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Relevant.
Accurate.
Complete.

Strategize your students’ success with this book!

In today’s competitive business world, what consistently separates successful firms from those that fail is making the
right strategic decisions and actions. Prepare your students for success with Strategic Management: Competitiveness
and Globalization, the most accessible and practical presentation of strategic management you’ll find. Up-to-date
with the latest academic research and trends, this book uses hundreds of real-world examples throughout the text to
highlight key concepts and put them into context.

An author team that’s at the head of the class

This well-respected author team consists of acknowledged experts in strategic management. Hitt, Ireland, and
Hoskisson are active scholars and leaders in the strategy field, and they build a conceptual foundation based on
proven strategic management concepts and the latest in cutting-edge research and practice. Their unique approach
blends the classic industrial organizational model with the resource-based view of the firm to explain the strategic
management process and its application in all types of organizations.

Proven cases that teach and engage

A wealth of compelling case studies allows students to hone their own strategic management skills as they examine
dilemmas facing actual firms and learn what it takes to build and sustain a competitive advantage. And the case notes
for the text—prepared by leading experts in strategic management—are the most complete, accurate, and reliable on
the market.

Also available in these split versions:

Strategic Management: Competitiveness and Globalization, Concepts
Seventh Edition — ISBN: 0-324-40536-7

Strategic Management: Competitiveness and Globalization, Cases
Seventh Edition — ISBN: 0-324-40537-5
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RELEVANT -

Strategic Focus

Three new or updated Strategic
Focus segments in every chap-
ter showcase familiar organiza-
tions—many of which compete
internationally—to emphasize
applications of the chapter’s
content and to increase your
students’ ability to achieve
higher = performance.  Also
included is additional content

The 1/0 Madel of Abave-Aversge Returms

discussing leaders who have
both succeeded or failed based
on their ability to implement
the right business strategy.

New Cases
This application-oriented text includes 30 all-new cases,
drawing from a variety of topics, organizational settings,

: - and industries. A correlation guide matches text
With this edition,

the authors examine
more than 600 companies o )

to describe the use of organizations headquartered or based in the

strategic management United States and a number of other countries.

tools, techniques, With each case, students have an opportunity to
and concepts.

chapters with applicable cases. These timely and
intriguing cases feature a mix of well-known

analyze, synthesize, and apply the parts of the

strategic management process they’ve learned. Cases

reflect a variety of management situations to offer a
well-rounded learning experience.

The case notes for the Seventh Edition are the
most complete, accurate, and reliable on the market

tutorials
to guide students.
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— and they have been compiled by six experts in the field of strategic manage-
ment. Additionally, financial analysis accompanies some of case notes with



ACCURATE

Insightful research and a strong application orientation help students understand
what it takes to succeed in today’s—and tomorrow’s—business world.

Current Research with an
Emphasis on Key Trends

Thoroughly updated, this edition contains the most current
research and findings, including references to 2004 and 2005
publications. Plus, this edition expands the text’s discussion of
key trends—such as ethics & social responsibility, global strat-
egy, cultural diversity—and the impact these trends are having

on the practice of strategic management.

and tools.

Experiential Exercises

In response to positive reviewer feedback, this edition includes updated Experiential
Exercises. Each chapter includes carefully chosen exercises, many of which are new,
providing ample opportunity for hands-on learning and practice with critical concepts

From the authors’engaging narrative to the text’s well-crafted pedagogy, Strategic

Management sets the standard for accessibility and readability.

Chapter Opening Vignettes

| AOVATId
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Each chapter opens with a short vignette featuring an actual firm to introduce the key points of the chapter and
illustrate their relevance to modern organizations. These vignettes, as will the entire text, feature the authors’ live and
concise writing style, which holds readers’ attention and increases their interest in strategic management.

A Focus on Learning

The text’s student-focused approach is extended into its well-crafted pedagogy, which helps students absorb and
review what they’re learning. These features include knowledge objectives, a running glossary, chapter summaries,

and review questions.



INTERNET RESOURCES

Strategic Management: Competitiveness and Globalization
Product Support Web Site

http://hitt.swlearning.com

The companion web site for Strategic Management: Competitiveness and Globalization

includes complete student learning and teaching resources as well as Internet activities

and links to strategic management resources. From a password-protected area, instructors
can easily download the Instructor’s Manual, Test Bank, PowerPoint® slides, Integrated
Video Guide, Case Notes, Test Bank in Word, and ExamView® Computerized Testing.

For students, The Strategy Suite
brings together complete web-
based support including links to
online academic journals, pro-
fessional societies, and other
business resources. A Case
Analysis Method explains the
case approach, while Your
Career in Management offers a
quick opportunity for students
to explore their personal futures
in management.

Case Financial Analysis: Using BCRC, students are guided through performing a finan-
cial analysis of selected cases complete with specific directions to obtain the financial data.

The Business & Company Resource Center (BCRC)

| PREFACE

=,

Bussiness & Company Resaurce Center | INESREEoSi

Put a complete business library at your students’
fingertips! This premier online business research tool
allows you and your students to search thousands of
periodicals, journals, references, financial information,
industry reports, and more. This powerful research tool
saves times for students—whether they are completing a
case analysis, preparing for a presentation, or writing
a reaction paper. You can use the BCRC to quickly and
easily assign readings or research projects. Visit
http://bcrc.swlearning.com to learn more about packag-
ing this powerful electronic tool with Strategic Manage-
ment: Competitiveness and Globalization.


http://hitt.swlearning.com
http://bcrc.swlearning.com

INSTRUCTOR RESOURCES

Instructor Resource’s CD-ROM with
PowerPoint® Lecture Slides 0-324-36044-4
Includes Case Notes, an Instructor’s Resource Manual and Video, Test Bank, Exam-

View® Computerized Testing, PowerPoint® lecture slides, and financial analysis from
the Student CD-ROM.

Instructor’s Resource Manual with Video Guide

and Transparency Masters 0-324-36043-6

This manual is organized around each chapter’s knowledge objectives and includes ideas
about how to approach each chapter and how to reinforce essential principles with
extra examples. The support product includes lecture outlines, detailed answers to
end-of-chapter review questions, instructions for using each chapter’s experiential
exercise, guides to all available videos, and additional assignments

Instructor Case Notes 0-324-36045-2

Move beyond the typical prepared case notes with this innovative tool! These notes are
team-prepared by six leading experts in the field of strategic management to ensure
usefulness and thorough coverage of case content. All case notes follow a consistent
framework for case analysis. Complete financial analysis for selected cases is supported
by Excel spreadsheets on the Product Support Web Site.

ExamView® Computerized Testing 0-324-36038-X
Create, deliver, and customize tests and study guides (both print and online) in min-
utes with this easy-to-use assessment and tutorial system. ExamView® offers both a
Quick Test Wizard and an Online Test Wizard that guide you step-by-step through the
process of creating tests. You can build tests of up to 250 questions using up to 12
question types. With the complete word processing capabilities of ExamView, you can
enter an unlimited number of new questions or edit existing questions from the test
bank.

ABC Videos DVD:0-324-36271-4 / VHS: 0-324-36270-6
ABC videos feature short, high-interest clips about current news events as well
as historic raw footage going back 40 years. Perfect for discussion starters or to
enrich your lectures. Ask your Thomson South-Western representative for
a complete listing.

. | AOVATdd

Transparency Acetates 0-324-36040-1
Key figures from the main text have been re-created as colorful
and attractive overhead transparencies for classroom use.
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always smile, that you will open your heart to those who love you, that you will keep the fire
burning, and that you will never forget to dream, baby, dream. I love you, Jackson.

—R. Duane Ireland

To my dear wife, Kathy, who has been my greatest friend and support through life, and I hope
will remain so into the eternities.
—Robert E. Hoskisson



Our goal in writing each edition of this book is to present a new up-to-date standard
for explaining the strategic management process. To reach this goal with the 7th edition
of our market-leading text, we again present you with an intellectually rich yet thor-
oughly practical analysis of strategic management.

With each new edition, we are challenged and invigorated by the goal of establish-
ing a new standard for presenting strategic management knowledge in a readable style.
To prepare for each new edition, we carefully study the most recent academic research to
ensure that the strategic management content presented is highly current and relevant
for organizations. In addition, we continuously read articles appearing in many differ-
ent business publications (e.g., Wall Street Journal, Business Week, Fortune, Barron’s, and
Fast Company, to name just a few) to identify valuable examples of how actual compa-
nies use the strategic management process. Many of the hundreds of companies we dis-
cuss in the book will be quite familiar to you, but some new and different companies
are also included. In particular, we use examples of companies from across the world to
demonstrate how globalized business has become in the 21st century. To maximize your
opportunities to learn as you read and think about how actual companies are using the
relevant strategic management tools, techniques, and concepts (based in the most cur-
rent research), we emphasize a lively and user-friendly writing style.

There are several characteristics of this 7th edition of our book that are intended to
enhance your learning opportunities:

+ This book presents you with the most comprehensive and thorough coverage of
strategic management that is available in the market.

+ The research used in this book is drawn from the “classics” as well as the most
recent contributions to the strategic management literature. The historically signif-
icant (or classical) research provides the foundation for much of what is known
about strategic management, while the most recent contributions reveal insights
about how to effectively use strategic management in the complex, global business
environment in which most firms operate and try to outperform their competitors.
Our book also presents you with many examples of how firms use the strategic
management tools, techniques, and concepts developed by leading researchers.
Indeed, this book is strongly application oriented and presents readers with more
examples and applications of strategic management concepts, techniques, and tools
than all other strategic management texts. In this edition, for example, we examine
more than 600 companies to describe the use of strategic management tools, tech-
niques, or concepts. Collectively, no other strategic management book presents you
with the combination of useful and insightful research and applications in a wide
variety of organizations as is available in this text.

+ We carefully integrate two of the most popular and well-known theoretical con-
cepts in the strategic management field: industrial-organization economics and the
resource-based view of the firm. Other texts emphasize usually one of these two
theories (at the cost of explaining the other one to describe strategic management).
However, such an approach is incomplete; research and practical experience indi-
cate that both theories play a major role in understanding the linkage between
strategic management and organizational success. No other book integrates these
two theoretical perspectives effectively to explain the strategic management process
and its application in all types of organizations.

+ We use the ideas of prominent scholars (e.g., Richard Bettis, Alfred Chandler,
Kathy Eisenhardt, Sumantra Ghoshal, Don Hambrick, Gary Hamel, Rosabeth Kan-
ter, Rita McGrath, Michael Porter, C. K. Prahalad, Richard Rumelt, Ken Smith,
David Teece, Oliver Williamson, and numerous others) to shape the discussion of
what strategic management is. We describe the practices of prominent executives
and practitioners (e.g., Carlos Gutierrez, Reed Hastings, Jeffrey Immelt, Steven Jobs,
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Herb Kelleher, Anne Mulcahy, Meg Whitman, and many others) to help us describe
how strategic management is used in many different types of organizations.

+ We (authors of this book) are also active scholars. We conduct research on dif-
ferent strategic management topics. Our interest in doing so is to contribute to
the strategic management literature and to better understand how to effectively
apply strategic management tools, techniques, and concepts to increase organi-
zational performance. Thus, our own research is integrated in the appropriate
chapters along with the research of other scholars.

In addition to our book’s characteristics, as listed above, there are some specific features
of this 7th edition that we want to highlight for you:

+ New Opening Cases and Strategic Focus Segments. We continue our tradition of
providing all-new Opening Cases and Strategic Focus segments. In addition, new com-
pany-specific examples are included in each chapter. Through all of these venues, we
present readers with a wealth of examples of how actual organizations, most of which
compete internationally as well as in their home markets, use the strategic manage-
ment process to increase their ability to compete and achieve higher performance.

+ An Exceptional Balance between current research and applications of it in actual
(and mostly widely recognized) organizations. The content has not only the best
research documentation but also the largest amount of effective firm examples to
help active learners understand the different types of strategies that organizations
use to achieve their vision and mission.

+ All New Cases with an effective mix of organizations headquartered or based in the
United States and a number of other countries. Many of the cases have enhanced
financial analyses as part of the Case Notes available to instructors. These timely
cases present active learners with opportunities to apply the strategic management
process and understand organizational conditions and contexts and to make appro-
priate recommendations to effectively deal with critical concerns.

+ Enhanced Experiential Exercises to support individuals’ efforts to understand how
strategic management is used in all types of organizations.

+ Lively, Concise Writing Style to hold readers’ attention and to increase their inter-
est in strategic management.

+ Continuing, Updated Coverage of vital strategic management topics such as com-
petitive rivalry and dynamics, strategic alliances, mergers and acquisitions, interna-
tional strategies, corporate governance, and ethics. Also, we continue to be the only
book in the market with a separate chapter devoted to strategic entrepreneurship.

+ Full four-color format to enhance readability by attracting and maintaining read-
ers’ interests.

To maintain current and up-to-date content, several new concepts are explored in the
7th edition. New content is provided in Chapter 2 on the concept of complementors.
Complementors are a network of companies that sell goods or services that “comple-
ment” the focal firm’s own good or service. For example, a range of complements is
necessary to sell automobiles, including financial services to arrange credit, luxury
options including stereo equipment, extended warranties, etc. These complementary
products often facilitate a focal firm’s ability to sell its products to the consumer.

In Chapter 7, we emphasize how cross-border acquisitions are used to implement
firms’ strategies and influence their performance. Examples include the Lenovo Group’s
acquisition of the PC assets of IBM and CNOOCs failed acquisition of Unocal Corpo-
ration. Both Lenovo and CNOOC are Chinese companies. We also emphasize the
restructuring of large diversified business groups such as the Tata Group in India.

One of the interesting ideas newly introduced in Chapter 8 dealing with interna-
tional strategy is the effect that recent changes in intellectual property right laws have
in both India and China. Multinational firms based in other countries have called for
stronger laws to protect their intellectual property in those countries. Interestingly,



many of India and China’s companies are beginning to emphasize innovation instead of
imitating other multinationals’ products; therefore, these companies welcome stronger
patent protections for intellectual property that they develop.

In Chapter 10, we examine the current impact on firms of the Sarbanes-Oxley
(SOX) Act enacted by the U.S. Congress. Although the legal changes were strongly
desired by the market, they have increased the intensity of corporate governance mech-
anisms and have been costly to firms while simultaneously making the strategic man-
agement process more risk averse and conservative.

New structures used by transnational firms are described in Chapter 11. Two alternative
structures are illustrated as we discover new ways that firms are implementing this emerg-
ing strategy to compete globally. The new strategy and structure combinations are illus-
trated in changes at Unilever Corporation, exemplifying the evolution in structural design.

In Chapter 12, “Strategic Leadership,” the discussion of managing the firm’s
resource portfolio has been further enriched with particular focus on the development
and use of human capital and social capital.

Supplements

INSTRUCTORS

IRCD (0-324-36044-4) Key ancillaries (Instructor’s Resource Manual, Instructor’s
Case Notes, Test Bank, ExamView, PowerPoint® and Case Analysis Questions Using
Business & Company Resource Center) are provided on CD-ROM, giving instructors the
ultimate tool for customizing lectures and presentations.

Instructor Case Notes (0-324-36045-2) Prepared by six exceptional case note
writers: R. Apana, University of Cincinnati; Charles Byles, Virginia Commonwealth
University; Joyce Claterbos, University of Kansas; Tammy Ferguson, University of
Louisiana, Lafayette; Marta White, Georgia State University; and Paul Mallette, Colorado
State University. All new case notes provide details about the 30 cases found in the
second part of the main text. The case notes writers provide consistent and thorough
support for instructors, following the method espoused by the author team for
preparing an effective case analysis. The case notes for the 7th edition have been written
in great detail and include questions and answers throughout along with industry and
company background and resolutions wherever possible. Financial analyses of the cases
are provided on our product support website for both students and instructors.

Instructor’s Resource Manual (0-324-36043-6) Prepared by Leslie E. Palich,
Baylor University. The Instructor’s Resource Manual, organized around each chapter’s
knowledge objectives, includes ideas about how to approach each chapter and how to
reinforce essential principles with extra examples. The support product includes lecture
outlines, detailed answers to end-of-chapter review questions, instructions for using
each chapter’s experiential exercises, and additional assignments.

Certified Test Bank (0-324-36041-X) Prepared by Janelle Dozier and verified for
accuracy by Amyn Rehman Dhamani. Thoroughly revised and enhanced, test bank
questions are linked to each chapter’s knowledge objectives and are ranked by difficulty
and question type. We provide an ample number of application questions throughout
and we have also retained scenario-based questions as a means of adding in-depth
problem-solving questions. With this edition, we introduce the concept of certification,
whereby another qualified academic has proofread and verified the accuracy of the test
bank questions and answers. The test bank material is also available in computerized
ExamView™ format for creating custom tests in both Windows and Macintosh formats.
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ExamView™ (0-324-36038-X) Computerized testing software contains all of the
questions in the certified printed test bank. This program is an easy-to-use test creation
software compatible with Microsoft Windows. Instructors can add or edit questions,
instructions, and answers, and select questions by previewing them on the screen,
selecting them randomly, or selecting them by number. Instructors can also create and
administer quizzes online, whether over the Internet, a local area network (LAN), or a
wide area network (WAN).

Transparency Acetates (0-324-36040-1) Key figures from the main text have been
re-created as colorful and attractive overhead transparencies for classroom use.

PowerPoint (available on the IRCD: 0-324-36043-6) Prepared by Charlie Cook,
University of West Alabama. An all-new PowerPoint presentation, created for the 7th
edition, provides support for lectures emphasizing key concepts, key terms, and
instructive graphics. Slides can also be used by students as an aid to note-taking.

WebTutor™ WebTutor is used by an entire class under the direction of the instructor
and is particularly convenient for distance learning courses. It provides Web-based
learning resources to students as well as powerful communication and other course
management tools, including course calendar, chat, and e-mail for instructors.
WebTutor is available on WebCT (0-324-43110-4) and Blackboard (0-324-43111-2).
See http://webtutor.thomsonlearning.com for more information.

Product Support Website (http://hitt.swlearning.com) Our product support
website contains all ancillary products for instructors as well as the financial analysis
exercises for both students and instructors.

JoinIn™ on TurningPoint® Transform any lecture into a truly interactive student
experience with JoinIn. Combined with your choice of several leading keypad systems,
JoinlIn turns your ordinary PowerPoint® application into powerful audience response
software. With just a click on a handheld device, your students can respond to
multiple-choice questions, short polls, interactive exercises, and peer review questions.
You can take attendance, check student comprehension of difficult concepts, collect
student demographics to better assess student needs, and even administer quizzes
without collecting papers or grading. In addition, we provide interactive text-specific
slide sets that you can modify and merge with any existing PowerPoint lecture slides for
a seamless classroom presentation. This interactive tool is available to qualified college
and university adopters. For more information, contact your Thomson representative or
visit http://turningpoint.thomsonlearningconnections.com.

