve the choice of a plot or narrative story, of which there are a
number of different kinds. It might be one in which there are winners and losers — a
zero-sum game — or it may involve a particular challenge and response or simply be
part of a process of evolution of an industry or market. The scenario may reflect the
nature of that narrative story.

A preliminary outline of the oil scenarios might develop three possible outcomes
from the unfolding of the element(s) of critical uncertainty:

1. At one extreme, it might assume a resolution of the Israel/Palestine problem and
the prevalence of moderate Arab governments in charge of the oil-exporting
countries, with a decline in the influence of extreme views. It would also assume
a resolution of the problems in Iraq.

2. Atthe other extreme, there is the continuation of major conflict, and the domina-
tion of fundamentalist governments prepared to use their oil muscle to reduce
output and push up the price of oil as a political weapon.

3. In between these two extremes, there is the continuation of the present uncer-
tainty, with unresolved conflicts and a mixture of moderate and fundamental-
ist regimes. This regime may be an uneasy one, punctuated by intermittent
crises. In this case there are occasional events which threaten to destabilize
the situation.

These possibilities give us the basis for three scenarios, which represent three feasi-
ble futures:

1. Arelatively low oil price of $10 per barrel
2. A price at the high end of $30
3. A medium price of $20 which is close to the level before the Iraq War of 2003.

The sixth step is to check the scenarios for consistency and plausibility. At this stage
this is not a full reality check, more a check of the internal logic or coherence of the
narrative story, and a cursory evaluation of the persuasiveness of the scenario con-
structs. Do they look and feel right?

At the same time it is possible to develop them into what can be called learning
scenarios, in other words, to try to give expressive titles to the relevant scenarios, titles
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which encapsulate the essence of these scenarios, identifying their nature. These
titles should sum up the possible outcomes and highlight the essential features of
these different scenarios.

Ericsson, the large Swedish multinational, conducts a major review of the telecommu-
nications industry every two years, using scenario building. At the last review Ericsson
identified three main scenarios, distinguished by which sector of the industry would
attract customers first, and therefore was likely to be in a strong position to fashion
the tastes of the consumer in the future.
The scenarios were called:
1. Grand traditionalonie: the major carriers will continue to dominate the industry
2.Service mania: companies providing the Internet and information services will
dominate the market, with customers taking whatever carriers and devices these
companies provide with the deal
3.Up and away: the hardware manufacturers dominate and customers simply accept
whatever services and software come with the PC which they buy.

Peter Rule, director of strategic development at Ericsson, indicated that Ericsson had
tended to opt for scenario 3 as an accurate description of the unfolding situation.

It is possible to label the oil price scenarios to give them some focus. The first could
be called peace reigns, the second, clash of cultures and the third, continuing instability.

The peace reigns scenario means that political intervention in the market deter-
mination of price is mild and the price simply fluctuates within the desired range
according to market conditions. If there is significant growth in the developed
economies, the price may be relatively high, at around $24; if these economies are in
recession, the price may be at the lower end, at about $18. Even in this scenario, if
OPEC loses its control over price as new producers enter the market, or as members
become free riders maximizing their own advantage by increasing production and
hoping that price stays up, prices could drop to $10 per barrel, particularly if the
world economy is in recession.

The clash of cultures scenario means that production will be badly and signifi-
cantly affected by damage to wells, deliberate curtailment of production or embar-
goes and sanctions from outside. Depending on who was affected and by how much,
and how far producers outside the area could compensate for lost production, the
price may rise to $30 and above, in some cases well above, even to a level of $50.

The continuing instability scenario is the most difficult to interpret. Within this sce-
nario, there might be a whole range of possible prices, from $10 to $30, possibly all
these prices at different times. It depends on the exact mix of economic conditions, the
strength of OPEC, the share of oil production accounted for by OPEC and the nature of
the political environment at the time.

This comprises fleshing out the scenarios, including the gathering of detailed infor-
mation which can be fed into the analysis as the basis for the different scenarios,
broadly through the process of scanning and monitoring described earlier. On the
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basis of the previous analysis, research needs can be identified and action taken to
find the information, if it is not readily available.

This step might include the application of quantitative techniques, including model-
ling where appropriate. The key issue is to use quantitative techniques as a servant, not
to allow them to become the master, and avoid giving the analysis a spurious degree of
accuracy. In most cases this will result in the construction of a number of possible nar-
ratives, showing how the economy moves from point A to point B, point C or point D.

This stage involves developing a narrative of how, in each oil price scenario, the
political situation will develop and how OPEC will respond to this situation. This
needs to be done at different levels, both at the global political and economic level
and at the level of the oil producers themselves. This is a major task. For example, it
requires an analysis of the stability of key regimes such as Saudi Arabia and Iraq.

This involves the drawing out of the implications of the scenarios. How do they look
in terms of the decision being made? Does the identity of a realistic scenario make a
difference to a project decision? Under how many and which scenarios should the
decision be made? Part of the analysis is to assess the impact of these scenarios on
the performance indicators of the enterprise. If only one scenario indicates success
and this is an unlikely outcome, then the decision is obviously a risky one. If one or
more scenarios give a result which is not as positive as might be desired, then it
might be worthwhile to see how the result could be improved under the relevant sce-
narios. Such work enables more robust results to be derived. This allows the analysis
to evolve towards clear recommendations on making particular decisions.