The Business & Company Resource Center (BCRC) Put a complete business
library at your students’ fingertips! This premier online business research tool allows
you and your students to search thousands of periodicals, journals, references, financial
information, industry reports, and more. This powerful research tool saves time for
students—whether they are preparing for a presentation or writing a reaction paper. You
can use the BCRC to quickly and easily assign readings or research projects. Visit
http://bere.swlearning.com to learn more about this power tool. For this text in
particular, BCRC will be especially useful in further researching the companies featured
in the text’s 30 cases. Finally, we have incorporated data from BCRC into the exercises
for financial analysis to facilitate students’ research and help them focus their attention
on honing their skills in financial analysis (see Web site).

Resource Integration Guide When you start with a new—or even familiar—text,
the amount of supplemental material can seem overwhelming. Identifying each element


http://webtutor.thomsonlearning.com
http://hitt.swlearning.com
http://turningpoint.thomsonlearningconnections.com
http://bcrc.swlearning.com

of a supplement package and piecing together the parts that fit your particular needs
can be time-consuming. After all, you may use only a small fraction of the resources
available to help you plan, deliver, and evaluate your class. We have created a resource
guide to help you and your students extract the full value from the text and its wide
range of exceptional supplements. This resource guide is available on the product
support Web site. The RIG organizes the book’s resources and provides planning
suggestions to help you conduct your class, create assignments, and evaluate your
students’ mastery of the subject. Whatever your teaching style or circumstance, there are
planning suggestions to meet your needs. The broad range of techniques provided in the
guide helps you increase your repertoire as a teaching expert and enrich your students’
learning and understanding. We hope this map and its suggestions enable you to
discover new and exciting ways to teach your course.

STUDENTS

Financial analyses of some of the cases are provided on our product support website for
both students and instructors. Researching financial data, company data, and industry
data is made easy through the use of our proprietary database, the Business & Company
Resource Center. Students are sent to this database to quickly gather data needed for
financial analysis.
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KNOWLEDGE OBJECTIVES

Studying this chapter should provide you with the strategic management knowledge needed to:

1. Define strategic competitiveness, strategy, competitive 4. Use the resource-based model to explain how firms
advantage, above-average returns,and the strategic can earn above-average returns.

management process. 5. Describe vision and mission and discuss their value.

2. Describe the 21st-century competitive landscapeand g
explain how globalization and technological changes
shapeit.

Define stakeholders and describe their ability to
influence organizations.

/ 4 L / 7. Describe the work of strategic leaders.
3. Use the industrial organization (1/0) model to explain

how firms can earn above-average returns. 8. Explain the strategic management process.

© JOE POLIMENI/GENERAL MOTORS/HANDOUT/REUTERS/CORBIS

One possible strategy GM could use to improve its performance would be to produce a
smaller number of models but focus more on design and engineering.



General Motors: How Bright Is the Future?

eclining market share, cost disadvantages rela-
tive to some competitors, increasing competition
from firms in emerging economies such as China,
a downgrade of its debt,and continuing increases
in the costs of its health care programs.These are
some of the most serious issues facing General
Motors (GM).

When thinking about today’s GM in terms of
the issues it faces, one might wonder if it can get
much worse. If nothing else, the status of this
huge firm (with global sales of $193 billion in
2004) shows that“no company is too big to fail,
or at last shrink dramatically. Not even mighty
GM.”How did GM get itself into so much trou-
ble? What can this huge company do to reverse
its fortunes?

Just how serious is the situation facing GM?
To answer this question, consider the following
facts.In mid-2005, GM was cash-flow negative,
meaning that the firm was consuming more cash
than it was earning by selling cars. Some analysts
concluded that GM was “saddled with a $1,600-
per-vehicle handicap in so-called legacy costs,
mostly retiree health and pension benefits.”
Between the spring of 2000 and roughly the
middle of 2005, GM lost 74 percent of its market
value.In light of the firm’'s more recent perfor-
mance in the design, manufacture, distribution,
and service of cars and trucks, some argue that
“GM has effectively become a finance company
that actually loses money making cars.” Others
suggest that“it’s easy to view [GM] as a huge med-
ical and pension provider with a side business in
manufacturing.” Perhaps shockingly, given GM'’s
historical prominence in the global economy, in
2005 a few analysts were suggesting that bank-
ruptcy was a viable option for GM. In spite of these
difficulties, that same year billionaire investor

Kirk Kerkorian boosted his stake in GM to roughly
9 percent.To gain a return on his investment,
Kerkorian might challenge GM’s board of directors
to“sell off noncore assets, cut costs, or restruc-
ture the bloated auto business far faster than
current management appears inclined to do.”

To reverse its fortunes and significantly
improve its performance (actions and outcomes
with the potential to satisfy Kerkorian as well as
the firm's other investors), it seems that GM
needs to act quickly and boldly. When we think
about influences on GM’s performance and as
well as corrective actions the firm could take, we
should remember that conditions in GM's exter-
nal environment are outside its direct control.
Raw materials costs, for example, were increasing
dramatically across the globe in 2005.Because
of these increases, GM anticipated spending at
least another $500 million to purchase steel
products needed to produce its cars and trucks.
However, there are actions GM could take to
influence its performance.

Perhaps the most basic set of actions GM
could take would be to “make cars people actu-
ally want to buy.” This seems harsh, and perhaps
it is to a degree.On the other hand, the past sev-
eral decades are ones in which GM made design
and engineering compromises so its plants could
continue to keep up production volume. Perhaps
GM would be better served by focusing on a
smaller number of products. Rather than produc-
ing what some see as “me-too nameplates” (e.g.,
the differences across the Pontiac, Buick, and
Chevrolet nameplates are not easily identified),
GM could benefit from presenting consumers
with a smaller number of car and truck models,
but ones that have interesting designs and high-
quality engineering.
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The following statistics are interesting in
terms of focus. At the time GM offered 89 name-
plates across eight brands in North America,
Toyota was offering 26 nameplates across three
brands. Among other positive outcomes, focus-
ing on a smaller number of brands and
nameplates increases the likelihood that prod-
ucts will be distinctive and allows for marketing
campaigns to be crisply targeted to precisely
identified customer groups.To sharpen its prod-
uct focus, GM eliminated the Oldsmobile brand a
few years ago. Some analysts think that Pontiac,

Buick, and Saab should also be shut down.In
addition, closing at least five of its assembly
plants and producing roughly 4 million cars per
year for the North American market instead of
the current 5.1 million are other possible courses
of action for the firm to pursue. Although
needed, taking actions such as these will be diffi-
cult,in that GM is a large bureaucratic firm in
which there seems to be a fair amount of oppo-
sition to the possibility of initiating significant
changes. On the other hand, can GM afford not
to change how it competes?

Sources: B. Bremner & K. Kerwin, 2005, Here come Chinese cars, Business Week, June 6, 34-37; D. Welch, 2005, GM: Flirting with the nuclear option, Busi-
ness Week, July 4, 39-40; D. Welch & D. Beucke, 2005, Why GM's plan won't work, Business Week, May 9, 85-93; D. Welch & N. Byrnes, 2005, GM is losing
traction, Business Week, February 7, 74-76; D. Welch, R. Grover, & E. Thornton, 2005, Just what GM needs, Business Week, May 16, 36-37; A.Taylor, IlI, 2005,
GM'’s new crop: Hot or not? Business Week, June 27, 32; 2005, How to keep GM off the disassembly line, Business Week, May 9, 116.

Strategic competitiveness is
achieved when a firm success-
fully formulates and imple-
ments a value-creating strategy.

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

A firm has a competitive
advantage when it imple-
ments a strategy competitors
are unable to duplicate or find
too costly to try to imitate.

As we see from the Opening Case, GM is having difficulty achieving the levels of
success desired by people who have a stake in the firm’s performance. However, the firm
does have the potential to be successful. The posting of record first-half sales in China
at mid-year 2005, coupled with the expectation of more than 20 percent growth for the
full year, is an example of what GM can do.! Nonetheless, given the facts presented in
the Opening Case, it is likely that stockholders, employees, suppliers, customers, local
communities, and others affected by GM’s performance are not fully satisfied with the
firm’s current accomplishments. Because of this, we can suggest that that GM’s strate-
gies aren’t as effective as perhaps could be the case. In Chapter 2, you will learn more
about how the external environment is affecting GM.

In the final analysis, though, we can be confident in believing that those leading
GM want their firm to be highly competitive (something we call a condition of strategic
competitiveness) and want it to earn profits in the form of above-average returns. These
are important outcomes firms seek to accomplish when using the strategic management
process (see Figure 1.1). The strategic management process is fully explained in this
book. We introduce you to this process in the next few paragraphs.

Strategic competitiveness is achieved when a firm successfully formulates and
implements a value-creating strategy. A strategy is an integrated and coordinated set of
commitments and actions designed to exploit core competencies and gain a competitive
advantage. When choosing a strategy, firms make choices among competing alterna-
tives. In this sense, the chosen strategy indicates what the firm intends to do as well as
what it does not intend to do. Sony Corp., for example, unveiled a new strategy in Sep-
tember 2005 that was intended to restore the firm’s ability to earn above-average
returns. Changes in the manufacture and distribution of televisions and in its portable
music players’ products are examples of issues Sony addressed when altering its strat-
egy. Comments by Howard Stringer, Sony’s new CEO, demonstrate that choices were
being made: “We cannot fight battles on every front. We have to make choices . . . and
decide what the company’s priorities ought to be.”?

A firm has a competitive advantage when it implements a strategy competitors are
unable to duplicate or find too costly to try to imitate.> An organization can be confi-



FIGURE 7.1 The Strategic Management Process
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dent that its strategy has resulted in one or more useful competitive advantages only
after competitors’ efforts to duplicate its strategy have ceased or failed. In addition,
firms must understand that no competitive advantage is permanent.? The speed with
which competitors are able to acquire the skills needed to duplicate the benefits of a
firm’s value-creating strategy determines how long the competitive advantage will last.’

Above-average returns are returns in excess of what an investor expects to earn
from other investments with a similar amount of risk. Risk is an investor’s uncertainty
about the economic gains or losses that will result from a particular investment.®
Returns are often measured in terms of accounting figures, such as return on assets,
return on equity, or return on sales. Alternatively, returns can be measured on the basis
of stock market returns, such as monthly returns (the end-of-the-period stock price
minus the beginning stock price, divided by the beginning stock price, yielding a per-
centage return). In smaller new venture firms, performance is sometimes measured in terms
of the amount and speed of growth (e.g., in annual sales) rather than more traditional

Above-average returns are
returns in excess of what an
investor expects to earn from
other investments with a simi-
lar amount of risk.

Risk is an investor’s uncer-
tainty about the economic
gains or losses that will result
from a particular investment.
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Average returns are returns
equal to those an investor
expects to earn from other
investments with a similar
amount of risk.

The strategic management
process is the full set of com-
mitments, decisions, and
actions required for a firm to
achieve strategic competitive-
ness and earn above-average
returns.

profitability measures’ (the reason for this is that new ventures require time to earn
acceptable returns on investors’ investments).® Understanding how to exploit a competi-
tive advantage is important for firms that seek to earn above-average returns.” Firms
without a competitive advantage or that are not competing in an attractive industry
earn, at best, average returns. Average returns are returns equal to those an investor
expects to earn from other investments with a similar amount of risk. In the long run,
an inability to earn at least average returns results in failure. Failure occurs because
investors withdraw their investments from those firms earning less-than-average returns.

The strategic management process (see Figure 1.1) is the full set of commitments,
decisions, and actions required for a firm to achieve strategic competitiveness and earn
above-average returns. The firm’s first step in the process is to analyze its external and
internal environments to determine its resources, capabilities, and core competencies—the
sources of its “strategic inputs.” With this information, the firm develops its vision and
mission and formulates its strategy. To implement this strategy, the firm takes actions
toward achieving strategic competitiveness and above-average returns. The summary of
the sequence of activities is as follows: Effective strategic actions that take place in the con-
text of carefully integrated strategy formulation and implementation actions result in
desired strategic outcomes. It is a dynamic process, as ever-changing markets and compet-
itive structures must be coordinated with a firm’s continuously evolving strategic inputs.'®

In the remaining chapters of this book, we use the strategic management process to
explain what firms should do to achieve strategic competitiveness and earn above-average
returns. These explanations demonstrate why some firms consistently achieve competi-
tive success while others fail to do so.!! As you will see, the reality of global competition
is a critical part of the strategic management process and significantly influences firms’
performances.!? Indeed, learning how to successfully compete in the globalized world is
one of the most significant challenge for firms competing in the 21st century.?

Several topics are discussed in this chapter. First, we describe the 21st-century
competitive landscape. This challenging landscape is being created primarily by the
emergence of a global economy, globalization resulting from that economy, and rapid
technological changes. Next, we examine two models that firms use to gather the infor-
mation and knowledge required to choose their strategies and decide how to implement
them. The insights gained from these models also serve as the foundation for forming
the firm’s vision and mission. The first model (industrial organization or I/O) suggests
that the external environment is the primary determinant of a firm’s strategic actions.
The key to this model is identifying and competing successfully in an attractive (i.e.,
profitable) industry.!* The second model (resource based) suggests that a firm’s unique
resources and capabilities are the critical link to strategic competitiveness.!> Thus, the
first model is concerned with the firm’s external environment while the second model
focuses on the firm’s internal environment. After discussing vision and mission, direc-
tion setting statements influencing the choice and use of organizational strategies, we
describe the stakeholders that organizations serve. The degree to which stakeholders’
needs can be met directly increases when firms achieve strategic competitiveness and
earn above-average returns. Closing the chapter are introductions to strategic leaders
and the elements of the strategic management process.

The 21st-Century Competitive Landscape

The fundamental nature of competition in many of the world’s industries is changing.!®
The pace of this change is relentless and is increasing. Even determining the boundaries



of an industry has become challenging. Consider, for example,
how advances in interactive computer networks and telecommuni-
cations have blurred the boundaries of the entertainment industry.
Today, networks such as ABC, CBS, Fox, NBC, and HBO compete
not only among themselves, but also with AT&T, Microsoft, Sony,
and others. Partnerships among firms in different segments of the
entertainment industry further blur industry boundaries. For
example, MSNBC is co-owned by NBC (which itself is owned by
General Electric) and Microsoft.'” With full-motion video and
sound rapidly making their way to mobile devices, cellular tele-
phones are also competitors for customers’ entertainment expen-
ditures. Wireless companies, for example, are partnering with the
music industry to introduce music-playing capabilities into
mobile phones.!® Entertainment giant Walt Disney Company is
selling wireless-phone plans to children.!® That Disney videos can
be streamed through phones is yet another example of the diffi-
culty of determining industry boundaries.

Other characteristics of the 21Ist-century competitive land-
scape are noteworthy as well. Conventional sources of competi-
tive advantage such as economies of scale and huge advertising
budgets are not as effective as they once were. Moreover, the tra-
ditional managerial mind-set is unlikely to lead a firm to strate-
gic competitiveness. Managers must adopt a new mind-set that
values flexibility, speed, innovation, integration, and the chal-
lenges that evolve from constantly changing conditions. The conditions of the competi-
tive landscape result in a perilous business world, one where the investments required
to compete on a global scale are enormous and the consequences of failure are severe.?’
Developing and implementing strategy remains an important element of success in this
environment. It allows for strategic actions to be planned and to emerge when the envi-
ronmental conditions are appropriate. It also helps to coordinate the strategies devel-
oped by business units in which the responsibility to compete in specific markets is
decentralized.?!

Hypercompetition is a term often used to capture the realities of the 21st-century
competitive landscape. Under conditions of hypercompetition, “assumptions of market
stability are replaced by notions of inherent instability and change.”?> Hypercompeti-
tion results from the dynamics of strategic maneuvering among global and innovative
combatants. It is a condition of rapidly escalating competition based on price-quality
positioning, competition to create new know-how and establish first-mover advantage,
and competition to protect or invade established product or geographic markets.?* In a
hypercompetitive market, firms often aggressively challenge their competitors in the
hopes of improving their competitive position and ultimately their performance.?*

Several factors create hypercompetitive environments and influence the nature of
the 21st-century competitive landscape. The two primary drivers are the emergence of a
global economy and technology, specifically rapid technological change.

The Global Economy

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

Interesting opportunities and challenges are associated with the emergence of the
global economy.?® For example, Europe, instead of the United States, is now the world’s
largest single market, with 700 million potential customers. The European Union and

Walt Disney company sells wireless-phone plans to
children.

A global economy is one in
which goods, services, people,
skills, and ideas move freely
across geographic borders.
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GE is moving boldly into China and other emerging markets.

the other Western European countries also
have a gross domestic product that is over 35
percent higher than the GDP of the United
States.?” China’s economy is now larger than
Canada’s, causing an analyst to suggest, “It’s
hard to talk meaningfully about the world
economy any more without China being
included.”?® One indicator of the rapid rise
in the capabilities of China’s economy is the
fact that from roughly 1986 to 2005, China
lifted “some 400 million of its 1.3 billion
people out of grinding $1-a-day poverty.”?
India, the world’s largest democracy, has an
economy that also is growing rapidly and
now ranks as the world’s fourth largest.>° By
2050, the United States, China, India, Japan,
Britain, France, Germany, and South Korea
are expected to be the world’s largest econo-
mies. Russia and Italy are two economies projected to decline in size and influence
between 2005 and 2050.3!

The statistics detailing the nature of the global economy reflect the realities of a
hypercompetitive business environment and challenge individual firms to think seri-
ously about the markets in which they will compete. Consider the case of General Elec-
tric (GE). Although headquartered in the United States, GE expects that as much as 60
percent of its revenue growth between 2005 and 2015 will be generated by competing in
rapidly developing economies (e.g., China and India). The decision to count on revenue
growth in developing countries instead of in developed countries such as the United
States and European nations seems quite reasonable in the global economy. In fact,
according to an analyst, what GE is doing is not by choice but by necessity: “Developing
countries are where the fastest growth is occurring and more sustainable growth.”??
Based on its analyses of world markets and their potential, GE estimates that by 2024,
China will be the world’s largest consumer of electricity and will be the world’s largest
consumer and consumer-finance market (business areas in which GE competes). GE is
making strategic decisions today such as investing significantly in China and India in
order to improve its competitive position in what the firm believes are becoming vital
sources of revenue and profitability. Similarly, FedEx estimates that in no more than 10
years, the firm will generate the bulk of its revenue growth from business activities out-
side the United States, not from its domestic operations. Brazil and India are two mar-
kets in which the firm is now making significant investments in anticipation of revenue
growth possibilities.*?

The March of Globalization

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

In globalized markets and industries, financial capital might be obtained in one
national market and used to buy raw materials in another one. Manufacturing equip-
ment bought from a third national market can then be used to produce products that
are sold in yet a fourth market. Thus, globalization increases the range of opportunities
for companies competing in the 21st-century competitive landscape.’



Wal-Mart, for instance, is trying to achieve boundaryless retailing with global pric-
ing, sourcing, and logistics. Through boundaryless retailing, the firm seeks to make the
movement of goods and the use of pricing strategies as seamless among all of its inter-
national operations as historically has been the case among its domestic stores. The
firm is pursuing this type of retailing on an evolutionary basis. For example, most of
Wal-Mart’s original international investments were in Canada and Mexico, because it
was easier for the firm to rehearse or apply its global practices in countries that are geo-
graphically close to its home base, the United States. Based on what it has learned, the
firm has now expanded into Europe, South America, and Asia. Today, Wal-Mart is the
world’s largest retailer (with over 3,600 total units). Internationally, Wal-Mart now
employs over 330,000 people in its more than 1,500 international units.*® Globalization
makes it increasingly difficult to think of firms headquartered in various economies
throughout the world as domestic-only companies. Consider the following facts about
three U.S.-based organizations: On an annual basis, Wal-Mart continues to increase the
percent of its total revenue that is coming from its international operations. Approxi-
mately 47 percent of operating income in 2004 was generated by McDonald’s interna-
tional operations.’” And as we just explained, GE expects more than 60 percent of its
growth in sales revenue in the foreseeable future to come from operations in emerging
markets. The challenge to companies experiencing globalization to the degree of these
three firms is to understand the need for culturally sensitive decisions when using the
strategic management process and to anticipate ever-increasing complexity in their
operations as goods, services, people, and so forth move freely across geographic bor-
ders and throughout different economic markets.

Globalization also affects the design, production, distribution, and servicing of
goods and services. In many instances, for example, globalization results in higher-quality
goods and services. Global competitor Toyota Motor Company provides an example of
how this happens. Because Toyota initially emphasized product reliability and superior
customer service, the company’s products are in high demand across the globe. Because
of the demand for its products, Toyota’s competitive actions have forced its global com-
petitors to make reliability and service improvements in their operations.*® Indeed,
almost any car or truck purchased today from virtually any manufacturer is of higher
quality and is supported by better service than was the case before Toyota began suc-
cessfully competing throughout the global economy.

Overall, it is important for firms to understand that globalization has led to higher
levels of performance standards in many competitive dimensions, including those of
quality, cost, productivity, product introduction time, and operational efficiency. In
addition to firms competing in the global economy, these standards affect firms com-
peting on a domestic-only basis. The reason for this is that customers will purchase
from a global competitor rather than a domestic firm when the global company’s good
or service is superior. Because workers now flow rather freely among global economies,
and because employees are a key source of competitive advantage, firms must under-
stand that increasingly, “the best people will come from . . . anywhere.”* Overall, firms
must learn how to deal with the reality that in the 21st-century competitive landscape,
only companies capable of meeting, if not exceeding, global standards typically have the
capability to earn above-average returns.*

As we have explained, globalization creates opportunities (such as those being pur-
sued by Toyota, Wal-Mart, McDonald’s and GE, among many other firms). However,
globalization is not risk free. Collectively, the risks of participating outside of a firm’s
domestic country in the global economy are labeled a “liability of foreignness.”!

One risk of entering the global market is that typically a fair amount of time is
required for firms to learn how to compete in markets that are new to them. A firm’s
performance can suffer until this knowledge is either developed locally or transferred
from the home market to the newly established global location.?? Additionally, a firm’s
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performance may suffer with substantial
amounts of globalization. In this instance,
firms may overdiversify internationally
beyond their ability to manage these diversi-
fied operations.®® The result of overdiversifi-
cation can have strong negative effects on a
firm’s overall performance.*

Thus, entry into international markets,
even for firms with substantial experience in
the global economy such as Toyota, McDon-
ald’s, and GE, requires proper use of the
strategic management process. In this
regard, firms should choose to enter more
international markets only when there is a
viable opportunity for them to do so and
when they have the competitive advantages

Woodforest National Bank has focused on attracting Latino customers. required to be successful in those markets.

It is also important to note that while
global markets are attractive strategic options for some companies, they are not the
only source of strategic competitiveness. In fact, for most companies, even for those
capable of competing successfully in global markets, it is critical to remain committed
to and strategically competitive in the domestic market.*> And, domestic markets can be
testing grounds for possibly entering an international market at some point in the
future. For example, some banks operating in Texas recently recognized the attractive-
ness of Latinos as a distinct customer group. One reason this group is attractive is that
fewer than 50 percent of Latinos living in Texas have bank accounts. To attract Latinos,
banks took actions such as redesigning their interiors to resemble haciendas, reduced
fees on money transfers to Mexico, and started sponsoring community events that are
important to the target population. If these efforts prove successful, at some point these
banks may, assuming that regulations permit such actions, use the skills gained locally
as the foundation for entering an international market such as Mexico.%

Technology and Technological Changes

There are three categories of trends and conditions—technology diffusion and disrup-
tive technologies, the information age, and increasing knowledge intensity—through
which technology is significantly altering the nature of competition and contributing to
unstable competitive environments as a result of doing so.

Technology Diffusion and Disruptive Technologies

The rate of technology diffusion—the speed at which new technologies become avail-
able and are used—has increased substantially over the last 15 to 20 years. Consider the
following rates of technology diffusion:

It took the telephone 35 years to get into 25 percent of all homes in the United States. It
took TV 26 years. It took radio 22 years. It took PCs 16 years. It took the Internet 7 years.*”

Perpetual innovation is a term used to describe how rapidly and consistently new,
information-intensive technologies replace older ones. The shorter product life cycles
resulting from these rapid diffusions of new technologies place a competitive premium
on being able to quickly introduce new, innovative goods and services into the market-
place.®® In fact, when products become somewhat indistinguishable because of the
widespread and rapid diffusion of technologies, speed to market with innovative prod-
ucts may be the primary source of competitive advantage (see Chapter 5).* Indeed,



some argue that increasingly, the global economy is driven by or revolves around con-
stant innovations. Not surprisingly, such innovations must be derived from an under-
standing of global standards and global expectations in terms of product functionality.>

Another indicator of rapid technology diffusion is that it now may take only 12 to
18 months for firms to gather information about their competitors’ research and devel-
opment and product decisions.’! In the global economy, competitors can sometimes
imitate a firm’s successful competitive actions within a few days. Once a source of com-
petitive advantage, the protection firms previously possessed through their patents has
been stifled by the current rate of technological diffusion. Today, patents may be an
effective way of protecting proprietary technology in a small number of industries such
as pharmaceuticals. Indeed, many firms competing in the electronics industry often do
not apply for patents to prevent competitors from gaining access to the technological
knowledge included in the patent application.

Disruptive technologies—technologies that destroy the value of an existing tech-
nology and create new markets®>—surface frequently in today’s competitive markets.
Think of the new markets created by the technologies underlying the development of
products such as iPods, PDAs, WiFi, and the browser.® Products such as these are
thought by some to represent radical or breakthrough innovations® (we talk more
about radical innovations in Chapter 13). A disruptive or radical technology can create
what is essentially a new industry or can harm industry incumbents. Some incumbents,
though, are able to adapt based on their superior resources, experience, and ability to
gain access to the new technology through multiple sources (e.g., alliances, acquisitions,
and ongoing internal basic research).”®> When a disruptive technology creates a new
industry, competitors follow. As explained in the Strategic Focus, Amazon.com’s
launching created a new industry by making use of a disruptive technology we know as
the Internet.

In addition to making innovative use of the Internet to create Amazon.com, Jeff
Bezos also uses core competence in technology to study information about its cus-
tomers. These efforts result in opportunities to understand individual customers’ needs
and then target goods and services to satisfy those needs. Clearly, Amazon understands
the importance of information and knowledge (topics we discuss next) as competitive
weapons for use in the 21st-century competitive landscape.

The Information Age

Dramatic changes in information technology have occurred in recent years. Personal
computers, cellular phones, artificial intelligence, virtual reality, and massive databases
(e.g., Lexis/Nexis) are a few examples of how information is used differently as a result
of technological developments. An important outcome of these changes is that the abil-
ity to effectively and efficiently access and use information has become an important
source of competitive advantage in virtually all industries.>

Both the pace of change in information technology and its diffusion will continue
to increase. For instance, the number of personal computers in use in the United States
is expected to reach 278 million by 2010. The declining costs of information technolo-
gies and the increased accessibility to them are also evident in the 21st-century compet-
itive landscape. The global proliferation of relatively inexpensive computing power and
its linkage on a global scale via computer networks combine to increase the speed and
diffusion of information technologies. Thus, the competitive potential of information
technologies is now available to companies of all sizes throughout the world, not only
to large firms in Europe, Japan, and North America.

As noted in the Strategic Focus on Amazon, the Internet is another technological
innovation contributing to hypercompetition. Available to an increasing number of
people throughout the world, the Internet provides an infrastructure that allows the deliv-
ery of information to computers in any location. Access to significant quantities of rela-
tively inexpensive information yields strategic opportunities for a number of companies
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Amazon.com: Using Technology to Create Change

Jeff Bezos, Amazon.com’s CEO, founded his company in his basement in 1994.Bezos’s

St rate g I C innovative concept was to use the still-emerging technology called the Internet to estab-
lish an online company selling books. Initially, Bezos intended to sell only books using
FOC u S what became Amazon's proprietary Internet-based software. In fact, Bezos’s vision for

Amazon was for the firm to be “Earth’s biggest bookstore.” Because of its growth and
expansion, Amazon'’s vision today is to offer the “Earth’s Biggest Selection.”

Amazon officially went “live” on July 16, 1995.The first book the firm sold was Fluid
Concepts & Creative Analogies: Computer Models of the Fundamental Mechanisms of
Thought. At the time of Amazon’s launching, a large number of business analysts and cer-
tainly competitors in the book business (e.g., Barnes & Noble) seriously doubted that con-
sumers would respond favorably to an opportunity to purchase books on the Internet
from an unknown start-up venture. However, the skeptics were clearly wrong. Amazon has
grown rapidly, establishing its one millionth customer account in 1997, the year the firm
went public. The firm now has over 47 million customers. Sales revenue in 2004 was close
to $7 billion. Revenue was expected to climb to over $8.5 billion by year-end 2005. Ama-
zon is at the top of Internet Retailer's annual top 400 list,and well ahead of second place
Dell Inc.in terms of online business-to-consumer sales.

In the eyes of many, Amazon has become the first successful online retailing market-
place in the United States and probably in the world (given the firm’s continuing expan-
sion into international markets). In fact, international sales (from non-North American mar-
kets) now account for close to 50 percent of Amazon'’s sales revenue. Bezos has said that
Amazon will continue to devote efforts to increasing the rate of expansion into interna-
tional markets.The firm sells items around the globe that are grouped into 31 product cat-
egories. Apparel, electronics, toys, baby items, banjo cases, kitchen and housewares, travel
services,and jewelry are but a few of the products available from Amazon. Because the
firm uses “online [instead of physical] shelf space,” the goods and services it can add to its
offerings are virtually endless in number and variety.

A vast selection of goods and services, a brand name known by many throughout
the world, a site that is simple to understand and navigate, and a reputation for reliability
are Amazon’s competitive advantages.Technological innovations are the source of these
advantages. From its inception, Amazon has invested large sums of money in technology
to develop an infrastructure that allows it to offer customers a reliable and easy-to-navigate
way to buy its products. Consistent with the characteristics of a rapidly changing, unstable
environment, Amazon constantly develops new technologies that allow it to improve its
offerings to customers. In addition, technology is the source of Amazon'’s expansion into
new areas such as its Web-search service.Through its A9 unit, Amazon offers searches for
users to locate restaurants, museums, and other places in particular areas. But Amazon
competes with others in this business area including Microsoft, Yahoo!,and Google.

What does the future hold for Amazon? Although it now has competitors that didn’t
exist at the time of its launching, some analysts think that “Amazon is always one step
ahead” of those firms. Bezos believes that the firm’s continuing investments in technology
will allow it to innovate in ways that prevent competitors from duplicating its competitive
advantages.
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in global markets. Virtually all retailers, such as Abercrombie & Fitch, Gap, and Benet-
ton, use the Internet to provide abundant shopping privileges to customers in multiple
locations. As a distribution channel, the Internet’s popularity is growing in the United
States. In mid-2005, for example, over 3 percent of all retail sales (excluding car dealers
and gas stations) were accounted for by the Internet.’” The exploding use of the Inter-
net in China (94 million users in mid-2005, second only to the United States) is creat-
ing opportunities for U.S. Internet companies (Google, Yahoo!, and eBay). In fact, the
huge potential for these firms caused an analyst to suggest that Internet companies
without a major stake in China would experience less growth and a greater possibility
of poor long-term performance as a result.*

Increasing Knowledge Intensity

Knowledge (information, intelligence, and expertise) is the basis of technology and its
application. In the 21st-century competitive landscape, knowledge is a critical organiza-
tional resource and is increasingly a valuable source of competitive advantage.>® Indeed,
starting in the 1980s, the basis of competition began shifting from hard assets to intan-
gible resources. For example, “Wal-Mart transformed retailing through its proprietary
approach to supply chain management and its information-rich relationships with cus-
tomers and suppliers.”®® Relationships are an example of an intangible resource.

Knowledge is gained through experience, observation, and inference and is an
intangible resource (tangible and intangible resources are fully described in Chapter 3).
The value of intangible resources, including knowledge, is growing as a proportion of
total shareholder value.®! The probability of achieving strategic competitiveness in the
21st-century competitive landscape is enhanced for the firm that realizes that its sur-
vival depends on the ability to capture intelligence, transform it into usable knowledge,
and diffuse it rapidly throughout the company.®? Therefore, firms must develop (e.g.,
through training programs) and acquire (e.g., by hiring educated and experienced
employees) knowledge, integrate it into the organization to create capabilities, and then
apply it to gain a competitive advantage.®® In addition, firms must build routines that
facilitate the diffusion of local knowledge throughout the organization for use every-
where it has value.® Firms are better able to do these things when they have strategic
flexibility.

Strategic flexibility is a set of capabilities used to respond to various demands and
opportunities existing in a dynamic and uncertain competitive environment. Thus,
strategic flexibility involves coping with uncertainty and its accompanying risks.®
Firms should try to develop strategic flexibility in all areas of their operations. How-
ever, those working within firms to develop strategic flexibility should understand that
this is not an easy task, largely because of inertia that can build up over time.%

To be strategically flexible on a continuing basis and to gain the competitive bene-
fits of such flexibility, a firm has to develop the capacity to learn. In the words of John
Browne, CEO of British Petroleum: “In order to generate extraordinary value for share-
holders, a company has to learn better than its competitors and apply that knowledge
throughout its businesses faster and more widely than they do.”®” Continuous learning
provides the firm with new and up-to-date sets of skills, which allow it to adapt to its
environment as it encounters changes.®® Firms capable of rapidly and broadly applying
what they have learned have strategic flexibility and the resulting capacity to change in
ways that will increase the probability of being able to successfully deal with uncertain,
hypercompetitive environments. As we discuss in the Strategic Focus, some firms must
change dramatically to remain competitive or to again become competitive.

Will the changes being sought at Kodak and Albertsons lead to improved firm per-
formance? Time will provide the answer to this question as it has in part in the Albert-
sons case. What we do know is that being prepared to consistently engage in change
improves the likelihood of a firm achieving above-average returns across time.

Strategic flexibility is a set of
capabilities used to respond to
various demands and opportu-
nities existing in a dynamic
and uncertain competitive
environment.
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Albertsons is using technology as a competitive strategy.

Organizational Change: Be Ready,
Because It Can’t Be Avoided!

In the 21st-century competitive landscape, some argue that competition is about change—
being able to change effectively, quickly,and in ways competitors will find difficult to imi-
tate.Through change, organizations have opportunities to grow and to learn.In a continu-
ous cycle, new learning resulting from one change is the foundation for a new cycle of
growth and future change.Without change and the resulting learning that pushes this
continuous, reinforcing cycle, the likelihood of organizational decline and eventual death
greatly increases. Being able to rapidly and successfully change is increasingly an irre-
placeable dimension of being able to earn above-average returns in the global economy.

In spite of its importance, change is difficult, for individuals and organizations. If we
think of individuals, it may surprise us to learn that roughly 90 percent of heart-bypass
patients do not change their lifestyles—even at the risk of dying. The difficulty individuals
experience trying to change their behavior suggests the challenge of achieving change in
an organization, which, after all, is a collection of what are often change-resistance people!
Nonetheless, there are interesting cases about organizational change, two of which we
discuss next.

Antonio M. Perez is the new CEO of Eastman Kodak Co. During his previous time at
Hewlett-Packard, Perez was “obsessed with creating a new (product) category every two
years.” Creating new product categories this rapidly and frequently is a function of learn-
ing and constant change. In hiring Perez, Kodak’s board of directors believed he had the
skills to help Kodak introduce new digital products and gain the knowledge required to
continue changing frequently and significantly.

Lawrence R.Johnston, a former GE executive, is now Albertsons Inc.’s CEO. In addi-
tion to traditional grocery store competitors, Albertsons (as well as other national chains
such as Safeway and Kroger) faces a serious threat from Wal-Mart. In fact, estimates are
that Wal-Mart will generate over $162 billion in “super-market types of sales” by the end of
2007.This projected amount exceeds the combined annual revenue of Kroger, Albertsons,
and Safeway. Knowing that his firm can’t compete against Wal-Mart on the basis of price
and greater operational efficiencies, Johnston is relying on technology to introduce signif-
icant changes at Albertsons as a means of competition.The goal is to change shopping
within Albertsons’ stores so customers will describe their experience as “quick and easy.”
To do this, hand-held scanners are available to shoppers in some locations.The scanners
are linked to a company database and a global-positioning-satellite system.The scanners
will keep tabs of products the consumer has selected as well as direct her or him to the
quickest route to take in a store to find a requested item. At the exit, the scanners charge the
purchased items to a credit card, allowing the shopper to avoid waiting in a checkout line. A
technology-intensive shopping experience such as this will cause major changes in estab-
lished work patterns among the firm’'s employees.

What can organizations do to improve their
ability to change? One thing to recognize is that there
are no shortcuts. Helping a firm learn how to change
is hard work—work requiring dedicated efforts on the
parts of many.To help firms learn how to effectively
and consistently engage in change, research suggests
that strategic leaders (whom we talk about more later
in this chapter and in full detail in Chapter 12) should
engage in a number of actions including the follow-
ing: (1) phrasing the need for change in ways that
appeal to employees’ emotions as well as their cogni-
tions, (2) casting the need for change as providing
positive outcomes, (3) developing a story to describe
the needed changes that is simple, straightforward,



and appealing, and (4) continuously developing and describing stories about the firm’s suc-
cess with different change efforts. While these actions won't lead to organizational change
without disruption and some trepidation on the part of some employees, they do facilitate
efforts to improve the chance of success when engaging in organizational change efforts.

Interestingly, if these efforts fail to stimulate change, a firm often has to do some-
thing drastic.In September 2005, Albertsons suggested that it was willing to be acquired
by the highest bidder. While private equity firms were the most interested initially, one
analyst speculated that European discount grocers and competitors to Wal-Mart might be
interested:“Britain’s Tesco, Belgian retailer Delhaize Group and France’s Carrefour were
among the likely candidates.” Because Albertsons is number two in market share, it would
allow these foreign competitors a significant entry opportunity in the United States mar-
ket. If extensive change does not take place when needed, competitive realities will force
changes as illustrated by the Albertsons example.

Sources: 2005, Albertson sale draws bidders, Los Angeles Times, www.latimes.com, September 19; A. Deutschman, 2005,
Making change, Fast Company, May, 52-62; M. Arndt, A. Carter, & C. Arnst, 2005, Needed: More bite to fight fat, Business
Week, January 31, 36; J. A. Bryne, 2005, The case for change, Fast Company, April, 12; J. A. Bryne, 2005, Great work if you can
get it, Fast Company, April, 14; S. Holmes, 2005, The Jack Welch of the meat aisle, Business Week, January 24, 60-61; W. C.
Symonds & P. Burrows, 2005, A digital warrior for Kodak, Business Week, May 23, 42.