The number of realistic scenarios may differ according to the nature of the
balance between the different elements. Different probabilities could be attached to
these scenarios but it is better to assume equal probability. It is important not to
exclude consideration of all scenarios but the most probable. The key issues are the
causal mechanisms which explain the unfolding of the different scenarios, not some
artificial estimate of probabilities.

At this stage it is necessary to start to draw out the implications of the scenarios
for the decisions. Are the outcomes sufficiently different to make a difference to any
decisions to be made, whether by governments or private enterprises? Are there ways
of making a strategic decision more compatible with all scenarios?

The final step is to identify some leading indicators which are easy to monitor and can
tell us which scenario is being realized. These are sometimes called signposts. The
greater the logical coherence built into the scenarios, the easier it is to draw out such
leading indicators or signposts and check whether what actually happens conforms to
the expectations built into the different scenarios. Where is the world actually headed?

Oil prices move continuously from day to day but may not be the best means of
tracing the unfolding of the actual scenario (Figures 4.4, 4.5 and 4.6 show the effect
of different behavioural assumptions on the price of oil). Political events in combina-
tion with economic trends may be more helpful. There may be a combination of
signposts, such as the rate of growth of world output, the proportion of world
reserves within OPEC countries compared to the proportion of output accounted for
by OPEC and the level of income per head in the oil-producing countries.
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Scenario
building as
a part of
strategy
making

Reasons
for using

scenario
building

Scenario building is not something to be engaged in as a brief supplement to other
activities or as one of a number of ways of confirming what has already been
decided. It is a significant aid to decision making and an essential part of strategy
making. It can even be elevated as part of the strategic culture of an organization, as
with Royal Dutch Shell.

The construction of relevant scenarios requires careful preparation and consid-
erable research; it inevitably absorbs significant resources and is not to be under-
taken lightly.

When should scenario building be used? Generally the level of uncertainty
increases the further an organization looks into the future. This uncertainty usually
diminishes as the time perspective shortens and approaches the short term. In the
medium term, scenario building is very useful. However, since the degree of uncer-
tainty varies from industry to industry, or from sector to sector, the exact length of
the medium-term scenario differs.

There are a number of situations when the use of scenario building becomes valu-
able, even critical to an enterprise:

* The general or industrial environments are ones in which there is a high level of
uncertainty

* There have already been a number of costly surprises in the industry which have
caught out the enterprise and had a significantly negative impact on its performance

 The industry is a new one and/or one which is subject to major change.

Therefore, for various reasons, past experience already suggests turbulence and
the future offers the likelihood of more. It is sometimes argued that scenario build-
ing is a defensive rather than an offensive exercise, that is, it is more threat- than
opportunity-focused. This need not, and should not, be the case. Other more posi-
tive reasons for pursuing scenario building are:

» Competitors are already using the technique, and using it effectively

 The enterprise is bad at recognizing opportunities and has failed to exploit oppor-
tunities which other enterprises have used to create competitive advantage. The
failure may result from group thinking, a conservative view which restricts the
diversity of ideas, acting as a straitjacket on creative thinking and/or excessive frag-
mentation, with each individual doing their own thing and no consensus existing.

The key is to achieve an appropriate balance between integration and differentiation,
so that there is enough creativity to identify opportunities and enough harmony to
draw out the implications of these opportunities. Scenario building may be the
means of achieving this. The failure by the organization to use scenario building
may reflect an inability to engage in strategic thinking at any level of the enterprise.
By providing a common language and framework to look at the future, the use of
scenario building will help in adopting a strategic perspective. Scenario building will
help to highlight and resolve existing differences of opinion concerning the future
which, in a sector undergoing major change, may be significant. For that reason it is
a precondition for good strategy making.
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This is a construct of the economist. A demand curve is drawn for a given moment in
time. It represents the level of demand for a particular product at different price levels,
assuming that it is known. A comparison of different points on the curve does not
represent change over time. Change over time is shown by comparison with a new
curve. A demand curve can be drawn for a whole market or an individual; the former
is an aggregation of the demand curves for the latter.

A well-behaved demand curve is one which shows consistently higher levels of
demand at lower and lower prices; it is consistently downward sloping. The relationship
between a change in price and a change in quantity demanded is referred to as the
price elasticity of demand (% change in quantity demanded divided by the %
change in price). Demand is said to be elastic if the ratio is greater than one, inelastic if
less than one. Elasticity is sometimes represented as the slope of the demand curve —
the steeper the slope, the more inelastic the demand.

Price determination

The price of a product is determined by the intersection of a demand and a supply

curve for that product. These curves trace out the quantity of the product demanded
or supplied at different price levels. It is
assumed that well-behaved curves fall in the

S case of the demand curve and rise in the
case of the supply curve, so that there is

R always an equilibrium price which equates

demand and supply. The stability of the

S b equilibrium price, that is, the ability of the

market to return to that level, depends on

Q. the exact slope of the curves.

Change over time would be represented
by shifts in the curves. For example, the
situation for oil might be as follows. As
world demand increases with world output,
the demand curve shifts upwards. The rate
of shift is likely to reflect the rate of substitution of other sources of energy for oil. As
new sources of supply are found, this tends to push outwards the supply curve, but it
can be countered by using up existing reserves.
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Figure 4.4 The demand curve
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Figure 4.5 Movement in demand and supply over time
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In an extreme case, the demand curve may move upwards and outwards and the
supply curve downwards, increasing the equilibrium price of oil. If OPEC totally domi-
nated supply, then it could either fix the price and supply as much oil as is demanded
at that price or it could fix the quantity and allow demand to fix the price. In the first
case, the supply curve is horizontal at the given price, that is, infinitely elastic with
respect to price. In the second case, the supply curve is vertical at the given quantity,
that is, has zero elasticity with respect to price. The former better represents the
behaviour of OPEC. If the non-OPEC producers are willing to sell at a lower price than
OPEC, the supply curve will be well-behaved up to the point at which the OPEC price
cuts in. It is possible that OPEC policy may change from one position to the other in
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Figure 4.6 Price determination under different conditions