Next, we describe two models firms use to generate the information they need to
form their vision and mission and then to select and decide how to implement one or
more strategies.

The 1/0 Model of Above-Average Returns

From the 1960s through the 1980s, the external environment was thought to be the pri-
mary determinant of strategies that firms selected to be successful.® The industrial
organization (I/O) model of above-average returns explains the external environment’s
dominant influence on a firm’s strategic actions. The model specifies that the industry
in which a company chooses to compete has a stronger influence on performance than
do the choices managers make inside their organizations.”” The firm’s performance is
believed to be determined primarily by a range of industry properties, including
economies of scale, barriers to market entry, diversification, product differentiation,
and the degree of concentration of firms in the industry.”! These industry characteris-
tics are examined in Chapter 2.

Grounded in economics, the I/O model has four underlying assumptions. First, the
external environment is assumed to impose pressures and constraints that determine the
strategies that would result in above-average returns. Second, most firms competing
within an industry or within a certain segment of that industry are assumed to control
similar strategically relevant resources and to pursue similar strategies in light of those
resources. Third, resources used to implement strategies are assumed to be highly mobile
across firms, so any resource differences that might develop between firms will be short-
lived. Fourth, organizational decision makers are assumed to be rational and committed
to acting in the firm’s best interests, as shown by their profit-maximizing behaviors.”
The I/O model challenges firms to locate the most attractive industry in which to com-
pete. Because most firms are assumed to have similar valuable resources that are mobile
across companies, their performance generally can be increased only when they operate
in the industry with the highest profit potential and learn how to use their resources to
implement the strategy required by the industry’s structural characteristics.”?
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The five forces model of competition is an analytical tool used to help firms with
this task. The model (explained in Chapter 2) encompasses several variables and tries to
capture the complexity of competition. The five forces model suggests that an industry’s
profitability (i.e., its rate of return on invested capital relative to its cost of capital) is a
function of interactions among five forces: suppliers, buyers, competitive rivalry among
firms currently in the industry, product substitutes, and potential entrants to the indus-
try.”* Firms can use this tool to understand an industry’s profit potential and the strategy
necessary to establish a defensible competitive position, given the industry’s structural
characteristics. Typically, the model suggests that firms can earn above-average returns by
manufacturing standardized products or producing standardized services at costs below
those of competitors (a cost leadership strategy) or by manufacturing differentiated prod-
ucts for which customers are willing to pay a price premium (a differentiation strategy).
The cost leadership and product differentiation strategies are fully described in Chapter 4.

As shown in Figure 1.2, the I/O model suggests that above-average returns are
earned when firms implement the strategy dictated by the characteristics of the general,

7.2 The I/O Model
FIGURE 1. of Above-Average Returns
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industry, and competitor environments (environments that are discussed in Chapter 2).
Companies that develop or acquire the internal skills needed to implement strategies
required by the external environment are likely to succeed, while those that do not are
likely to fail. Hence, this model suggests that returns are determined primarily by exter-
nal characteristics rather than by the firm’s unique internal resources and capabilities.

Research findings support the I/O model, in that approximately 20 percent of a
firm’s profitability can be explained by the industry in which it chooses to compete.
This research also shows, however, that 36 percent of the variance in profitability could
be attributed to the firm’s characteristics and actions.”” This suggests that both the
environment and the firm’s characteristics play a role in determining the firm’s specific
level of profitability. Thus, there is likely a reciprocal relationship between the environ-
ment and the firm’s strategy, thereby affecting the firm’s performance.”®

As you can see, the I/O model considers a firm’s strategy to be a set of commit-
ments, actions, and decisions that are formed in response to the characteristics of the
industry in which the firm has decided to compete. The resource-based model, dis-
cussed next, takes a different view of the major influences on strategy formulation and
implementation.

The Resource-Based Model
of Above-Average Returns

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

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

Individual resources alone may not yield a competitive advantage.”” In fact, resources
have a greater likelihood of being a source of competitive advantage when they are
formed into a capability. A capability is the capacity for a set of resources to perform a
task or an activity in an integrative manner. Capabilities evolve over time and must be
managed dynamically in pursuit of above-average returns.’”® Core competencies are
resources and capabilities that serve as a source of competitive advantage for a firm
over its rivals. Core competencies are often visible in the form of organizational func-
tions. For example, marketing is a core competence for Philip Morris, a division of the
Altria Group, Inc. This means that Philip Morris has used its resources to form marketing-
related capabilities that in turn allow the firm to market its products in ways that are
superior to how competitors market their products.

According to the resource-based model, differences in firms’ performances across
time are due primarily to their unique resources and capabilities rather than to the
industry’s structural characteristics. This model also assumes that firms acquire differ-
ent resources and develop unique capabilities based on how they combine and use the
resources; that resources and certainly capabilities are not highly mobile across firms;
and that the differences in resources and capabilities are the basis of competitive advan-
tage.”” Through continued use, capabilities become stronger and more difficult for com-
petitors to understand and imitate. As a source of competitive advantage, a capability

Resources are inputs into a
firm’s production process, such
as capital equipment, the skills
of individual employees,
patents, finances, and talented
managers.

A capability is the capacity
for a set of resources to perform
a task or an activity in an inte-
grative manner.

Core competencies are capa-
bilities that serve as a source of
competitive advantage for a
firm over its rivals.
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“should be neither so simple that it is highly imitable, nor so complex that it defies
internal steering and control.”%°

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

Not all of a firm’s resources and capabilities have the potential to be the basis for
competitive advantage. This potential is realized when resources and capabilities are
valuable, rare, costly to imitate, and nonsubstitutable.®! Resources are valuable when
they allow a firm to take advantage of opportunities or neutralize threats in its external
environment. They are rare when possessed by few, if any, current and potential com-
petitors. Resources are costly to imitate when other firms either cannot obtain them or
are at a cost disadvantage in obtaining them compared with the firm that already pos-
sesses them. And they are nonsubstitutable when they have no structural equivalents.

1.3 The Resource-Based Model
FIGURE 1. of Above-Average Returns
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Many resources can either be imitated or substituted over time. Therefore, it is difficult
to achieve and sustain a competitive advantage based on resources alone.®? When these
four criteria are met, however, resources and capabilities become core competencies.

As noted previously, research shows that both the industry environment and a
firm’s internal assets affect that firm’s performance over time.?* Thus, to form a vision
and mission, and subsequently to select one or more strategies and to determine how to
implement them, firms use both the I/O and the resource-based models.?* In fact, these
models complement each other in that one (I/O) focuses outside the firm while the
other (resource-based) focuses inside the firm. In Chapter 2 we describe how firms use the
I/0 model, and in Chapter 3 we discuss how firms use the resource-based model. Success-
ful strategy formulation and implementation actions result only when the firm properly
uses both models. Next, we discuss the forming of the firm’s vision and mission—
actions taken after the firm understands the realities of its external (Chapter 2) and
internal (Chapter 3) environments.

Vision and Mission

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

Vision

Vision is a picture of what the firm wants to be and, in broad terms, what it wants to
ultimately achieve.8> Thus, a vision statement articulates the ideal description of an
organization and gives shape to its intended future. In other words, a vision statement
points the firm in the direction of where it would eventually like to be in the years to
come. Vision is “big picture” thinking with passion that helps people feel what they are
supposed to be doing.®® People feel what they are to do when their firm’s vision is sim-
ple, positive, and emotional.®” A vision stretches and challenges people and evokes emo-
tions and dreams. Imagine the dreams evoked and the emotions felt when employees
learn that as part of the firm’s vision, the new CEO of LG Electronics says, “We must be
a great company with great people.”

It is also important to note that vision statements reflect a firm’s values and aspira-
tions and are intended to capture the heart and mind of each employee and, hopefully,
many of its other stakeholders. A firm’s vision tends to be enduring while its mission
can change in light of changing environmental conditions. A vision statement tends to
be relatively short and concise, making it easily remembered. Examples of vision state-
ments include the following:

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

To make the automobile accessible to every American (Ford Motor Company’s vision
when established by Henry Ford)

As a firm’s most important and prominent strategic leader, the CEO is responsible
for working with others to form the firm’s vision. It is important for the CEO to do this

Vision is a picture of what the
firm wants to be and, in broad
terms, what it wants to ulti-
mately achieve.
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A mission specifies the busi-
ness or businesses in which the
firm intends to compete and
the customers it intends to
serve.

because, in the words of Dan Rosensweig, chief operating officer (COO) for Yahoo!,
“With a clear vision and strong leadership, you can make almost anything happen.”®

Experience shows that the most effective vision statement results when the CEO
involves a host of people (e.g., other top-level managers, employees working in different
parts of the organization, suppliers, and customers) to develop it. In addition, to help
the firm reach its desired future state, a vision statement should be clearly tied to the
conditions in the firm’s external and internal environments and it must be achievable.
Moreover, the decisions and actions of those involved with developing the vision, espe-
cially the CEO and the other top-level managers, must be consistent with that vision. In
fact, there is nothing worse than for the firm’s top-level strategic leaders’ actions to be
inconsistent with the vision. At McDonald’s, for example, a failure to openly provide
employees with what they need to quickly and effectively serve customers would be a
recipe for disaster.

Mission

The vision is the foundation for the firm’s mission. A mission specifies the business or
businesses in which the firm intends to compete and the customers it intends to serve.”
As we will learn in Chapter 4, today’s customers tend to be quite demanding when it
comes to their expectations for product variety and quality.”!

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

As with the vision, the final responsibility for forming the firm’s mission rests with
the CEO, though the CEO and other top-level managers tend to involve a larger num-
ber of people in forming the mission. The main reason for this is that mission deals
more directly with product markets and customers. Compared with the CEO and other
top-level managers, middle- and first-level managers and other employees have more
direct contact with customers and the markets in which they are served. Examples of
mission statements include the following:

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

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

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

While reading the vision and mission statements presented above, you likely recog-
nized that the earning of above-average returns (sometimes called profit maximization)
was not mentioned in any of them. The reasons for this are that all firms want to earn
above-average returns (meaning that this intention does not differentiate the firm from
its rivals) and that desired financial outcomes result from properly serving certain cus-



tomers while trying to achieving the firm’s intended future. In other words, above-average
returns are the fruits of the firm’s efforts to achieve its vision and mission. In fact,
research has shown that having an effectively formed vision and mission has a positive
effect on performance as measured by growth in sales, profits, employment, and net
worth.” In turn, positive firm performance increases the firm’s ability to satisfy the inter-
ests of its stakeholders (whom we discuss next). The flip side of the coin also seems to be
true—namely, the firm without an appropriately formed vision and mission is more
likely to fail than the firm that has properly formed vision and mission statements.*®

Stakeholders

Every organization involves a system of primary stakeholder groups with whom it estab-
lishes and manages relationships.”” Stakeholders are the individuals and groups who can
affect, and are affected by, the strategic outcomes achieved and who have enforceable
claims on a firm’s performance.®® Claims on a firm’s performance are enforced through
the stakeholders’ ability to withhold participation essential to the organization’s sur-
vival, competitiveness, and profitability.”® Stakeholders continue to support an organi-
zation when its performance meets or exceeds their expectations.!?® Also, recent
research suggests that firms effectively managing stakeholder relationships outperform
those that do not. Stakeholder relationships can therefore be managed to be a source of
competitive advantage.!®!

Although organizations have dependency relationships with their stakeholders,
they are not equally dependent on all stakeholders at all times;!%? as a consequence, not
every stakeholder has the same level of influence. The more critical and valued a stake-
holder’s participation, the greater a firm’s dependency on it. Greater dependence, in
turn, gives the stakeholder more potential influence over a firm’s commitments, deci-
sions, and actions. Managers must find ways to either accommodate or insulate the

organization from the demands of stakeholders controlling critical resources.!?

Classifications of Stakeholders

The parties involved with a firm’s operations can be separated into at least three
groups.!® As shown in Figure 1.4, these groups are the capital market stakeholders
(shareholders and the major suppliers of a firm’s capital), the product market stake-
holders (the firm’s primary customers, suppliers, host communities, and unions repre-
senting the workforce), and the organizational stakeholders (all of a firm’s employees,
including both nonmanagerial and managerial personnel).

Each stakeholder group expects those making strategic decisions in a firm to pro-
vide the leadership through which its valued objectives will be reached.!®® The objec-
tives of the various stakeholder groups often differ from one another, sometimes plac-
ing those involved with the strategic management process in situations where trade-offs
have to be made. The most obvious stakeholders, at least in U.S. organizations, are
shareholders—individuals and groups who have invested capital in a firm in the expec-
tation of earning a positive return on their investments. These stakeholders’ rights are
grounded in laws governing private property and private enterprise.

Shareholders want the return on their investment (and, hence, their wealth) to be
maximized. Maximization of returns sometimes is accomplished at the expense of
investing in a firm’s future. Gains achieved by reducing investment in research and

Stakeholders are the individ-
uals and groups who can
affect, and are affected by, the
strategic outcomes achieved
and who have enforceable
claims on a firm’s performance.
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FIGURE 1.4 The Three Stakeholder Groups
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development, for example, could be returned to shareholders, thereby increasing the
short-term return on their investments. However, this short-term enhancement of
shareholders’ wealth can negatively affect the firm’s future competitive ability, and
sophisticated shareholders with diversified portfolios may sell their interests if a firm
fails to invest in its future. Those making strategic decisions are responsible for a firm’s
survival in both the short and the long term. Accordingly, it is not in the interests of
any stakeholders for investments in the company to be unduly minimized.

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

Because of potential conflicts, each firm is challenged to manage its stakeholders.
First, a firm must carefully identify all important stakeholders. Second, it must priori-
tize them, in case it cannot satisfy all of them. Power is the most critical criterion in
prioritizing stakeholders. Other criteria might include the urgency of satisfying each
particular stakeholder group and the degree of importance of each to the firm.!%

When the firm earns above-average returns, the challenge of effectively managing
stakeholder relationships is lessened substantially. With the capability and flexibility
provided by above-average returns, a firm can more easily satisfy multiple stakeholders
simultaneously. When the firm is earning only average returns, it is unable to maximize
the interests of all stakeholders. The objective then becomes one of at least minimally
satisfying each stakeholder. Trade-off decisions are made in light of how important the
support of each stakeholder group is to the firm. For example, environmental groups



may be very important to firms in the energy industry but less important to profes-
sional service firms.!%” A firm earning below-average returns does not have the capacity
to minimally satisfy all stakeholders. The managerial challenge in this case is to make
trade-offs that minimize the amount of support lost from stakeholders. Societal values
also influence the general weightings allocated among the three stakeholder groups
shown in Figure 1.4. Although all three groups are served by firms in the major indus-
trialized nations, the priorities in their service vary because of cultural differences.
Next, we provide more details about each of the three major stakeholder groups.

Capital Market Stakeholders

Shareholders and lenders both expect a firm to preserve and enhance the wealth they
have entrusted to it. The returns they expect are commensurate with the degree of risk
accepted with those investments (that is, lower returns are expected with low-risk
investments, and higher returns are expected with high-risk investments). Dissatisfied
lenders may impose stricter covenants on subsequent borrowing of capital. Dissatisfied
shareholders may reflect their concerns through several means, including selling their
stock.

When a firm is aware of potential or actual dissatisfactions among capital market
stakeholders, it may respond to their concerns. The firm’s response to stakeholders who
are dissatisfied is affected by the nature of its dependency relationship with them
(which, as noted earlier, is also influenced by a society’s values). The greater and more
significant the dependency relationship is, the more direct and significant the firm’s
response becomes. Given GM’s situation, as explained in the Opening Case, it is reason-
able to expect that GM’s CEO and top-level managers are thinking seriously about what
should be done to improve the firm’s financial performance in order to satisfy its capi-
tal market stakeholders.

Product Market Stakeholders

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

As is noted in Chapter 4, customers, as stakeholders, demand reliable products at
the lowest possible prices. Suppliers seek loyal customers who are willing to pay the
highest sustainable prices for the goods and services they receive. Host communities
want companies willing to be long-term employers and providers of tax revenues with-
out placing excessive demands on public support services. Union officials are interested
in secure jobs, under highly desirable working conditions, for employees they represent.
Thus, product market stakeholders are generally satisfied when a firm’s profit margin
reflects at least a balance between the returns to capital market stakeholders (i.e., the
returns lenders and shareholders will accept and still retain their interests in the firm)
and the returns in which they share.

Organizational Stakeholders

Employees—the firm’s organizational stakeholders—expect the firm to provide a
dynamic, stimulating, and rewarding work environment. As employees, we are usually
satisfied working for a company that is growing and actively developing our skills, espe-
cially those skills required to be effective team members and to meet or exceed global
work standards. Workers who learn how to use new knowledge productively are critical
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to organizational success. In a collective sense, the education and skills of a firm’s work-
force are competitive weapons affecting strategy implementation and firm perfor-
mance.!%® As suggested by the following statement, strategic leaders are ultimately
responsible for serving the needs of organizational stakeholders on a day-to-day basis:
“[T]he job of [strategic] leadership is to fully utilize human potential, to create organi-
zations in which people can grow and learn while still achieving a common objective, to
nurture the human spirit.”!%

Strategic Leaders

Strategic leaders are people
located in different parts of the
firm using the strategic man-
agement process to help the
firm reach its vision and
mission.

Organizational culture refers
to the complex set of ideologies,
symbols, and core values that
are shared throughout the firm
and that influence how the
firm conducts business.

THANH NGUYEN/BLOOMBERG NEWS/LANDOV

Southwest Airlines has built a unique corporate culture. attributable to its culture.

Strategic leaders are people located in different parts of the firm using the strategic
management process to help the firm reach its vision and mission. Regardless of their
location in the firm, successful strategic leaders are decisive and committed to nurtur-
ing those around them!!? and are committed to helping the firm create value for cus-
tomers and returns for shareholders and other stakeholders.!!!

When identifying strategic leaders, most of us tend to think of chief executive offi-
cers (CEOs) and other top-level managers. Clearly, these people are strategic leaders.
And, in the final analysis, CEOs are responsible for making certain their firm effectively
uses the strategic management process. Indeed, the pressure on CEOs to do this is
stronger than ever.!'> However, there are many other people in today’s organizations
who help choose a firm’s strategy and then determine actions to be taken to successfully
implement it.!'"* The main reason for this is that the realities of 21st-century competi-
tion that we discussed earlier in this chapter (e.g., the global economy, globalization,
rapid technological change, and the increasing importance of knowledge and people as
sources of competitive advantage) are creating a need for those “closest to the action” to
be the ones making decisions and determining the actions to be taken.!'* In fact, the
most effective CEOs and top-level managers understand how to delegate strategic

responsibilities to people throughout the firm who influence the use of organizational
115

resources.

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

Mart claims that its continuing success is largely
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Some organizational cultures are a source of disadvantage. Analysts talking about
Boeing Co’s culture suggested that the firm’s “dysfunctional corporate culture needs an
overhaul, and execs must restore source relations with the Pentagon and Congress.” In
addition, some allege that Boeing has a “toxic political climate.”!!” New CEO W. James
McNerney, formerly CEO of 3M, will no doubt take actions to try to correct the dys-
functional aspects of Boeing’s culture. It is important for strategic leaders to under-
stand, however, that whether the firm’s culture is functional or dysfunctional, their
work takes place within the context of that culture. There is a continuing reciprocal
relationship between organizational culture and strategic leaders’ work, in that the cul-
ture shapes how they work while their work helps shape what is an ever-evolving orga-
nizational culture.

The Work of Effective Strategic Leaders

Perhaps not surprisingly, hard work, thorough analyses, a willingness to be brutally
honest, a penchant for wanting the firm and its people to accomplish more, and com-
mon sense are prerequisites to an individual’s success as a strategic leader.!'® In addi-
tion, strategic leaders must be able to “think seriously and deeply ... about the pur-
poses of the organizations they head or functions they perform, about the strategies,
tactics, technologies, systems, and people necessary to attain these purposes and about
the important questions that always need to be asked.”!! Additionally, effective strate-
gic leaders work to set an ethical tone in their firms. The CEO and chairman of Deere
& Company speaks plainly about this issue: “We have a slogan around here. No smoke,
no mirrors, no tricks: just right down the middle of the field. That’s John Deere.” The
actions suggested by this position helped Deere & Company to earn a rank of sixth on
Business Ethics Magazine’s 2004 “100 Best Corporate Citizens” list.!2

Strategic leaders, regardless of their location in the organization, often work long
hours, and the work is filled with ambiguous decision situations for which effective
solutions are not easily determined.!?! However, the opportunities afforded by this work
are appealing and offer exciting chances to dream and to act.!?? The following words,
given as advice to the late Time Warner chairman and co-CEO Steven J. Ross by his
father, describe the opportunities in a strategic leader’s work:

There are three categories of people—the person who goes into the office, puts his feet
up on his desk, and dreams for 12 hours; the person who arrives at 5 A.M. and works

for 16 hours, never once stopping to dream; and the person who puts his feet up,
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dreams for one hour, then does something about those dreams.

The organizational term used for a dream
that challenges and energizes a company is
vision (discussed earlier in this chapter). Strate-
gic leaders have opportunities to dream and to
act, and the most effective ones provide a
vision as the foundation for the firm’s mission
and subsequent choice and use of one or more
strategies.

Predicting Outcomes of Strategic
Decisions: Profit Pools

Strategic leaders attempt to predict the out-

comes of their decisions before taking efforts to  Deere & Company has a strong commitment to ethical practices.

PHIL WEYMOUTH/BLOOMBERG NEWS/LANDOV
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A profit pool entails the total
profits earned in an industry
at all points along the value
chain.

The Strategic

implement them. This is difficult to do, in that many decisions that are a part of the
strategic management process are concerned with an uncertain future and the firm’s
place in that future.!*

Mapping an industry’s profit pool is something strategic leaders can do to antici-
pate the possible outcomes of different decisions and to focus on growth in profits
rather than strictly growth in revenues. A profit pool entails the total profits earned in
an industry at all points along the value chain (value chain is explained in Chapter 3
and further discussed in Chapter 4).!12> Analyzing the profit pool in the industry may
help a firm see something others are unable to see by helping it understand the primary
sources of profits in an industry. There are four steps to identifying profit pools:
(1) define the pool’s boundaries, (2) estimate the pool’s overall size, (3) estimate the
size of the value-chain activity in the pool, and (4) reconcile the calculations.!?°

Let’s think about how General Motors might map the automobile industry’s profit
pools. First, GM would need to define the industry’s boundaries and second, estimate
their size. As discussed in the Opening Case, these boundaries would include markets
across the globe while the size of many of these markets, especially markets in emerging
economies, continues to expand rapidly. GM would then be prepared to estimate the
amount of profit potential in each part of the value chain (step 3). Are product design
and product quality more important sources of potential profits than distribution
channels and marketing campaigns? These are the types of issues to be considered with
the third step of actions used to map an industry’s profit pool. GM would then have the
information and insights needed to identify the strategies to use to be successful where
the largest profit pools are located in the value chain.!?” As this brief discussion shows,
profit pools are a tool to use to help the firm’s strategic leaders recognize the actions to
take to increase the likelihood of increasing profits.

Management Process

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

There are three parts to this book. In Part 1, we describe what firms do to analyze
their external environment (Chapter 2) and internal environment (Chapter 3). These
analyses are completed to identify marketplace opportunities and threats in the external
environment (Chapter 2) and to decide how to use the resources, capabilities, and core
competencies in the firm’s internal environment to pursue opportunities and overcome
threats (Chapter 3). With knowledge about its external and internal environments, the
firm forms its vision and mission.

The firm’s strategic inputs (see Figure 1.1) provide the foundation for choosing one
or more strategies and deciding how to implement them. As suggested in Figure 1.1 by
the horizontal arrow linking the two types of strategic actions, formulation and imple-
mentation must be simultaneously integrated if the firm is to successfully use the strate-
gic management process. Integration happens as decision makers think about imple-
mentation issues when choosing strategies and as they think about possible changes to
the firm’s strategies while implementing a currently chosen strategy.



In Part 2 of this book, we discuss the different strategies firms may choose to use.
First, we examine business-level strategies (Chapter 4). A business-level strategy describes
a firm’s actions designed to exploit its competitive advantage over rivals. A company
competing in a single product market (e.g., a locally owned grocery store operating in only
one location) has but one business-level strategy. As you will learn though, a diversified
firm competing in multiple product markets (e.g., General Electric) forms a business-
level strategy for each of its businesses. In Chapter 5, we describe the actions and reac-
tions that occur among firms while using their strategies in marketplace competitions.
As we will see, competitors respond to and try to anticipate each other’s actions. The
dynamics of competition affect the strategies firms choose to use as well as how they
try to implement the chosen strategies.!?

For the diversified firm, corporate-level strategy (Chapter 6) is concerned with
determining the businesses in which the company intends to compete as well as how
resources, capabilities, and core competencies are to be allocated among the different
businesses. Other topics vital to strategy formulation, particularly in the diversified
corporation, include acquiring other companies and, as appropriate, restructuring the
firm’s portfolio of businesses (Chapter 7) and selecting an international strategy
(Chapter 8). With cooperative strategies (Chapter 9), firms form a partnership to share
their resources and capabilities in order to develop a competitive advantage. Coopera-
tive strategies are becoming increasingly important as firms try to find ways to com-
pete in the global economy’s array of different markets.!?” For example, Microsoft, the
world’s largest software company, and Toshiba, the world’s third-largest maker of note-
book PCs, have formed a joint venture to combine some of their resources and capa-
bilities in order to develop software for notebook computers and other mobile
devices. 10

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

Before closing this introductory chapter, it is important to emphasize that prima-
rily because they are related to how a firm interacts with its stakeholders, almost all
strategic management process decisions have ethical dimensions.!*? Organizational
ethics are revealed by an organization’s culture; that is to say, a firm’s decisions are a
product of the core values that are shared by most or all of a company’s managers and
employees. Especially in the turbulent and often ambiguous 21st-century competitive
landscape, those making decisions that are part of the strategic management process are
challenged to recognize that their decisions affect capital market, product market, and
organizational stakeholders differently and to evaluate the ethical implications of their
decisions on virtually a daily basis.!*® Decision makers failing to recognize these reali-
ties accept the risk of putting their firm at a competitive disadvantage when it comes to
consistently engaging in ethical business practices.!3*

As you will discover, the strategic management process examined in this book calls
for disciplined approaches to the development of competitive advantage. These
approaches provide the pathway through which firms will be able to achieve strategic
competitiveness and earn above-average returns in the 21st century. Mastery of this
strategic management process will effectively serve you, our readers and the organiza-
tions for which you will choose to work.
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SUMMARY

Firms use the strategic management process to achieve strategic
competitiveness and earn above-average returns. Strategic com-
petitiveness is achieved when a firm has developed and learned
how to implement a value-creating strategy. Above-average
returns (in excess of what investors expect to earn from other
investments with similar levels of risk) provide the foundation a
firm needs to simultaneously satisfy all of its stakeholders.

The fundamental nature of competition is different in the 21st-
century competitive landscape. As a result, those making strate-
gic decisions must adopt a different mind-set, one that allows
them to learn how to compete in highly turbulent and chaotic
environments that produce disorder and a great deal of uncer-
tainty. The globalization of industries and their markets and
rapid and significant technological changes are the two primary
factors contributing to the turbulence of the 21st-century com-
petitive landscape.

Firms use two major models to help them form their vision and
mission and then choose one or more strategies to use in the
pursuit of strategic competitiveness and above-average returns.
The core assumption of the I/O model is that the firm's external
environment has more of an influence on the choice of strategies
than do the firm’s internal resources, capabilities, and core com-
petencies. Thus, the 1/0 model is used to understand the effects
an industry’s characteristics can have on a firm when deciding
what strategy or strategies to use to compete against rivals. The
logic supporting the I/0 model suggests that above-average
returns are earned when the firm locates an attractive industry
and successfully implements the strategy dictated by that indus-
try’s characteristics. The core assumption of the resource-based
model is that the firm’s unique resources, capabilities, and core
competencies have more of an influence on selecting and using
strategies than does the firm’s external environment. Above-
average returns are earned when the firm uses its valuable, rare,
costly-to-imitate, and nonsubstitutable resources and capabili-
ties to compete against its rivals in one or more industries. Evi-
dence indicates that both models yield insights that are linked
to successfully selecting and using strategies. Thus, firms want
to use their unique resources, capabilities, and core competen-
cies as the foundation for one or more strategies that will allow
them to compete in industries they understand.

Vision and mission are formed in light of the information and
insights gained from studying a firm’s internal and external
environments. Vision is a picture of what the firm wants to be
and, in broad terms, what it wants to ultimately achieve. Flowing
from the vision, the mission specifies the business or businesses
in which the firm intends to compete and the customers it
intends to serve.Vision and mission provide direction to the
firm and signals important descriptive information to
stakeholders.

Stakeholders are those who can affect, and are affected by, a
firm’s strategic outcomes. Because a firm is dependent on the
continuing support of stakeholders (shareholders, customers,
suppliers, employees, host communities, etc.), they have enforce-
able claims on the company’s performance. When earning
above-average returns, a firm has the resources it needs to at
least minimally simultaneously satisfy the interests of all stake-
holders. However, when earning only average returns, different
stakeholder groups must be carefully managed in order to
retain their support. A firm earning below-average returns must
minimize the amount of support it loses from dissatisfied
stakeholders.

Strategic leaders are people located in different parts of the firm
using the strategic management process to help the firm reach
its vision and mission. In the final analysis, though, CEOs are
responsible for making certain that their firms properly use the
strategic management process. Today, the effectiveness of the
strategic management process increases when it is grounded in
ethical intentions and behaviors. The strategic leader’s work
demands decision trade-offs, often among attractive alterna-
tives. It is important for all strategic leaders, and especially the
CEO and other members of the top-management team, to work
hard, conduct thorough analyses of situations, be brutally and
consistently honest, and ask the right questions of the right
people at the right time.

Strategic leaders must predict the potential outcomes of their
strategic decisions.To do so, they must first calculate profit
pools in their industry that are linked to value chain activities. In
so doing, they are less likely to formulate and implement inef-
fective strategies.



REVIEW

QUESTIONS

1. What are strategic competitiveness, strategy, competitive advan-
tage, above-average returns, and the strategic management
process?

2. What are the characteristics of the 21st-century landscape?
What two factors are the primary drivers of this landscape?

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

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

EXPERIENTIAL

EXERCISES

Creating Value

Strategy is about creating value. In this chapter, we learned about
the two lenses through which managers seek to create above-
average returns—the 1/0 model and the resource-based model. In
each model, the way in which returns are measured is important.
For example, in the text, risk adjustment is discussed as one crite-
rion that has to be taken into account when accounting profits are
compared, particularly with firms in different industries. However,
the way in which returns are calculated may also affect firm rank-
ings relative to an industry average, even among firms in the same
industry. Three widely used measures of return are as follows:

1. Percentage of sales. This is the most commonly used measure of
performance. It is simply the firm’s net income expressed as a
percentage of sales revenues.

2. Return on capital employed. This measure considers what was
earned for each dollar that shareholders and bondholders
invested. It is a good measure of how well those leading and
managing firms have used the capital society has entrusted to
them.The numerator for this measure is the firm’s profit prior to
tax and interest (EBIT). The denominator is the firm’s total assets
minus its current liabilities.

3. Total return to shareholders. This measure captures the total gain
to a shareholder over a year as a percentage of the price of a
share on the first day of the year. The numerator here is the
change in price of a share of stock from the first day to the last
day of the year plus all dividends paid on that share.The denom-
inator is the price of the share at the beginning of the year.

When firms within the same industry are ranked in terms of these
three performance measures, who is “above average” and who is

< ey

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

gic management process?

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

groups influence organizations?

7. How would you describe the work of strategic leaders?

8. What are the elements of the strategic management process?

How are they interrelated?

“below average” often changes significantly. In other words, a firm
may perform well with respect to one of these performance mea-
sures but may perform poorly (compared to competitors) on
another measure.

In Groups

Select an industry with at least six publicly traded firms that are
dominated by a single business. Banking, airline, brewing, and fast

food are examples of industries from which you may choose. Look

at the annual report data for the last calendar year for six firms
within the industry you chose and calculate the return measures
listed above as well as the industry average for each. Present your
results to the class and discuss which measure your group thinks

yields the best indication of managerial performance from the per-

spective of the firm’s stakeholders. Be prepared to explain your
reasoning.

The March of Globalization

Foreign direct investments (FDI) and international trade patterns
demonstrate globalization’s rapid spread across many of the
world’s economies. For example, both FDI and international trade
have been growing at a faster rate than the U.S.economy as a
whole for some time. And there are other patterns of importance.
As the text points out, significant investment in developing coun-
tries such as India and China has shifted investment from well-

established economies to emerging economies over the last 10-15

years. Looking at these patterns can be very informative with

respect to understanding how global business patterns are chang-
ing. Managers in the 21st century must be aware of these patterns

if they are to successfully lead their firms. In particular, strategic

managers who have responsibility for establishing the firm's vision
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and making certain that the firm pursues its mission must have a
broad awareness of the shifting trends in global business practices
and the different nature of different nations’ economics.

Go to the main Web page for the Organization for Economic Devel-
opment and Cooperation (OECD) at www.oecd.org. After reading
the background information about the OECD, locate its statistical
portal. In the “Data by Topic” area, you will find a significant and
valuable amount of information that is relevant to understanding
the march of globalization. Under “International Trade,” look for the
latest report on global trade; it is published quarterly. Open that
document and you should find import and export numbers for the
world in the last five years. Then look for the report on trade
among OECD members. This report is usually published on the
same date each quarter, as is the world report. Use the data you
have found to answer the following questions.

1. What are the trends in global trade over the last five years that
most stand out? How does the change in trade volumes match
with the growth of the global economy over the same period?
What is influencing the patterns you have observed?

2. What are the trends in OECD trade over the last four years that
most stand out? How do the changes in trade volumes among
the OECD members compare to those numbers you saw for the
world as a whole? What do you think is causing the patterns
you have observed?

Mission Statements
and Stakeholders

Effective mission statements, which are derived from the firm's
vision, are externally focused in order to speak to the needs of a
range of stakeholders. They focus the firm in a certain direction
with respect to products, customers, and performance. A mission
statement has a different meaning for different stakeholders. For
each stakeholder group, though, the mission statement should
provide a mental frame in which a group’s members can evaluate
a firm’s actions to verify that they are consistent with the mission.

The mission statements of five pharmaceutical firms are presented
in the following table. Each of these mission statements is posted
on the firm's Web site for all stakeholders to see.In each case, the
statement has remained unchanged for at least three years.

Using materials in the chapter and discussions of those materials
during class, evaluate each of the five mission statements and
assign a grade of A, B, C, D, or F based on the perspective of each
one of the stakeholder groups. If you give a high grade, be pre-
pared to defend it. If you give a low grade, be ready to tell what
you think is wrong with the statement and how it should be
improved.

Firm and Mission Statement

Stakeholder Group

Product Market
Stakeholders

Organizational
Stakeholders

Capital Market
Stakeholders

GlaxoSmithKline

do more, feel better, and live longer.

GSK’s mission is to improve the quality of human life by enabling people to

Bristol-Myers Squibb

highest quality of pharmaceuticals and health care products.

Our company’s mission is to extend and enhance human life by providing the

Merck

The mission of Merck is to provide society with superior products and services
by developing innovations and solutions that improve the quality of life and
satisfy customer needs, and to provide employees with meaningful work and
advancement opportunities, and investors with a superior rate of return.

Novartis

We want to discover, develop, and successfully market innovative products to
cure diseases, to ease suffering, and to enhance the quality of life. We also want
to provide a shareholder return that reflects outstanding performance and to
adequately reward those who invest ideas and work in our company.

Pfizer

and live.

We will become the world’s most valued company to patients, customers,
colleagues, investors, business partners, and the communities where we work
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Chapter

The External

Environment:
Opportunities, Threats,
Industry Competition,

and Competitor Analysis

Studying this chapter should provide you with the strategic management knowledge needed to:

i)

Explain the importance of analyzing and understand-
ing the firm'’s external environment.

Define and describe the general environment and the
industry environment.

Discuss the four activities of the external environmen-
tal analysis process.

Name and describe the general environment'’s six
segments.

Many U.S.airlines have filed bankruptcy in recent years.

5.

6.

7.

Identify the five competitive forces and explain how
they determine an industry’s profit potential.

Define strategic groups and describe their influence
on the firm.

Describe what firms need to know about their com-
petitors and different methods (including ethical
standards) used to collect intelligence about them.

KEN CEDENO/BLOOMBERG NEWS/LANDOV



General and Competitive Environmental Influences

on U.S. Airlines

nited Airlines, which filed for bankruptcy protec-
tion in 2002, and U.S. Airways, which filed in
2004, continued to operate under bankruptcy
protection in 2005.This was the second time for
U.S. Airways to be in bankruptcy since 2002. Delta
and Northwest filed for bankruptcy in late 2005
as fuel prices increased after Hurricane Katrina.
American Airlines’ AMR Corp.is the only legacy
carrier (those that existed before the 1978
deregulation of the airline industry) that has
been able to avoid bankruptcy. Minor airlines are
faring no better: Hawaiian Airlines emerged from
bankruptcy in June 2005, and discount airline
AirTran Airways (ATA) continued in bankruptcy
in 2005. Airlines in general have been struggling
to deal with increased costs and reduced airline
travel because of a number of environmental
events that have been affecting the industry

at large.