Airbus Industrie and the next generation of civil airliners

Nature of the industry

The industry which builds airliners has a number of
special features which are relevant to the case study:

1.Fixed costs are a large part of the total costs for the
production of any airliner. The R&D costs of a new
airplane are high, reaching billions of dollars. In
order to cover these costs, a manufacturer has to sell
a large number of planes, internationally as well as
domestically. A generation of airliners must have a
long life in order to allow production to cover fixed
costs. The present generation is 20-30 years old. To
break even on a new airplane requires sales of
400-500 planes, at a rate of about 50 a year over a
10-year period.

Because of the complexity of aircraft production,
there is also a very significant process of learning
how to produce new aircraft efficiently. An exper-
ience curve typically shows a reduction in costs of
20% for every doubling of production.

2.These two characteristics — economies of scale in the
spread of development costs and significant
economies of learning — partly explain why the

industry is currently a duopoly, one which could
easily become a monopoly if one of the players makes
a serious mistake, although it seems likely that the
relevant governments would step in to rescue the
company in trouble. It also explains why government
intervention has been important in this industry.

3. An airliner is an expensive and highly complex

product — its manufacture involves thousands of dif-
ferent components. Major employment opportunities
and income streams are generated in the region in
which production is located. The manufacturer is
faced with a proliferation of make-or-buy decisions.
The industry resembles a pyramid, in that there are
a few mainframe integrators at the top, dozens of
primary subcontractors in the middle and thousands
of secondary subcontractors at the base. Subcon-
tracting, which accounted for less than 10% of oper-
ations in the 1930s, rose to 30-40% in the 1950s and
to 60—70% by the 1970s. Only those processes which
are critical to the core competencies basic to the man-
ufacture of an aircraft have been retained. Others
which are not critical are outsourced to those with
the relevant core competency. This is partly in order
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to reduce cost and create flexibility, and partly to raise
the quality of components. It is also a method of risk
sharing. The component producers share the cost of
failure. Sometimes there is a desire to share design
and production work with firms located in the coun-
tries of purchase of the airliners, so as to be better
able to sell the airliners to the local airlines.

4.Because of this complexity and the associated costs,
new aircraft are not stand-alone products, but
members of extended families of related planes which
will share many components and procedures for use
in their operation.

5.The demand for new airliners reflects market condi-
tions in the airline industry. These can be quite
volatile in the short run and have become increas-
ingly so over the last 20 years, so that demand can
fluctuate dramatically from year to year.

In a downturn airlines have surplus planes. In the
recession at the beginning of the 1990s, this reached
just below 10% of all planes in operation, in the
present recession it is as high as 15%. As a conse-
quence airlines slow the rate of new orders and try
to delay the delivery of planes already ordered. Even
those planes which are ordered and delivered often
have to be financed with the help of the manufactur-
ing company which becomes a banker to the airline.
The revenue impact of such events on airliner man-
ufacturers is to restrict the money available for
new projects.

The past

Initially Airbus aimed for market niches which were free
of major competition. It started with just one model of a
plane which it designed and built over a seven-year
period beginning in 1967. In 1970 the A300 made its
maiden flight. The standard A300 carried 226 passen-
gers in two classes. It was built for the short- to medium-
range European market. It was the first twin-aisle,
twin-engine airliner. It first saw airline service in 1974.
By the end of 1975 Airbus had captured 10% of the
market segment. Eastern Airlines was the first American
airline to use the A300, leasing four aircraft and then
confirming an order in 1979. This purchase represented
a decisive coming of age for Airbus.

The Airbus strategy was very similar to that of
Boeing — to innovate technically, continuously cut costs
and develop a whole family of related aircraft. If any-
thing it attached even more importance to its own profits
and the operating costs of customer airlines. From the
initial one model, Airbus developed a family of 15 differ-
ent airliners, from short- to ultra-long-haul planes. It
now produces a plane for every market segment.
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The key events in the history of the A300 series
were: the introduction of the A320 in 1988, the first
fly-by-wire system (fully electronic control of rudder,
flaps and all key mechanisms), a system then
extended to the whole family of planes; the introduc-
tion of the A340 in 1993, the first new four-engine,
long-haul airliner in the world for 20 years; and the
announcement of the launching of the A380 pro-
gramme in December 2000, planned to make its
maiden flight towards the end of 2004. The A380 is
the focus for this case study.

Airbus has grown into a fully mature company, a
manufacturer of civil airliners for the global market. In
2000, its total turnover was US$17.2 billion. By the end
of June 2001, it had 4,300 orders outstanding. It was
turning out a new plane every working day. As of 2002,
2,500 Airbus aircraft were in service, with 186 different
operators in all regions of the world.

From the beginning there was a clear demarcation of
responsibility for different functions in building the air-
liners, although competition for orders was encouraged.
The different national parts of the consortium special-
ized in different areas. In Toulouse, there are 3,000
people from 25 countries working together. Transna-
tional working patterns are very important to Airbus,
indeed critical to its success.