Since the terrorist attacks of September 11,
2001, the entire industry has seen a downturn in
overall revenues due to decreased worldwide
traffic. Similarly, because oil prices have increased
substantially, airlines’ fuel costs have increased as
well. However, airlines have not been able to raise
prices due to the overcapacity in the industry.
Furthermore, airlines, especially older legacy car-
riers such as United, Delta, American,and U.S. Air,
have unionized workforces with seniority. As
such, labor costs have been difficult to reduce.
Accordingly, new discount entrants have made
the legacy carriers’ cost structure seem imposing.
In fact, United Airlines proposed to do away with
its defined benefit pension system.The United
Benefits Guarantee Corporation, a federal agency
that underwrites pension plans, has agreed to a
settlement with United Airlines for $6.6 billion.
This will represent a loss to the workers of United,

whose pensions are underfunded by $9.8 billion.
Although United and U.S. Air have won signifi-
cant concessions from their employees, especially
pilots, their financial struggles continue. Delta
and Northwest expect to reduce their pension
cost in bankruptcy as well.

To deal with the changes in industry compe-
tition, United has also created its own “low cost”
airline, Ted. Similarly, Delta created Song. In
response, the discount carriers have learned
approaches from the legacy carriers. ATA and
Southwest have created a code-sharing alliance
that coordinates their reservation systems and
flight schedules. As such, Southwest is now able
to offer service to such ATA markets as Boston,
New York City, Newark, Washington, D.C., San
Francisco,and Honolulu,among others.The code-
sharing arrangement allows Southwest to expand
into a new market, Pittsburgh, and increase the
number of its gates at Chicago Midway. This will
put added pressure on traditional airlines such as
US Airways, American, and United. Although a
proposed merger between U.S. Airways and
American West Airlines may slightly reduce over-
capacity, it is not likely to significantly decrease
the cutthroat competition.

The legacy carriers’international routes have
been profitable, but discount carriers are enter-
ing this market from faraway places, creating
more competition globally as well. The Emirates
Group, an airline headquartered in Dubai, United
Arab Emirates, has been growing passenger traf-
fic 25 percent per year over the past 20 years. As
other carriers have been cutting back service to
the Middle East because of increased travel risk,
the Emirates Group has increased traffic through
its hub in Dubai, putting pressure on other air-
lines such as the recently merged Qantas-Air



New Zealand. Although legacy carriers can pur-
sue routes over the Atlantic, European airlines
are far more dependent on transatlantic travel
than U.S. carriers are. Accordingly, European car-
riers are likely to fight U.S. carriers’ attempts to
expand their North Atlantic routes, as these
routes represent the largest profit contributor
for European airlines.

As the above points suggest, events in the
external environment and in the industry envi-
ronment have been crucial in the recent
difficulties experienced by U.S. airlines. Airlines
have been battered by decreased travel due to
terrorist threats, significantly increased fuel costs,
labor disputes due to downsizing, and industry
overcapacity. This has increased the competitive
rivalry in the industry. New discount airlines have
prompted further competitive actions by legacy
carriers with the creation of their own “low cost”
labels. Discount international airlines also pres-
ent threats for legacy carriers. Large suppliers of

capital (such as GE Capital) are powerful relative
to the airlines and are needed to help them buy
or lease new planes. Unions and fuel suppliers
have eroded profits for airlines, significantly
threatening their survival. Because consumers
incur no significant costs in switching from one
airline to another (except for frequent flyer loy-
alty programs), buyers’ power is strong. Although
substitute products exist such as the automobile
and mass transit, when flying long distances the
speed of air travel makes such alternative travel
less appealing and unrealistic in most instances.
Although Southwest Airlines has continued to
make a profit relative to the legacy carriers, even
its profits have been squeezed by new entrants
such as JetBlue into the discount segment space.
Events in the external environment have had the
most significant influence on airlines’ ability to
make a profit, even for those in the discount
market segment.

Sources: M. A. Hofmann, 2005, PBCG's liability for United pension totals $6.6 billion, Business Insurance, April 25, 1-2; D. Michaels, 2005, From tiny
Dubais, an airline with global ambition takes off, Wall Street Journal, January 11, A1, A15; B. J. Racanelli, 2004, Coming: Not-so-friendly skies over the
Atlantic, Barron’s, November 8, MW10; M. Sunnucks, 2005, Southwest/ATA deal puts more pressure on America West, The Phoenix Business Journal, Janu-
ary 21, 1, 58; M. Trottman, 2005, Merged airlines’ CEO relishes big challenges, Wall Street Journal, May 23, B1,B4; W. Zellner & B. Grow, 2005, Waiting for

the first bird to die, Business Week, January 24, 38.
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As the Opening Case on the airlines industry attests and as research suggests, the
external environment affects firm growth and profitability.! Major political events such
as the war in Iraq, the strength of separate nations’ economies at different times, and
the emergence of new technologies are a few examples of conditions in the external
environment that affect firms in the United States and throughout the world. External
environmental conditions such as these create threats to and opportunities for firms
that, in turn, have major effects on their strategic actions.?

Regardless of the industry, the external environment is critical to a firm’s survival
and success. This chapter focuses on what firms do to analyze and understand the
external environment. As the discussion of the airlines industry shows, the external
environment influences the firm’s strategic options as well as the decisions made in
light of them. The firm’s understanding of the external environment is matched with
knowledge about its internal environment (discussed in the next chapter) to form its
vision, to develop its mission, and to take actions that result in strategic competitive-
ness and above-average returns (see Figure 1.1).

As noted in Chapter 1, the environmental conditions in the current global econ-
omy differ from those previously faced by firms. Technological changes and the contin-



uing growth of information gathering and processing capabilities demand more timely
and effective competitive actions and responses.’ The rapid sociological changes occur-
ring in many countries affect labor practices and the nature of products demanded by
increasingly diverse consumers. Governmental policies and laws also affect where and
how firms may choose to compete.* Deregulation and local government changes, such
as those in the global airlines industry, affect not only the general competitive environ-
ment but also the strategic decisions made by companies competing globally. To achieve
strategic competitiveness and thrive, firms must be aware of and understand the differ-
ent dimensions of the external environment.

Firms understand the external environment by acquiring information about com-
petitors, customers, and other stakeholders to build their own base of knowledge and
capabilities.’> On the basis of the new information, firms may take actions to build new
capabilities and buffer themselves against environmental effects or to build relation-
ships with stakeholders in their environment.® In order to take successful action, they
must effectively analyze the external environment.

The General, Industry, and Competitor Environments

An integrated understanding of the external and internal environments is essential for
firms to understand the present and predict the future.” As shown in Figure 2.1, a firm’s
external environment is divided into three major areas: the general, industry, and com-
petitor environments.

FIGURE 2.1 The External Environment

Demographic
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Demographic Segment

Economic Segment

Political/Legal Segment

Sociocultural Segment

Technological Segment

Global Segment

The General Environment:

Segments and Elements TABLE 2.1
s
+ Population size + Ethnic mix
+ Age structure * Income distribution
+ Geographic distribution
+ Inflation rates * Personal savings rate
* Interest rates * Business savings rates
+ Trade deficits or surpluses » Gross domestic product

+ Budget deficits or surpluses

+ Antitrust laws + Labor training laws

Taxation laws Educational philosophies and policies
Deregulation philosophies

+ Women in the workforce » Concerns about the environment
+ Workforce diversity + Shifts in work and career preferences
« Attitudes about the quality + Shifts in preferences regarding
of work life product and service characteristics
* Product innovations * Focus of private and government-
* Applications of knowledge supported R&D expenditures
* New communication technologies
+ Important political events * Newly industrialized countries
« Critical global markets « Different cultural and institutional
attributes

The general environment is
composed of dimensions in the
broader society that influence
an industry and the firms
within it.

The industry environment is
the set of factors that directly
influences a firm and its com-
petitive actions and competi-
tive responses: the threat of
new entrants, the power of
suppliers, the power of buyers,
the threat of product substi-
tutes, and the intensity of
rivalry among competitors.

The general environment is composed of dimensions in the broader society that
influence an industry and the firms within it.® We group these dimensions into six environ-
mental segments: demographic, economic, political/legal, sociocultural, technological, and
global. Examples of elements analyzed in each of these segments are shown in Table 2.1.

Firms cannot directly control the general environment’s segments and elements.
Accordingly, successful companies gather the information required to understand each
segment and its implications for the selection and implementation of the appropriate
strategies. For example, most firms have little individual effect on the U.S. economy,
although that economy has a major effect on their ability to operate and even survive.
Thus, companies around the globe were challenged to understand the effects of this
economy’s decline on their current and future strategies. Certainly, this is the case for
firms in the airline industry as explained in the Opening Case. And there are legitimate
differences of opinion regarding the particular strategies that should be followed in
reaction to the economic changes. Analysts argue that airlines should be merging to
reduce capacity and control costs while others are expanding code-sharing agreements
to expand their market reach, as Southwest and ATA did in the discount segment.

The industry environment is the set of factors that directly influences a firm and
its competitive actions and competitive responses: the threat of new entrants, the power
of suppliers, the power of buyers, the threat of product substitutes, and the intensity of
rivalry among competitors. In total, the interactions among these five factors determine
an industry’s profit potential. The challenge is to locate a position within an industry
where a firm can favorably influence those factors or where it can successfully defend
against their influence. In fact, positioning is a major issue for airlines, as discussed in
the Opening Case. Airlines face substantial competitive rivalry, and the legacy carriers



such as United Airlines face new entry threats from discount airlines start-ups such as
JetBlue. The greater a firm’s capacity to favorably influence its industry environment,
the greater the likelihood that the firm will earn above-average returns.

How companies gather and interpret information about their competitors is called
competitor analysis. Understanding the firm’s competitor environment complements the
insights provided by studying the general and industry environments. Understanding
its competitor environment may be critical to the survival of United and other strug-
gling airlines.

Analysis of the general environment is focused on the future; analysis of the indus-
try environment is focused on the factors and conditions influencing a firm’s profitabil-
ity within its industry; and analysis of competitors is focused on predicting the dynam-
ics of competitors’ actions, responses, and intentions. In combination, the results of the
three analyses the firm uses to understand its external environment influence its vision,
mission, and strategic actions. Although we discuss each analysis separately, perfor-
mance improves when the firm integrates the insights provided by analyses of the gen-
eral environment, the industry environment, and the competitor environment.

External Environmental Analysis

Most firms face external environments that are highly turbulent, complex, and global—
conditions that make interpreting them increasingly difficult.” To cope with what are
often ambiguous and incomplete environmental data and to increase their understand-
ing of the general environment, firms engage in a process called external environmental
analysis. The continuous process includes four activities: scanning, monitoring, fore-
casting, and assessing (see Table 2.2). Those analyzing the external environment should
understand that completing this analysis is a difficult, yet significant, activity.!?

An important objective of studying the general environment is identifying oppor-
tunities and threats. An opportunity is a condition in the general environment that, if
exploited, helps a company achieve strategic competitiveness. For example, in 2004
there were 1.5 billion cell phone uses and 690 million cell phones sold, which was six
times the number of PCs and laptops sold. Many large entertainment companies, tele-
phone companies, and a large number of start-ups are looking at the opportunity to
move to a cell phone platform that will allow digital video and music to stream more
easily on these small devices. In the United States currently there are 182 million cell

Components of the External

Environmental Analysis TABLE 2.2

Scanning + ldentifying early signals of environmental changes and
trends

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

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

Assessing + Determining the timing and importance of environmental

changes and trends for firms' strategies and their
management

An opportunity is a condition
in the general environment
that, if exploited, helps a
company achieve strategic
competitiveness.
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A threat is a condition in the
general environment that
may hinder a company’s
efforts to achieve strategic
competitiveness.

phone users, which represents approximately a two thirds penetration ratio. These users
spent $4 billion on digital data services. But this is just scratching the surface of this
opportunity, because such services accounted for only 4 percent of cellular revenues.!!

A threat is a condition in the general environment that may hinder a company’s
efforts to achieve strategic competitiveness.!? The once revered firm Polaroid can attest
to the seriousness of external threats. Polaroid was a leader in its industry and consid-
ered one of the top 50 firms in the United States. When its competitors developed pho-
tographic equipment using digital technology, Polaroid was unprepared and never
responded effectively. It filed for bankruptcy in 2001. In 2002, the former Polaroid
Corp. was sold to Bank One’s OEP Imaging unit, which promptly changed its own
name to Polaroid Corp. Jacques Nasser, a former CEO at Ford, took over as CEO and
found that the brand had continued life. Nasser used the brand in a partnership with
Petters Group to put the Polaroid name on “TVs and DVDs made in Asian factories and
sell them through Wal-Mart and Target.”!* Even though Polaroid went public again in
2004 and was sold to Petters Group in early 2005, it was still a much reduced version of
its original business. As these examples indicate, opportunities suggest competitive pos-
sibilities, while threats are potential constraints.

Several sources can be used to analyze the general environment, including a wide
variety of printed materials (such as trade publications, newspapers, business publica-
tions, and the results of academic research and public polls), trade shows and suppliers,
customers, and employees of public-sector organizations. People in “boundary span-
ning” positions can obtain much information. Salespersons, purchasing managers, pub-
lic relations directors, and customer service representatives, each of whom interacts
with external constituents, are examples of individuals in boundary-spanning positions.
Expatriates in multinational corporations can act as significant boundary spanners as
they act in and return from their foreign assignments.'*

Scanning

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

Many firms use special software to help them identify events that are taking place
in the environment and announced in public sources. For example, news event detec-
tion procedures use information-based systems to categorize text and reduce the trade-
off between an important missed event and false alarm rates.!® The Internet provides
multiple opportunities for scanning. For example, Amazon.com, similar to many Inter-
net companies, records significant information about individuals visiting its Web site,
particularly if a purchase is made. Amazon then welcomes these customers by name
when they visit the Web site again. The firm even sends messages to them about specials
and new products similar to those purchased in previous visits.

Additionally, many Web sites and advertisers on the Internet use “cookies” to
obtain information from those who visit their sites. These files are saved to the visitors’
hard drives, allowing customers to connect more quickly to a firm’s Web site, but also
allowing the firm to solicit a variety of information about them. Because cookies are
often placed without customers’ knowledge, their use can be a questionable practice.
Although computer cookies have been a boon to online advertisers, they have brought a
significant threat of computer viruses, hacking ability, spyware, spam, and other



difficulties to computer users. The U.S. Congress is considering legislation that would ban
spyware-enabling cookies.!”

Monitoring

When monitoring, analysts observe environmental changes to see if an important trend
is emerging from among those spotted by scanning.?’ Critical to successful monitoring
is the firm’s ability to detect meaning in different environmental events and trends. For
example, the size of the middle class of African Americans continues to grow in the
United States. With increasing wealth, this group of citizens is more aggressively pursu-
ing investment options.?! Companies in the financial planning sector could monitor
this change in the economic segment to determine the degree to which a competitively
important trend is emerging. By monitoring trends, firms can be prepared to introduce
new goods and services at the appropriate time to take advantage of the opportunities
identified trends provide.??

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

Forecasting

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

Forecasting events and outcomes accurately is challenging. Alcas Corporation is a
direct marketing company that features Cutco Cutlery. Cutco Cutlery is in an alliance
with Vector Marketing, another firm that is closely held by Alcas. Cutco produces an
assortment of knives and cutting utensils and has a well-known brand. However, in 2001
it had a difficult forecasting problem. The company had forecasted a 25 percent increase
in sales, but sales actually increased 47 percent. Although generally positive, this created
a shortage and Cutco Cutlery did not have the capacity to fill orders in its usual timely
fashion. Normal delivery of two to three weeks eventually was pushed to five or six
weeks. This was an important problem because the company had built its reputation on
quick delivery as a way to differentiate the value it provides to consumers.?” Forecasting
is important in order to adjust sales appropriately to meet demand.

Assessing

The objective of assessing is to determine the timing and significance of the effects of
environmental changes and trends on the strategic management of the firm.?® Through
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Media producers, cell phone producers, and cell
phone service operators are seeking to make
money from “cell vision.”
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The demographic segment
is concerned with a popula-
tion’s size, age structure, geo-
graphic distribution, ethnic
mix, and income distribution.

scanning, monitoring, and forecasting, analysts are able to under-
stand the general environment. Going a step further, the intent of
assessment is to specify the implications of that understanding for
the organization. Without assessment, the firm is left with data that
may be interesting but are of unknown competitive relevance.
Despite the importance of studying the environment, evidence sug-
gests that only a relatively small percentage of firms use formal
processes to collect and disseminate such information. Even if formal
assessment is inadequate, the appropriate interpretation of that infor-
mation is important. “Research found that how accurate senior exec-
utives are about their competitive environments is indeed less impor-
tant for strategy and corresponding organizational changes than the
way in which they interpret information about their environments.”*
Thus, although gathering and organizating information is important,
investing money in the appropriate interpretation of that intelligence
may be equally important. Accordingly, after information has been
gathered, assessing whether a trend in the environment represents an
opportunity or a threat is extremely important.

Assessing is also important in making sure the strategy is right.
As noted earlier, the next big opportunity for cell phone companies
seems to be “cell vision,” the ability to receive video on a cell phone.
A lot of companies, including media producers such as Disney, cell
phone producers such as Motorola, and cell phone service operators
such as Sprint, are seeking to make money off this new trend. The
critical issue is assessing the right positioning and gauging whether
U.S. consumers are ready for this service. Will the cell phone substitute for Apple’s iPod
music player, a laptop, or a BlackBerry phone/organizer/browser? Will the emphasis be
on entertainment or games, or will there be more practical uses such as receiving
weather forecasts, making presentations, or even watching movies? Getting the strategy
right will depend on the accuracy of the assessment.>

Segments of the General Environment

The general environment is composed of segments that are external to the firm (see
Table 2.1). Although the degree of impact varies, these environmental segments affect
each industry and its firms. The challenge to the firm is to scan, monitor, forecast, and
assess those elements in each segment that are of the greatest importance. These efforts
should result in recognition of environmental changes, trends, opportunities, and
threats. Opportunities are then matched with a firm’s core competencies (the matching
process is discussed further in Chapter 3).

The Demographic Segment

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



Population Size

Before the end of 2005, the world’s population is expected to be slightly less than 6.5
billion, up from 6.1 billion in 2000. Combined, China and India accounted for one-
third of the 6.1 billion. Experts speculate that the population might stabilize at 10 bil-
lion after 2200 if the deceleration in the rate of increase in the world’s head count con-
tinues. By 2050, India (with over 1.5 billion people projected) and China (with just
under 1.5 billion people projected) are expected to be the most populous countries.>
Interestingly, only slightly over one billion people live in developed countries whereas
over five billion live in developing countries.

Observing demographic changes in populations highlights the importance of this
environmental segment. For example, it is projected that by 2006, 20 percent of Japan’s
citizens will be at least 65, while the United States and China will not reach this level
until 2036. In Japan this is up 10 percent from just 20 years ago. Government officials
hope that by encouraging the employees to work longer through incentives for
improved retirement—71 percent of Japanese ages 60 to 64 continue to work—will
counteract lower birthrates enough to prevent a significant decline in the overall work-
force. Without older citizens’ increasing willingness to work longer, Japan would likely
experience cost overruns in its pension system. Like Japan, Italy will reach 20 percent
over 65 in 2006 and Germany will reach it in 2009. However, workers in these two
countries tend to retire at an earlier age than the Japanese. Their policy makers have
encouraged this in order to reduce the unemployment rate. But with workers retiring
earlier than the Japanese, these countries are looking at higher expenses in their pen-
sion systems and a significant loss of skilled labor that may affect productivity rates.’
Interestingly, the United States has a higher birthrate and significant immigration, plac-
ing it in a better position than Japan and other European nations.