The future

The launch by Airbus of the A380 represents a bold
coming of age. The standard new plane, it is planned,
will seat 555 passengers and is being designed with
stretched versions in mind. The A380-200 is planned to
have 656 seats. A fully stretched version could carry as
many as 800 people.

The range of the A380 is designed to be 10-15%
longer and its operating costs 15—20% less than current
planes. These are significant gains and likely to be the
source of a pronounced competitive advantage for the
airlines who operate the plane, if they can be achieved
and if no competitor betters them in the meantime. The
plane is also intended to be very environmentally
friendly, with low fuel burn, less noise and a smaller
injection of pollutants into the atmosphere.

The project represents a major challenge to Airbus,
both technically and managerially. It requires the appli-
cation of state-of-the-art technology, using new materi-
als, such as carbon composite for the ‘wing box’ which
joins the wings to the fuselage. As much as 45% of the
plane will be constructed from such materials. Fortu-
nately Airbus has been a leading pioneer in the use of
carbon fibre over the last 20 years. The managerial
challenge is as great, since it is the first project under-
taken by the new integrated company. Airbus will need
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to become leaner and more commercial in its working
practices in order to keep the price down and keep to the
timetable proposed.

The aircraft has already proved to be popular with the
airlines, with orders at a high level. The first planes are
due to be delivered in 2006. Airbus’s record of achieve-
ment leads most airlines to take at face value the
timetable which Airbus has proposed for the new
project, although some specialists expect a stretching by
one year of that timetable. If it comes into existence, no
significant airline operating the long-haul routes can
afford to be without the new mega-liner. Many are
hedging their bets and establishing their place in the
queue by ordering now.

Competition

This is an industry in which there are major barriers to
entry. It is unlikely that in the near future there will be a
new entrant into the industry. This could only occur in
the distant future with major government backing com-
bined with the support of a captive market. The main
barrier is the sheer size of the cost of developing a new
airliner and the long period of time taken to develop a
full suite of planes which can compete in every market
niche. It has taken Airbus 30 years to become competit-
ive with Boeing. Both the cost and time needed are
increasing. The development of the A380 is likely to cost
as much as US$12 billion.

Airbus has been assisted in its rise by a considerable
degree of complacency on the part of Boeing, resulting
from its previous success, a self-satisfaction which con-
stitutes the greatest threat to a continuing competitive
advantage for any enterprise. The culture of Boeing was
one traditionally dominated by engineers, which did not
encourage mention of profit. When Harry Stonecipher
took over the day-to-day running of Boeing, after its
merger with McDonnell-Douglas, he is reported as being
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horrified by the state in which he found the civil airliner
business. Boeing, clearly losing the competitive battle
with Airbus, had entered into a self-destructive price war
in order to try to block the rise of the new manufacturer.
Production planning was so disorganized that the pro-
duction lines had to be stopped in the autumn of 1997 in
order to allow the suppliers of components to catch up
with the level of existing demand.

Airbus and Boeing compete head on for every airline
purchase. This is a comparatively recent phenomenon.
Of the aircraft currently in the air, Boeing has provided
65% and Airbus 33%. Other players are bit players.
More recently, Airbus has been winning the compet-
ition, so the proportions in the air are changing. In
1999 Airbus won 470 compared with Boeing’s 391 new
orders, that is, 55% of the market. For the first half of
2003, Airbus was winning orders at a rate more than
five times that of Boeing. It is outcompeting Boeing in
every aircraft type. Already Airbus has orders from 10
airlines for 124 of the A380 passenger jets, the largest
being for 45 from Emirates. Qantas put in a significant
order. Boeing is yet to solicit orders for a new plane; it is
at a much less advanced stage in the development of a
comparable project.

However, Boeing is less dependent on this industry
than Airbus, and is in the process of becoming even less
dependent. It always has the option of exit and is taking
action which could facilitate such an exit. Boeing has
considerable military and space interests. It is one of the
largest players in this area, a market much more stable
and consistently profitable than that for civil airliners,
largely because of government involvement. Boeing has
begun to develop an interest in aircraft services — air
traffic management through satellites (potentially a
greater revenue raiser than civil jets), broadband
communications and financing through Boeing Capital,
a route which General Electric took when Stonecipher
headed its engine division.

In certain circumstances there is an enormous advantage to being the first mover. It is

useful to construct a numerical example for the A380 to show the potency of the cost
factor for a first mover. The total development cost of the new aircraft is $12 billion
which has to be recouped by sales of the aircraft. If the sales are 100 then the fixed
costs per aircraft are $120 million for each plane. If the variable costs are $100 million
per plane when 100 are built, probably conservative for such a pioneering aircraft,
then the total cost of a plane will be $220 million. If the sales are 200, then the fixed
costs fall to $60 million and the total cost to $160 million. If the sales rise to 300 then
the fixed costs fall to $40 million and the total costs are $140 million. In the unlikely
event that production rises as high as 400, fixed costs per plane fall as low as $30
million and total costs $130 million.
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There is no allowance made in this estimate for the effect of experience, or learning

by doing, on variable costs. A doubling of production would reduce the variable costs
by 20%, which means that costs come down to $80 million for production of 200
and just over $60 million for production of 400. The total costs then decline from
$220 million per plane, at a production run of 100, to $140 million at a production
run of 200 and to just over $90 million for a production run of 400.

The other important issue is how much an airline is prepared to pay for the aircraft.
It is not unrealistic to assume a list price of $150 million per plane. Planes are typically
sold on a considerable discount on list price, particularly in a recession. This means a
loss of $70 million per plane at a run of 100, a profit of just $10 million per plane at
200 and a significant profit of $60 million per plane at 400. This ignores the timing of
costs, mostly incurred early, very early for fixed costs, and revenue, mostly flowing late
in the project, as much as five, ten or even twenty years after completion of develop-
ment. On any reasonable calculation of present value (at a discount rate of 5%) this
would mean that at 200 aircraft produced there is still a significant loss. Allowance for
a reasonable risk premium in the discount rate ups the ante. The breakeven point may
be as high as 250 planes, more realistically 300. Beyond this point the manufacturer

begins to make real profits.

Also of relevance is the size of the market. This may vary according to the price, but
it is possible to assume away the problem of the price elasticity of demand. If the
market were 1,500 as Airbus anticipates, on the most optimistic assumptions this
would allow as many as six producers to break even. If the market were only 500, as
Boeing anticipates, on the same assumptions, there is room for only two manufactur-
ers. However, no self-respecting manufacturer could be happy with sales below 300.
This means either five possible manufacturer slots on the Airbus forecast or just one
on the Boeing. Competition really hots up with the latter situation. It will pay to get in
first and sell as many aircraft as possible.

Since all the estimates are rather conservative, the situation is even more stark than
it appears. There are very real first-mover advantages.

Strategic issues
Strategic risk

In a duopoly any strategy must be formulated with the
strategy of the other duopolist in mind. Each is seeking
to gain a clear competitive advantage, trying to deter
the other from a strategy which would give that player a
competitive advantage. In such circumstances there is
always the possibility of cooperation but also the possi-
bility of opportunism and deception. This is very much
a prisoner’s dilemma situation (see Chapter 13).

The decision by Airbus to develop a new super jumbo
aircraft which will hold more than 500 passengers is
bound to have an impact on Boeing. Boeing, which
would have preferred to stay with its existing 747-400,
which carried up to 414 passengers, was forced to
respond. Initially it responded with a plan for an
extended 747, the 747X. Boeing pioneered the habit of

stretching basic planes. In this case the 747 would be
stretched to 550 seats, with improved wing aerodynam-
ics and fly-by-wire technology. Such a project, if imple-
mented, would cost it only one-quarter to one-third the
cost of the A380 project. However, it soon realized that
this was not enough. Boeing had become excessively
cautious, whereas before it had kept ahead of the field
by being the pioneer. It tried to leapfrog ahead of Airbus
by making public a much more advanced project. It
responded with the sonic cruiser, in essence a revival of
an old supersonic project. However, this project never
really took off, and the focus is now on the Dreamliner,
a more efficient mid-sized aircraft.

History has shown the problem of launching similar
planes simultaneously in a limited market. Lochheed
and McDonnell-Douglas launched the L-1011 and the
DC10 into a market which could only accommodate one
such plane and also failed to compete with the existing



4 Reading an uncertain future

Boeing 747. The DC10 exited in 1980 and L1011 in
1981. Both failed to cover the development costs. The
result was mutual suicide and the extinction of both
manufacturers as separate entities.

Airbus has become the leader and Boeing the fol-
lower. For a short period, during 1993-5, there was a
temporary cooperation between the two on the very
large commercial transport project. The Airbus man-
agers believed that this might have been a ploy to try to
extend Boeing's dominance which was under threat
throughout the 1990s.

The managers of Airbus rightly thought that the
sonic cruiser was a bluff, but have admitted that they
have a trans-sonic project code-named E2 under analy-
sis. For example, one of the artist impressions of a sonic
cruiser for a period adorned a billboard just outside the
Qantas Jet Base at Sydney Airport. It read, ‘Let the
Future Begin’, and was pitched at eyeball height, not for
motorists, but for the Qantas team working in nearby
buildings on the introduction of the Airbus A380, for
which Qantas had made a very significant order. It was
removed when it became obvious that the project was a
non-starter with very little airline interest.

The sonic cruiser was intended to fly at just below the
speed of sound, about Mach 0.98, slower than Concorde
but faster than Boeing's existing jets, thereby reducing
significantly air time on long routes, for example by two
hours on the Sydney—Los Angeles flight. Future
members of the family would fly even faster, at Mach
1.08. In a positioning statement, Walt Gillette, the vice-
president of the sonic cruiser programme, said that it
would be a family of jets, the first carrying 250 passen-
gers between 10,000 and 16,000 kilometres non-stop.
One problem for Boeing was that the first plane would
not be likely to be in service until 2008, two years after
the A380. Even this was doubtful since the technology
was new, with at least 60% of the plane made of com-
posite material, and completely new engines required.
There is also on the Boeing drawing board an even more
revolutionary plane, a ‘blended-wing-body’ aircraft
which is ten years into the future.

The Boeing approach may be bluff, but it is consistent
with the history of the company. The company origi-
nally designed the 747 as a military aircraft but it lost
the tender. It therefore conceived the aircraft as a
freighter which explains its blunt front. For Boeing the
jumbo was simply a stopgap to fill a transitional period
until supersonic flight became the norm for mainstream
long-haul flying, already pioneered over the last 20 or
more years by the Europeans with Concorde. The jumbo
was a stopgap which surprised the world, saturating it,
with 1,300 so far sold, at a total sales value of US$200
billion. There are still about three jumbos rolling off the

production line each month. Whatever happens at the
top end of airliner competition there will still be a
mighty struggle at the lower end and in the middle
ground between the Boeing 737 and the Airbus A320,
and between the Boeing 777 and the Airbus A330
and A340.