Age Structure
As noted above, in Japan and other countries, the world’s population is rapidly aging.
In North America and Europe, millions of baby boomers are approaching retirement.
However, even in developing countries with large numbers of people under the age of
35, birth rates have been declining sharply. In China, for example, by 2040 there will be
400 million people over the age of 60. The 90 million baby boomers in North America
are fueling the current economy because they seem to continue to spend as they age.
They are also thus expected to fuel growth in the financial planning sector as they
inherit $1 trillion over the next 15 years and rush to save more before retirement. How-
ever, the future surrounding baby boomers is clouded in at least two areas. One prob-
lem is the significant increase in health-care costs. For instance, Canadian health care,
which has strong government subsidies, is predicted to consume 40 percent of all gov-
ernment tax revenues by 2040. The other problem is that as the number of retired baby
boomers swells, the number of workers paying Social Security and other taxes will
decrease significantly. This will leave governments in North America and Europe facing
significant choices; it seems that governments will have to raise the retirement age (as
have the Japanese through incentives to stay in the work force), cut benefits, raise taxes
and/or run significant budget deficits.>

Although emerging economy populations are aging as well, they still have a signifi-
cantly younger large labor force. The consumer products being produced so cheaply in
China and being exported to the United States are helping North American consumers
to contain inflation. However, the basic prices of commodities such as copper, oil, and
gas have been rising as China increases its productivity and seeks to maintain employ-
ment levels of its large population. As the workforce in the West ages and education
levels rise in emerging economies, the United States and Canada will be accepting large
numbers of immigrant workers. At the same time, Western firms are outsourcing work
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to such countries as India, which has a growing high-tech sector. India produced 70,000
high tech jobs in 2004.% As can be seen, changes in the age structure have significant
impacts on firms in an economy.

Geographic Distribution
For decades, the U.S. population has been shifting from the north and east to the west
and south. Similarly, the trend of relocating from metropolitan to nonmetropolitan areas
continues. These trends are changing local and state governments’ tax bases. In turn,
business firms’ decisions regarding location are influenced by the degree of support that
different taxing agencies offer as well as the rates at which these agencies tax businesses.
The geographic distribution of populations throughout the world is also affected
by the capabilities resulting from advances in communications technology. Through
computer technologies, for example, people can remain in their homes, communicating
with others in remote locations to complete their work.

Ethnic Mix

The ethnic mix of countries’ populations continues to change. Within the United States,
the ethnicity of states and their cities varies significantly. For firms, the challenge is to
be sensitive to these changes. The Hispanic market in the United States has been chang-
ing significantly. CSI TV, the 24-hour cable channel for young Latinos, was launched in
February 2004 and now has 10 million viewers. Its motto is “Speak English. Live Latin.”
Firms need to focus on marketing not only to the broader Hispanic market but also to
those who want to be integrated and “don’t want to be segregated.”’® This latter market
segment wants to see their own lives being portrayed on television, rather than those of
Anglos. They want to shop at the same stores and have a similar lifestyle. Men’s Wear-
house learned this by the failure of its Eddie Rodriguez clothing stores, which targeted
Latino men; all six stores were scheduled to be closed by the end of 2005. Consumers
simply said “no” to the concept because they wanted to be integrated. Hispanic Ameri-
cans between the ages of 14 and 34 want to be spoken to in English but stay true to
their Latino identity. The Latino spending power is important for large consumer sec-
tors such as grocery stores, movie studios, financial services, and clothing stores among
others. Overall, the Hispanic market is $636 billion in size.’” Through careful study,
companies can develop and market products that satisfy the unique needs of different
ethnic groups.

Changes in the ethnic mix also affect a
workforce’s composition and cooperation.’® In
the United States, for example, the population
and labor force will continue to diversify, as
immigration accounts for a sizable part of
growth. Projections are that the combined

: Latino and Asian population shares will increase
!\Momlng NCWS | to 34 percent of the total U.S. population by

iS. .ln. SPANISH 2050.% Interestingly, much of this immigrant

workforce is bypassing high-cost coastal cities
l.34 KMEXW "4 and settling in smaller rural towns. Many of
:;I[m Wildnda \.'—f rida v 6-7 a.n these workers are in low-wage, labor-intensive
: industries like construction, food service,
lodging, and landscaping.*® For this reason, if
border security is tightened, these industries
will likely face labor shortages.
San Francisco, Oakland, San Jose, and the
CSITV appeals to a changing Hispanic market. extensive suburbs around these three large cities




have a unique ethnic mix: 11 percent of the residents are Asian, while 18 percent are of
Hispanic origin. Such an ethnic mix has created a challenge to develop programs to fit
this variety for the television stations in this large market. If a TV station receives one
or two percentage points increase in listeners, it can become a top-rated station because
of the close competition. Accordingly, they must devote programming to meeting the
requirements of the different ethnic and eclectic audiences. Also the population is
highly educated, thanks to the proximity of Silicon Valley and universities such as Stan-
ford and University of California, Berkeley. An educated but diverse population
increases the difficulty in meeting the programming requirements of all the different
ethnic market segments as well as meeting the needs of this latter segment.*!

Income Distribution

Understanding how income is distributed within and across populations informs firms
of different groups’ purchasing power and discretionary income. Studies of income dis-
tributions suggest that although living standards have improved over time, variations
exist within and between nations.*? Of interest to firms are the average incomes of
households and individuals. For instance, the increase in dual-career couples has had a
notable effect on average incomes. Although real income has been declining in general,
the household income of dual-career couples has increased. These figures yield strategi-
cally relevant information for firms. For instance, research indicates that whether an
employee is part of a dual-career couple can strongly influence the willingness of the
employee to accept an international assignment.*?

The Economic Segment

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

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

The U.S. economy declined into a recession in 2001 that extended into 2002. In
order to stimulate the economy, interest rates in the United States were cut to near
record lows in 2003, equaling the rates in 1958.%% Largely due to the low interest rates,
the economy grew substantially in 2004 and 2005. Global trade was likewise stimulated.
For example, the National Institute Economic Review predicted the following: “Global
growth prospects remain robust, with world GDP rising by 4.3 percent in 2005 and 4.2
percent in 2006.”%¢ However, if oil prices continue to remain at high levels, it will
dampen global output growth. Globalization and opening of new markets such as
China contributed to this phenomenal growth. While bilateral trade can enrich the
economies of the countries involved, it also makes each country more vulnerable to
negative events.

For instance, research indicates that the risks associated with the war in Iraq con-
tributed to the decline in U.S. interest rates and the decline in treasury yields as well as
lower equity prices. Furthermore, the war led to a fall in the dollar and a rise in oil
prices. These factors were especially influenced by the three months leading up to the
arrival of Coalition forces in Baghdad.*” Although the war in Iraq was threatening to
the U.S. economy, it has also provided the prospect that a more pluralistic Iraq will lead
to pressures in the region to increase political and economic liberalization. The region’s
stock exchanges responded; in 2004 Arab stock markets were up 75.9 percent.*® It will

The economic environment
refers to the nature and direc-

tion of the economy in which a
firm competes or may compete.
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The political/legal segment
is the arena in which organiza-
tions and interest groups com-
pete for attention, resources,
and a voice in overseeing the
body of laws and regulations
guiding the interactions among
nations.

be interesting to see how the region responds to further democratic reforms such as
possible changes in an independent Palestine and Lebanon, each of which held elections
in 2005.

As our discussion of the economic segment suggests, economic issues are inter-
twined closely with the realities of the external environment’s political/legal segment.

The Political/Legal Segment

The political/legal segment is the arena in which organizations and interest groups
compete for attention, resources, and a voice in overseeing the body of laws and regula-
tions guiding the interactions among nations.*” Essentially, this segment represents how
organizations try to influence government and how governments influence them. As the
politics of regulations change, for example, this segment influences the nature of com-
petition through changing the rules (for other examples of political/legal elements, see
Table 2.1).

For example, when new regulations are adopted based on new laws (e.g., the
Sarbanes-Oxley law dealing with corporate governance—see Chapter 10 for more infor-
mation)—they often affect the competitive actions taken by firms (their actions are reg-
ulated). An example is the recent global trend toward privatization of government-
owned or -regulated firms. The transformation from state-owned to private firms has
substantial implications for the competitive landscapes in countries and industries.*

Firms must carefully analyze a new political administration’s business-related poli-
cies and philosophies. Antitrust laws, taxation laws, industries chosen for deregulation,
labor training laws, and the degree of commitment to educational institutions are areas
in which an administration’s policies can affect the operations and profitability of
industries and individual firms. Often, firms develop a political strategy to influence
governmental policies and actions that might affect them. The effects of global govern-
mental policies on a firm’s competitive position increase the importance of forming an
effective political strategy.”!

Business firms across the globe today confront an interesting array of political/
legal questions and issues. For example, the debate continues over trade policies. Some
believe that a nation should erect trade barriers to protect its companies’ products.
However, as countries continue to join the World Trade Organization (WTO), more
countries seem to believe that free trade across nations serves the best interests of indi-
vidual countries and their citizens. A Geneva-based organization, the WTO establishes
rules for global trade. For instance, after joining the World Trade Organization, China
recently ended a 40-year-old global textile-quota system regulating its exports. Earlier,
to ease the problems created for other countries China had voluntarily enacted transi-
tion tariffs. When the quota system expired in early 2005, Chinese textiles flooded
global markets, threatening domestic textile industries. Several countries responded by
imposing even higher tariffs to level the playing field.>

The regulations related to pharmaceuticals and telecommunications, along with
the approval or disapproval of major acquisitions, shows the power of government enti-
ties. This power also suggests how important it is for firms to have a political strategy.
Alternatively, the Food and Drug Administration (FDA) was criticized in 2003 for being
too slow to act. External critics with knowledge of agency operations expressed con-
cerns that the FDA was limiting enforcement actions to avoid potential litigation.>
However, problems with Cox-2 pain inhibitors such as Merck’s Vioxx (a prescribed pain
medication) have caused a backlash such that the pendulum is swinging back; the FDA
has suggested that advertising for prescription drugs such as Vioxx is not appropriate.
Agencies such as the FDA are continually being swayed one way or another by external
critics either from the consumer side or from the drug industry side.>® The regulations



are too few for some and too many for others. Regardless, regula-
tions tend to vary with different presidential administrations,
and firms must cope with these variances.

The Sociocultural Segment

The sociocultural segment is concerned with a society’s attitudes
and cultural values. Because attitudes and values form the cor-
nerstone of a society, they often drive demographic, economic,
political/legal, and technological conditions and changes.

Sociocultural segments differ across countries. For example,
in the United States, 13.1 percent of the nation’s GDP is spent on
health care. This is the highest percentage of any country in the
world. Germany allocates 10.4 percent of GDP to health care,
while in Switzerland the percentage is 10.2. Interestingly, the U.S.
rate of citizens’ access to health care is below that of these and
other countries.>

The reverse is true for retirement planning. A study in 15
countries indicated that retirement planning in the United States
starts earlier than in other countries. “Americans are involved in
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retirement issues to a greater extent than other countries, partic-  Agencies such as the FDA are continually being swayed

ularly in western Europe where the Social Security and pensions
systems provide a much higher percentage of income in retire-
ment.”*® U.S. residents start planning for retirement in their 30s,
while those in Portugal, Spain, Italy, and Japan start in their 40s and 50s. Attitudes
regarding saving for retirement also affect a nation’s economic and political/legal
segments.

A significant trend in many countries is increased workforce diversity. As noted
earlier, the composition of the U.S. workforce is changing such that Caucasians will be
in the minority in a few years. Effective management of a culturally diverse workforce
can produce a competitive advantage. For example, heterogeneous work teams have
been shown to produce more effective strategic analyses, more creativity and innova-
tion, and higher-quality decisions than homogeneous work teams.”” However, evidence
also suggests that diverse work teams are difficult to manage and achieve integration. As
such, not all diverse work teams are able to achieve these positive outcomes.>®

As the labor force has increased, it has also become more diverse as significantly
more women and minorities from a variety of cultures have entered the labor force. In
1993, the total U.S. workforce was slightly below 130 million, but in 2005, it was slightly
over 148 million.”® An increasing number of women are also starting and managing
their own businesses. Using data from the U.S. Census bureau, the Center for Women’s
Business Research states: “As of 2004, there are an estimated 10.6 million 50 percent or
more women-owned privately held firms in the United States, accounting for nearly
half (47.7 percent) of all privately held firms in the country.”® The number of new
businesses started by women continues to increase, and thus women own a larger per-
centage of the total number of businesses.®!

The growing gender, ethnic, and cultural diversity in the workforce creates chal-
lenges and opportunities,®? including combining the best of both men’s and women’s
traditional leadership styles. Although diversity in the workforce has the potential to
add improved performance, research indicates there are important conditions requiring
management of diversity initiatives in order to reap these organizational benefits.
Human resource practitioners are trained to successfully manage diversity issues to
enhance positive outcomes.®

one way or another by external critics from the con-
sumer side and from the drug industry side.

The sociocultural segment
is concerned with a society’s
attitudes and cultural values.
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The technological segment
includes the institutions and
activities involved with creat-
ing new knowledge and trans-
lating that knowledge into new
outputs, products, processes,
and materials.

Another manifestation of changing attitudes toward work is the continuing growth
of contingency workers (part-time, temporary, and contract employees) throughout the
global economy. This trend is significant in several parts of the world, including
Canada, Japan, Latin America, Western Europe, and the United States. The fastest grow-
ing group of contingency workers is in the technical and professional area. Contribut-
ing to this growth are corporate restructurings and downsizings in poor economic con-
ditions along with a breakdown of lifetime employment practices (e.g., in Japan).

The continued growth of suburban communities in the United States and abroad is
another major sociocultural trend. The increasing number of people living in the sub-
urbs has a number of effects. For example, longer commute times to urban businesses
increase pressure for better transportation systems and superhighway systems (e.g.,
outer beltways to serve the suburban communities). Suburban growth also has an effect
on the number of electronic telecommuters, which is expected to increase rapidly in the
21st century. Beyond suburbs lie what the U.S. Census Bureau calls “micropolitan”
areas. These areas are often 100 or more miles from a large city and have 10,000 to
49,999 people. They offer rural-like living with many of the larger city amenities such
as strip malls and chain restaurants like Starbucks, Chili’s, Long John Silver’s, and
Arby’s, but housing and labor costs are much cheaper.®* Following this growth, some
businesses are locating in the suburbs closer to their employees. This work-style option
is feasible because of changes in the technological segment, including the Internet’s
rapid growth and evolution.®

The Technological Segment

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

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

However, not only is forecasting more difficult in this day and age, but a company
that misses its forecast is often disciplined by the market with a reduction in stock
price. For example, DreamWorks Animation, a division of DreamWorks SKG, based its
forecast of Shrek 2 DVD sales in part on the historically long sales life of animated
DVDs. But today, because of increased competition (more firms are releasing an
increasing number of DVDs) and limited shelf space, DVD titles have a much shorter
retail life. When retailers started returning millions of unsold copies, DreamWorks’
earnings fell short of analysts’ forecasts by 25 percent and its stock price tumbled. Mis-
judging how much a title will sell can have a substantial effect on the bottom line of
small studios such as DreamWorks Animation, which releases only two films a year.®® In
contrast, studios that produce many films each year are shielded from the effects of a
short life in one film.

Internet technology is playing an increasingly important role in global commerce.
For example, Internet pharmacies have facilitated senior U.S. citizens’ access to cheaper
drugs in Canada, where U.S. citizens can save as much as 80 percent on drug costs. Leg-
islation was passed in the United States in 2003 to ensure that U.S. citizens could con-
tinue to access drugs from Canada. As a result, the number of Canadian Internet phar-
macies grew sharply in 2003.%°



While the Internet was a significant technological advance providing substantial
power to companies utilizing its potential, wireless communication technology is pre-
dicted to be the next critical technological opportunity. By 2003, handheld devices and
other wireless communications equipment were being used to access a variety of network-
based services. The use of handheld computers with wireless network connectivity,
Web-enabled mobile phone handsets, and other emerging platforms (e.g., consumer
Internet-access devices) is expected to increase substantially, soon becoming the domi-
nant form of communication and commerce.”

Clearly, the Internet and wireless forms of communications are important techno-
logical developments for many reasons. One reason for their importance, however, is
that they facilitate the diffusion of other technology and knowledge critical for achiev-
ing and maintaining a competitive advantage.”! Companies must stay current with
technologies as they evolve, but also must be prepared to act quickly to embrace impor-
tant new disruptive technologies shortly after they are introduced.”? Certainly on a
global scale, the technological opportunities and threats in the general environment
have an effect on whether firms obtain new technology from external sources (such as
by licensing and acquisition) or develop it internally.

The Global Segment

The global segment includes relevant new global markets, existing markets that are
changing, important international political events, and critical cultural and institu-
tional characteristics of global markets.”? Globalization of business markets creates
both opportunities and challenges for firms.”* For example, firms can identify and enter
valuable new global markets.”> In addition to contemplating opportunities, firms
should recognize potential competitive threats in these markets. China presents many
opportunities and some threats for international firms.”® Creating additional opportu-
nities is China’s 2001 admission to the World Trade Organization. As mentioned earlier,
the low cost of Chinese products threatens many firms in the textile industry. For
instance, buyers of textile products such as Marks & Spencer in the United Kingdom
and others throughout the world cannot ignore China’s comparative advantages, even
with tariffs in place. Its average labor costs are 90 percent lower than those in the
United States and Italy. Furthermore, their manufacturers are more efficient than gar-
ment manufacturers in other low-cost countries such as India or Vietnam. The WTO
member countries can restrict Chinese imports until 2008 if they can show that local
markets are disrupted. However, even with quotas a number of firms such as Wal-Mart
and hotel chains such as Hilton and Radisson are looking to increase their sourcing
from Chinese firms because of the significant cost advantage.”’”

Exemplifying the globalization trend is the increasing amount of global outsourcing.
For example, Bank of America began major reductions of its back office operations staff
(approximately 3,700), outsourcing many of the jobs to Indian businesses. Accenture out-
sourced the jobs of 5,000 accounting, software, and back office employees to the Philip-
pines. General Electric has outsourced 20,000 jobs to companies in India for a variety of
technical tasks.”® However, recent research suggests that there is a trade-off between flexi-
bility and efficiency if all work in a particular function or product is outsourced. Custom
work to fill special orders, for example, is more efficiently done through domestic manu-
facturing; outsourcing standard products to an offshore facility needs to save at least 15
percent to be justified. Even in the textile industry, where much outsourcing is done for
efficiency reasons, many order adjustments or special orders require flexibility and cannot
be readily handled by low-cost offshore producers.”