Anticipating the future

Airbus and Boeing have adopted different strategies
which can be summarized briefly as scale versus speed.
The two companies have read the future market differ-
ently. Boeing thinks that most future passenger growth
will come from frequent point-to-point flights, rather
than longer flights between the hubs, or major airports.
Airbus thinks the opposite.

Accurate forecasting is an essential precondition for
the successful launch of a new airliner. Both Boeing and
Airbus have their own econometric models of the future
demand for airlines, models which they improve and
update each year. These models are a critical part of the
justification for any project. An ability to anticipate the
future accurately is critical to the development of strate-
gies which work (see Chapter 5). The further into the
future goes the prediction, the more room there is for
disagreement. The forecasters in Toulouse and Seattle
differ significantly in their vision of the market 20 years
into the future.

The two manufacturers agree on two issues. They
agree that growth for the services of airliners, both for
passengers and freight, will grow at about 5% per
annum over the next 20 years. This will be translated
into a threefold increase in the number of planes over
the next 20 years. They also agree that there will be a
market for some mega-liners, jets which will carry more
passengers than any previous airliner, 500 passengers
and above.

Where they differ is on how many large airliners are
needed. Boeing anticipates a demand for more than
18,000 new planes, of which one-third will be twin-
aisled, that is, large. Airbus sees the demand as 20%
less, a little more than 14,500, but with almost half
twin-aisled. This translates into a significant divergence
of view. Airbus believes that there will be a market of
1,500, 1,200 mega-liners and 300 freighters. Boeing
thinks the market will be as small as 500, 330 passenger
liners and 170 freighters. This is a large difference and
has a powerful influence on the strategy adopted by the
two manufacturers. The former prediction is much
more friendly to a project for developing a mega-airliner.

There are other assumptions which feed into this
divergence of forecast. Boeing believes that there will be
more deregulation of the skies than Airbus does. Airbus
thinks that the influence of this on patterns of passen-
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ger flow will be countered by the capacity constraints at
airports which will require the arrival of fewer, and
therefore larger, planes.

Future strategy

Given the different views of the future held by each,
what strategy will these players choose to pursue? The
strategy depends on three main factors:

1. The exact size of the future market or, more accu-
rately, the view of the size of market taken by the
manufacturer, in particular whether the market is
big enough for two players or just one, or optimisti-
cally more than two.

2. The confidence with which the manufacturer might
embark on a project which will make significant
new demands. That confidence reflects a combina-
tion of factors, including:

« present market share and the ability to translate
that into orders for a new airliner

* technical expertise and the capability of master-
ing all the problems involved in creating a new
generation of airliners

* access to the financial resources needed to make
the project a success.

3. The abilities of the leaders of the airline to formu-
late and implement an appropriate strategy. Any
self-doubts will probably yield a strategy which tries
to avoid commitment to a new project, or a signifi-
cant delay in its inception. A high risk level might
also lead to a strategy of diversification away from
reliance on civil airlines, an option which is ignored
for the moment.

Airbus has already won more than 100 orders for
the A380, enough to keep the production line going
from 2006 to 2009. There is every prospect of Airbus
reaching the putative breakeven point of 230 planes in
the relatively near future. At this stage it appears
unlikely that Airbus will withdraw, although the
project could be delayed.

There are a number of possible strategies to be
adopted by the two players. Assume that the demand for
planes is only sufficient to support one project, not both.
The aim of each would be to become the only supplier:

* Both try to bluff each other out of the game. A possi-
ble outcome is that one goes ahead, after succeeding
in bluffing the other whose bluff fails.

One airline could decide not to go ahead with the
project, even if it has already been publicly
announced. It is faced with the problem of dissuading
the other player from going ahead. If the other does
continue with a rival project, it could establish a
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competitive advantage in the operational effectiveness
of the new plane which could take years to emulate;
it would have considerable first-mover advantage.
This may mean each player trying to give the other
the impression that its new project is still going
ahead, come what may, in other words bluffing. The
two might then compete in the ambitiousness of the
projects announced in the hope of intimidating

the other.

* Both agree to delay the development of the new gen-
eration because demand is inadequate and the manu-
facturers lack the resources to complete the projects.

One resolution of the situation described above is
that the two airlines get together and agree not to
introduce a new generation of planes, or at least to
delay the inception until they could be certain of a
large enough market to accommodate both. The
present uncertainty of demand for air travel resulting
from the danger of terrorist attack, ‘the constant
shock syndrome’, encourages such an approach. It
may be obvious that, should both go ahead, the sonic
cruiser might cream off enough business traffic
to make the A380 unprofitable while not justifying
its existence.

* Both go ahead in conditions of healthy demand but
they target different market niches.

If there is enough demand to justify the completion
of both projects, the scenario above might still be
repeated since profits would be significantly higher for
a sole player who completes the project. On the other
hand, the game may be played openly and possibly
evenly, if both projects have their counterbalancing
strengths and weaknesses, which make the relevant
planes appropriate to different market segments.

What of other key players, including stakeholder
groups? The two manufacturers are not the only players.

Customers

A key question, particularly apt in the difficult environ-
ment of post-September 11, is how many airlines can
afford to buy the new aircraft. The airline customers are
very important. Without their orders no project can go
ahead. Has September 11 permanently changed the
nature of the market or reinforced changes which were
already underway? This is unlikely.

Suppliers

Suppliers of components, such as the engines, are also
important. They have to be involved from an early date
in the development of a new airliner. They will help
determine its price. Contracts for supplies are often used
to help win orders from the local airlines. For example,



4 Reading an uncertain future

Airbus has awarded contracts worth US$3 billion over
20 years to 15 different Japanese suppliers, including
Bridgestone for the tyres, in an effort to persuade the
Japanese airlines to place orders for the A380.

Government

Also important is the government or rather the govern-
ments which fix the regulations which determine the
structure of supply in the airline industry over the next
few decades. It does matter to the manufacturers
whether in 10 years there are many small airlines or
simply a few consolidated and very much larger airlines.
The latter would be likely to have the resources to buy
mega-liners whereas the former might not.

Boeing seems keen to adopt a strategy in which it avoids
direct confrontation with Airbus by putting the empha-
sis on a strategy which diversifies its interests. This may
suggest to Airbus that Boeing is not serious about its
proposals for the next generation of airliners. It is dan-
gerously overreliant on the 737 and to a lesser extent on
the 777, with the 757, 767, 717 and 747 having very
few orders. Purchase of McDonnell-Douglas raised
Boeing’s profile in military and space, assumed to be a
more stable source of revenues, one less subject to the
cycles of the airliner business. In 2003 for the first time
defence overtook commercial aviation as a source of
revenue. Boeing is seeking to become the ‘systems inte-
grator’ for high-profile defence contracts. One example
is the US$ 16 billion contract to lease 100 new 767 air-
fuelling tankers to the US Air Force. Boeing’s leaders
have also noted the success of IBM in turning from
manufacturing to supplying services. Maintenance is an
obvious service which is profitable, but one which
reflects the number of planes already sold. Success in
providing an air traffic control system based on its satel-
lite system would establish a significant alternative
source of revenue. The financing of aircraft purchase by
Boeing Capital is another area ripe for expansion, but
again might be strongly linked with aircraft sales.
Insofar as Boeing ceases to be dependent on aircraft
sales for most of its revenue and profit, the nature of the
strategic context for its rival also changes.

The element of strategic risk for both companies is
high. Once a decision is made to initiate a new project,
and Airbus seems to be fully committed to the A380
project, then every move has to be closely planned,
whether it relates to production, finance or marketing.
Airbus must ensure that:

» enough finance is available to see it through the
deficit period and at a reasonable price

¢ all the technical problems are fully under control

« all costs fall within the planned range
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« all suppliers are properly prepared
 every sale is won and sustained, even in recessions.

The main features of the timetable of the project have
little flexibility once a commitment is made.

Case Study Questions

1. Why has the industry manufacturing civil aircraft become
a duopoly?

2. What would be the influence on both the manufacture
and the operation of civil airliners if one manufacturer
was to cease production and the industry was to become
a monopoly in the near future?

3. What are the factors likely to determine the demand for
mega-liners in 10 or 20 years time?

4. How are the following industries related to each other —
tourism, the airline business, airliner manufacture, jet
engine production? Does the growth of one of them drive
the growth of the others, or is there a third factor which
drives the growth of all?

5. Why should strategic planning be a must in this industry?
What would be the particular aims of such planning?
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June 18, 2003: 30.

Economist, The, Special Report: ‘Boeing v. Airbus:
towards the wide blue yonder’, April 27, 2002: 71-3.

Hill, C. W., ‘Boeing versus Airbus; trade disputes’, in
International Business, 2003, McGraw-Hill Irwin:
Boston, pp. 295-9.

Sanchanta, M., ‘Bridgestone wins Airbus tyre contract’,
Financial Times, June 4, 2003: 31.
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This case study is also relevant to Chapters 6, 9 and 14.
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Key strategic lessons

Introducing Strategic Management

It is necessary to understand the influence of
‘bounded rationality’ on the strategist, that is, the
constraints on the application of reason to strategy
making. These constraints arise because of the limita-
tions of the information available and the strategist'’s
ability to process what information does exist.

The further the strategist looks into the future, the
greater is the uncertainty. It is impossible to avoid all
uncertainty but the level can be reduced.

It is possible to distinguish four levels of uncer-
tainty with respect to any future event or series of
events: absolute or near absolute uncertainty; a range
of possibilities with known limits; a finite number of
discrete options; and complete, or near complete, cer-
tainty. The aim is to move as far as possible in the
direction of complete certainty.

The strategist converts information into valuable
knowledge by selecting what is relevant to strategy
making and placing it in the context of a strategy
which can be realized. This requires considerable

resources including the expertise of a number of
‘readers’ of the external environment.

Reading the general environment for information
about potential opportunities and threats is critical to
successful strategy making. This requires scanning,
monitoring, forecasting and assessing.

The future can be dealt with by rejecting the possi-
bility of forecasting, reducing future possibilities to a
finite number of discrete options or believing in the
possibility of exact prediction.

Ignorance and uncertainty involves risk at the
country, industry and enterprise levels. Risk can take a
variety of forms at the enterprise level, all of which
need to be anticipated in advance and managed.

One effective way of forecasting is through scenario
building which allows prediction relevant to a particu-
lar project and a sensitivity to future possibilities.The
key is to distinguish between forces of change, prede-
termined elements and critical uncertainties.

Applying the lessons

Define the following terms — reading the environ-
ment, scanning, monitoring, prediction, foresight,
forecasting, assessing, uncertainty, risk, scenario
building and scenario planning.

In what ways does ignorance or, more specifically,
the lack of certain knowledge of the future influence
the process of strategy making and the content of
any strategy?

Indicate how you might set about establishing an
information strategy. What factors will determine the
level of commitment of resources by an organization
in converting information into knowledge relevant to
strategy making? Who might do the relevant reading
of the environment? Should they be full-time
readers? What should their relationship be to the
strategists?

In an industry of rapid change and intense
competition, it may not be possible to predict out-
comes with any precision. Choose one such industry
and indicate how it is possible to develop a strategy
without the availability of accurate forecasts.

Consider the industry in which you work or have
had experience. What are the risks to which you
would be exposed if and when you create a new
enterprise or business unit in that industry? How
might you classify these risks?

Imagine that you are either the lead underwriter
of a Lloyd’s syndicate or a name backing that
syndicate. How might scenario building have assisted
you in anticipating the problems of the late 1980s
and the early 1990s (see the Strategy in Action in
Chapter 14)?
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Strategic project

1 It is possible to set up scenario-building exercises in would a deflationary outcome be likely to occur?

many different areas of interest. There are several This requires a careful analysis of relevant forces
examples given throughout the book. The object of for change, predetermined elements and critical
this project is familiarize the reader with the proce- uncertainties.

dures for implementing scenario building.

3 Take a particular industry and a project in that

2 Set up a scenario-building exercise on the general industry and refine the scenario building to take

movement of prices in future world markets, not just  account of the specifics of the project and the industry

local markets such as Japan. Under what conditions in order to evaluate the consequences of deflation.
Exploring The main authority on bounded rationality is Simon, 1955: 99-111 and 1976.

further

Quinn, 1993, is the person most associated with the notion of the enterprise as a learning
organization. This book should be read with Senge, 1990.

There is a relatively sparse literature on reading the environment. On scanning there is
Elenkov, 1997: 287-302. See also Yasai-Ardekani and Nystrom, 1996: 187—204. More gener-
ally there is Hilmetz and Bridge, 1999: 4-11, Goll and Rasheed, 1997: 583-91 and
Aggrawala, 1999: 83-104.

A good introduction to the problems of dealing with the future is Ackoff, 1983: 59-69. A
more weighty treatment, exploring the notion of foresight, or remaking the future, is Hamel
and Prahalad, 1994, or in a shorter version, 1989.

The problem of uncertainty and how to classify its level is analysed in Courtney et al., 1997:
66—79. A general introduction to the various kinds of risks is Saunders, 2000.

There is a rich literature on scenario building which originates with the attempts by Royal
Dutch Shell to undertake such work. Many of the leading thinkers in this area worked at one
time for Royal Dutch Shell. However, their influence has spread widely. The pioneer was Wack,
1985a: 73-90, 1985b: 131-42 and 1989: 60-3. Another early pioneer was de Geus, 1988:
70—4. Another early work is Mack, 1986: 125-33.

Closely following the pioneers was Peter Schwartz, 1996, who has written perhaps the most
popular and accessible book on the subject. However, for those with an inclination to a more
theoretical approach see van der Heijden, 1996. Outside the Shell school there is a book which
has very much the feel of a primer for practising managers, Ringland, 1997. A useful but
shorter treatment is Schoemaker, 1993: 193-213.

For a negative view of the attempt to forecast see Hogarth and Makridakis, 1981: 115-38,
or at greater length Makridakis, 1990. Mintzberg has generally supported this position in his
work. The reasons why many enterprises read the future very badly are discussed in an inter-
esting paper and a powerful argument put that this is avoidable: Watkins and Bazerman,
2003: 72-85.
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Strategic Environments
and Competitive Advantage

5 Identifying opportunity and risk

6 Reading the competitive environment

7 Analysing resources, capabilities and core competencies

8 Creating and maintaining competitive advantage

9 Reducing cost

10 Differentiating the product

Part Il puts together the conceptual ideas
needed to think about strategy in preparation
for making strategy. It deals with the condi-
tions (or environments) in which an
organization operates and pursues its strategy
and also with the core element in any
strategy, the creation and maintenance of
competitive advantage.

The total context in which strategy is made by
the enterprise comprises two parts, an
external context and an internal context,
divided by the boundary between the inside
and the outside of the enterprise which is
assumed to be a well-demarcated and water-
tight boundary. There are therefore two main
environments, one external to the organ-
ization, and the other internal to the
organization.

The external environment also comprises two
parts, the general environment, sometimes

called the contextual environment, and the
industrial or competitive environment, some-
times called the transactional environment.
The first, despite its breadth, is important for
an organization but the organization has a
very limited influence on it. The second is
much more specific and one in which the
organization influences outcomes as much as
it is influenced itself.

All these environments are complex, dynamic
and subject to rapid change over time. At a
given moment in time, it is impossible to
describe them in all their detail. It is necessary
to select aspects relevant to the strategic intent
and objectives of the enterprise which then
become subject to investigation and candidates
as inputs of knowledge vital to the process of
strategy making. The process of selection of
relevant aspects and the associated information
is a critical part of strategy preparation.
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The creation and maintenance of competitive
advantage represents the core of the strategic
approach. The main aim of any strategy is to
promote the continued viability of the enter-
prise. Few wish to terminate the life of an
organization because it has achieved all that
was hoped for and all that was possible. In
order to survive, the organization must create
value for the customer in a way that others
cannot and therefore 