Moving into international markets extends a firm’s reach and potential. Toyota
receives almost 50 percent of its total sales revenue from outside Japan, its home coun-
try. Over 60 percent of McDonald’s sales revenues and almost 98 percent of Nokia’s

The global segment includes
relevant new global markets,
existing markets that are
changing, important interna-
tional political events, and
critical cultural and institu-
tional characteristics of global
markets.
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Global markets offer firms more opportunities to obtain the resources needed i
for success.The Kuwait Investment Authority is the second largest shareholder there have been and continue to be a number of

of DaimlerChrysler.

sales revenues are from outside their home countries.®” Firms can also increase the
opportunity to sell innovations by entering international markets. The larger total mar-
ket increases the probability that the firm will earn a return on its innovations. Cer-
tainly, firms entering new markets can diffuse new knowledge they have created and
learn from the new markets as well.%!

Firms should recognize the different sociocultural and institutional attributes of
global markets. Companies competing in South Korea, for example, must understand
the value placed on hierarchical order, formality, and self-control, as well as on duty
rather than rights. Furthermore, Korean ideology emphasizes communitarianism, a
characteristic of many Asian countries. Korea’s approach differs from those of Japan
and China, however, in that it focuses on inhwa, or harmony. Inhwa is based on a
respect of hierarchical relationships and obedience to authority. Alternatively, the
approach in China stresses guanxi—personal relationships or good connections—while
in Japan, the focus is on wa, or group harmony and social cohesion.?? The institutional
context of China suggests a major emphasis on centralized planning by the government.
The Chinese government provides incentives to firms to develop alliances with foreign
firms having sophisticated technology in hopes of building knowledge and introducing
new technologies to the Chinese markets over time.®

Firms based in other countries that compete in these markets can learn from them.
For example, the cultural characteristics above suggest the value of relationships. In
particular, guanxi emphasizes the importance of social capital when one is doing busi-
ness in China.®* Although social capital is important for success in most markets
around the world,®® problems can arise from its strict ethic of reciprocity and obliga-
tion. It can divide, for example, loyalties of sales and procurement people who are in
networks outside the company. Sales and procurement people need to have their loyal-
ties focused on the company with whom they are employed.®® Global markets offer
firms more opportunities to obtain the resources needed for success. For example, the
Kuwait Investment Authority is the second largest shareholder of DaimlerChrysler.
Alternatively, globalization can be threatening. In particular, companies in emerging
market countries may be vulnerable to larger, more resource-rich, and more effective
competitors from developed markets.

Additionally, there are risks in global markets. A decade ago, Argentina’s market
was full of promise, but in 2001, Argentina experienced a financial crisis that placed it
on the brink of bankruptcy forcing it to default on more than $80 billion in public
debt. In 2005 Argentina was still struggling to
complete the restructuring of its debt. The orig-
inal bonds will be discounted by 70 percent,
although 24 percent of the bondholders refused
to participate. While Argentina has enjoyed
strong growth since the recession it experi-
enced in 2002, future growth will be difficult to
attain because competition for capital around
the world is heating up and it will be difficult
for Argentina to overcome its reputation for
failure to pay its debts.?”

A key objective of analyzing the general
environment is identifying anticipated changes
and trends among external elements. With a
focus on the future, the analysis of the general
environment allows firms to identify opportu-
nities and threats. As noted in the Opening Case,

threats to airlines from the general environment.



Perhaps the biggest threat comes from the continuing threat in the economy and global
environment; the industry badly needs an economic recovery to increase the demand
for air travel. As a result, it is necessary to have a top management team with the expe-
rience, knowledge, and sensitivity required to effectively analyze this segment of the
environment.®® Also critical to a firm’s future operations is an understanding of its
industry environment and its competitors; these issues are considered next.

Industry Environment Analysis

An industry is a group of firms producing products that are close substitutes. In the
course of competition, these firms influence one another. Typically, industries include a
rich mix of competitive strategies that companies use in pursuing strategic competitive-
ness and above-average returns. In part, these strategies are chosen because of the influ-
ence of an industry’s characteristics.®® The Strategic Focus on the global competitive
nature of the automobile industry illustrates the difficulties that firms are having with
the competitive forces in an industry.

As illustrated in the Strategic Focus on the global auto industry, compared with the
general environment, the industry environment often has a more direct effect on the
firm’s strategic competitiveness and above-average returns.”® The intensity of industry
competition and an industry’s profit potential are functions of five forces of competi-
tion: the threats posed by new entrants, the power of suppliers, the power of buyers,
product substitutes, and the intensity of rivalry among competitors (see Figure 2.2).

The Five Forces

FIGURE 2.2 of Competition Model

Threa
new ent

Bargaining power
of suppliers

Anindustry is a group of
firms producing products that
are close substitutes.
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Shanghai Automotive Industry Corp. pro-

duced over 600,000 vehicles in joint ventures . ) .
with Volkswagen and General Motorsin China ~ NOt much of a substitute given the fast-moving pace of trans-

The Nature of the Competitive Forces
in the Global Automobile Industry

The global auto industry is becoming more competitive for domestic competitors in the
United States and elsewhere because of the globalizing nature of the automobile industry.
General Motors' market share in North America dropped to 25.2 percent during the first
quarter of 2005 from 26.3 percent a year earlier. At the end of 2004, Ford and Chrysler held
18.3 and 13 percent, respectively, while Toyota, Honda, and Nissan had increased their share
to 12.2,8.2,and 5.8 percent, respectively. Two of the more recent entrants, Korean automak-
ers Kia and Hyundai, have made inroads in the U.S. market as well. However, the next hopeful
entrants are to be found in China, for example, Shanghai Automotive Industry Corp. (SAIC).

As a result of this increased foreign competition, in the first quarter of 2005, General
Motors experienced an operating loss of $839 million. GM’s annual earnings in 2004 were
$1.21 billion. Restructuring charges for its European operations and a buyout program for
white-collar employees brought GM'’s total first-quarter 2005 loss to $1.1 billion.

In regard to potential new entrants, SAIC produced over 600,000 vehicles in joint
ventures with Volkswagen and General Motors in China. Currently SAIC does not produce
any vehicles under its own brand name, but because China has a large growing market for
automobiles and the government requires joint ventures, SAIC will have a significant role
to play in the global automobile industry. An article in Fortune indicates that SAIC for now
needs its partners before it can enter with its own products outside of China.“Despite
being a longtime maker of commercial vehicles and components, it lacks the capital to
develop a full line of autos, the technology to make them powerful, safe and up-to-date
and the brand name needed to lure customers.”These are just some of the significant bar-
riers to entry in the world auto industry.

Because General Motors has been having difficulties along with Ford financially (Ford
also experienced a loss in the first quarter of 2005), they have pushed these difficulties back-
ward to their suppliers by requiring suppliers to reduce their costs. Delphi (with 185,000
employees) is struggling as the number one automotive parts supplier for General Motors.
Similarly, Visteon, which has 70,000 employees, has said that it may not be able to cover its
debt payments and is seeking a restructuring deal with its former parent Ford. Both Delphi
and Visteon were formerly part of General Motors and Ford, respec-
tively. Both Ford and General Motors still have strong ownership
positions in their former auto parts divisions, which they kept after
spinning off these businesses as separate companies.While Ford
and General Motors have demanded lower prices because of their
competitive difficulties, these auto parts companies have increased
their losses beyond the requests by their dominant buyers because
of pricing difficulties in the face of rising costs such as for steel and
other commodities.

Similarly, much of General Motors'and Ford's inventory dif-
ficulties have been pushed forward onto rental car companies.
Ford, for example, has a substantial ownership position in Hertz
rental cars. Both firms also own substantial dealership networks
through which they have offered incentives to lower their sub-
stantial inventory in the face of overcapacity in the global auto
industry. Accordingly, General Motors and Ford have significant
market power through these ownership arrangements in regard
to significant customer groups.

While there are not many substitutes for autos, with
increasing gas prices many individuals might turn to mass transit
or other forms of transportation if available. However, bicycles are

portation these days.



Finally, competition in the global automobile industry, as noted in the opening para-
graph, is very intense. The primary reason for global competition is that the economies of
scale necessary to produce automobiles and especially high-value-added parts such as
engines and transmissions often requires companies to expand beyond their national
borders. Also, when there is a downturn in one country, the immediate reaction is to seek
to sell in another country. Although China, for instance, has had the hottest market as far
as growth and in regard to future expectations, as sales have dampened in the short term
in China, firms such as DaimlerChrysler have considered manufacturing vehicles there for
export to other markets such as Europe and the United States because manufacturing
costs are low in China relative to the rest of the world.

Although firms such as Toyota have continued to make money in a difficult environ-
ment, even they are experiencing a downturn of profits due to the highly competitive
environment. However, Toyota continues to make inroads as do Honda and Nissan in the
U.S. market, which has caused severe problems for both Ford and General Motors. Recently,
however, DaimlerChrysler has been doing well in the United States, especially with its
Chrysler products, although the Mercedes brand had difficulties at the beginning of 2005.
These trends are illustrative of the nature of Porter’s five forces, discussed in this chapter.

Sources: 2005, China hopes to be next nation to make major inroads in U.S. car market, USA Today, April 25, B4; N. E.
Boudette, Power play: Chrysler’s storied hemi motor helps it escape Detroit’s gloom, Wall Street Journal, June 17, A1, A10; J.
Fox, 2005, A CEO puts his job on the line, Fortune, May 2, 17-21; L. Hawkins, 2005, GM shifts to a loss of $1.1 billion, Wall
Street Journal, April 20, A3, A6; J. Sapsford, 2005, Nissan to sell China vans made in the U.S., Wall Street Journal, March 17,
A14; D. Welch, D. Beucke, K. Kerwin, M. Arndt, B. Hindo, E. Thornton, D. Kiley, & I. Rowley, 2005, Why GM’s plan won't work . . .
and the ugly road ahead, Business Week, May 9, 84-92; J. B. White & J. S. Lublin, 2005, Visteon, Delphi seek to revamp, as
woes mount, Wall Street Journal, A3, A4; A.Taylor, Ill, 2004, Shanghai Auto wants to be the world’s next great car company,
Fortune, October 4, 103-109.

The five forces model of competition expands the arena for competitive analysis.
Historically, when studying the competitive environment, firms concentrated on com-
panies with which they competed directly. However, firms must search more broadly to
identify current and potential competitors by identifying potential customers as well as
the firms serving them. Competing for the same customers and thus being influenced
by how customers value location and firm capabilities in their decisions is referred to as
the market microstructure.” Understanding this area is particularly important, because
in recent years industry boundaries have become blurred. For example, telecommunica-
tions companies now compete with cable broadcasters, software manufacturers provide
personal financial services, airlines sell mutual funds, and automakers sell insurance
and provide financing.’? In addition to the focus on customers rather than on specific
industry boundaries to define markets, geographic boundaries are also relevant.
Research suggests that different geographic markets for the same product can have con-
siderably different competitive conditions.®

The five forces model recognizes that suppliers can become a firm’s competitors
(by integrating forward), as can buyers (by integrating backward). Several firms have
integrated forward in the pharmaceutical industry by acquiring distributors or whole-
salers. In addition, firms choosing to enter a new market and those producing products
that are adequate substitutes for existing products can become a company’s competitors.

Identifying new entrants is important because they can threaten the market share of
existing competitors.” One reason new entrants pose such a threat is that they bring
additional production capacity. Unless the demand for a good or service is increasing,
additional capacity holds consumers’ costs down, resulting in less revenue and lower
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In 2004 many cable companies’ stock prices fell relative to the S&P 500 as -
investors saw video satellite rivals Direct TV and Echostar (Dish Network) pick up try, they do not have the brand recognition

former cable TV subscribers.

returns for competing firms. Often, new entrants have a keen interest in gaining a large
market share. As a result, new competitors may force existing firms to be more effective
and efficient and to learn how to compete on new dimensions (for example, using an
Internet-based distribution channel).

The likelihood that firms will enter an industry is a function of two factors: barri-
ers to entry and the retaliation expected from current industry participants. Entry bar-
riers make it difficult for new firms to enter an industry and often place them at a com-
petitive disadvantage even when they are able to enter. As such, high entry barriers
increase the returns for existing firms in the industry and may allow some firms to
dominate the industry.®® Interestingly, though the airline industry has high entry barri-
ers (e.g., substantial capital costs), new firms have entered in recent years, among them
AirTran Airways (ATA) and JetBlue. As the Opening Case indicates, both entrants are
creating competitive challenges for the major airlines, especially with the economic
problems in the early 21st century. Both firms compete in the low-cost segments, where
consumer demand has increased, making the major high-cost legacy airlines less com-
petitive and more vulnerable to these newer airlines’ competitive actions.

Barriers to Entry

Existing competitors try to develop barriers to entry. For example, cable firms are
entering the phone service business. Accordingly, local firm services such as SBC Com-
munications are developing a bundling strategy to prevent customer turnover. They
offer high-speed Internet services, satellite television, and wireless services in a single
package that could cost $100 per month. In doing this they are creating switching costs
for their customers to prevent defections to alternative substitute-product cable
providers (see the Strategic Focus on cable companies).”® Potential entrants such as the
cable firms seek markets in which the entry barriers are relatively insignificant. An
absence of entry barriers increases the probability that a new entrant can operate prof-
itably. There are several kinds of potentially significant entry barriers.

Economies of Scale. Economies of scale are derived from incremental efficiency
improvements through experience as a firm gets larger. Therefore, as the quantity of a
product produced during a given period increases, the cost of manufacturing each unit
declines. Economies of scale can be developed in most business functions, such as mar-
keting, manufacturing, research and development, and purchasing.”” Increasing economies
of scale enhances a firm’s flexibility. For exam-
ple, a firm may choose to reduce its price and
capture a greater share of the market. Alterna-
tively, it may keep its price constant to increase
profits. In so doing, it likely will increase its free
cash flow, which is helpful in times of recession.

New entrants face a dilemma when con-
fronting current competitors’ scale economies.
Small-scale entry places them at a cost disad-
vantage. Alternatively, large-scale entry, in
which the new entrant manufactures large vol-
umes of a product to gain economies of scale,
risks strong competitive retaliation. This is the
situation faced by potential new entrants from
China. Although Chinese firms have significant
capacity to produce cars and parts, as suggested
in the Strategic Focus on the global auto indus-

necessary to challenge larger global auto firms.



Some competitive conditions reduce the ability of economies of scale to create an
entry barrier. Many companies now customize their products for large numbers of small
customer groups. Customized products are not manufactured in the volumes necessary
to achieve economies of scale. Customization is made possible by new flexible manufac-
turing systems (this point is discussed further in Chapter 4). In fact, the new manufac-
turing technology facilitated by advanced information systems has allowed the develop-
ment of mass customization in an increasing number of industries. While customization
is not appropriate for all products, mass customization is becoming increasingly com-
mon in manufacturing products.”® In fact, online ordering has enhanced the ability of
customers to obtain customized products. They are often referred to as “markets of one.”
Companies manufacturing customized products learn how to respond quickly to cus-
tomers’ desires rather than develop scale economies.

Product Differentiation. Over time, customers may come to believe that a firm’s
product is unique. This belief can result from the firm’s service to the customer, effec-
tive advertising campaigns, or being the first to market a good or service. Companies
such as Coca-Cola, PepsiCo, and the world’s automobile manufacturers spend a great
deal of money on advertising to convince potential customers of their products’ distinc-
tiveness. Customers valuing a product’s uniqueness tend to become loyal to both the
product and the company producing it. Typically, new entrants must allocate many
resources over time to overcome existing customer loyalties. To combat the perception
of uniqueness, new entrants frequently offer products at lower prices. This decision,
however, may result in lower profits or even losses.

Capital Requirements. Competing in a new industry requires a firm to have resources
to invest. In addition to physical facilities, capital is needed for inventories, marketing
activities, and other critical business functions. Even when competing in a new industry
is attractive, the capital required for successful market entry may not be available to
pursue an apparent market opportunity. For example, defense industries would be very
difficult to enter because of the substantial resource investments required to be compet-
itive. In addition, because of the high knowledge requirements of the defense industry,
a firm might enter the defense industry through the acquisition of an existing firm. For
example, through a series of acquisitions and joint ventures with local players, the French
defense contractor Thales SA entered the markets of Britain, the Netherlands, Australia,
South Africa, South Korea, and Singapore.!? But it had access to the capital necessary
to do it.

Switching Costs. Switching costs are the one-time costs customers incur when they
buy from a different supplier. The costs of buying new ancillary equipment and of
retraining employees, and even the psychic costs of ending a relationship, may be
incurred in switching to a new supplier. In some cases, switching costs are low, such as
when the consumer switches to a different soft drink. Switching costs can vary as a
function of time. For example, in terms of credit hours toward graduation, the cost to a
student to transfer from one university to another as a freshman is much lower than it
is when the student is entering the senior year. Occasionally, a decision made by manu-
facturers to produce a new, innovative product creates high switching costs for the final
consumer. Customer loyalty programs, such as airlines’ frequent flier miles, are
intended to increase the customer’s switching costs.

If switching costs are high, a new entrant must offer either a substantially lower
price or a much better product to attract buyers. Usually, the more established the rela-
tionship between parties, the greater is the cost incurred to switch to an alternative
offering.
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Access to Distribution Channels. Over time, industry participants typically develop
effective means of distributing products. Once a relationship with its distributors has
been developed, a firm will nurture it to create switching costs for the distributors.

Access to distribution channels can be a strong entry barrier for new entrants, par-
ticularly in consumer nondurable goods industries (for example, in grocery stores
where shelf space is limited) and in international markets. New entrants have to per-
suade distributors to carry their products, either in addition to or in place of those cur-
rently distributed. Price breaks and cooperative advertising allowances may be used for
this purpose; however, those practices reduce the new entrant’s profit potential.

Cost Disadvantages Independent of Scale. Sometimes, established competitors
have cost advantages that new entrants cannot duplicate. Proprietary product technol-
ogy, favorable access to raw materials, desirable locations, and government subsidies are
examples. Successful competition requires new entrants to reduce the strategic rele-
vance of these factors. Delivering purchases directly to the buyer can counter the
advantage of a desirable location; new food establishments in an undesirable location
often follow this practice. Similarly, automobile dealerships located in unattractive areas
(perhaps in a city’s downtown area) can provide superior service (such as picking up
the car to be serviced and then delivering it to the customer) to overcome a competi-
tor’s location advantage.

Government Policy. Through licensing and permit requirements, governments can
also control entry into an industry. Liquor retailing, radio and TV broadcasting, bank-
ing, and trucking are examples of industries in which government decisions and actions
affect entry possibilities. Also, governments often restrict entry into some industries
because of the need to provide quality service or the need to protect jobs. Alternatively,
deregulation of industries, exemplified by the airline industry (see the Opening Case)
and utilities in the United States, allows more firms to enter.!°! Some of the most publi-
cized government actions are those involving antitrust. For example, the U.S. and Euro-
pean Union governments pursued an antitrust case against Microsoft. The final settle-
ment in the United States involved a relatively small penalty for the company. However,
the EU judgments were more severe.!*?

Expected Retaliation

Firms seeking to enter an industry also anticipate the reactions of firms in the industry.
An expectation of swift and vigorous competitive responses reduces the likelihood of
entry. Vigorous retaliation can be expected when the existing firm has a major stake in
the industry (for example, it has fixed assets with few, if any, alternative uses), when it
has substantial resources, and when industry growth is slow or constrained. For exam-
ple, any firm attempting to enter the auto industry at the current time can expect sig-
nificant retaliation from existing competitors due to the overcapacity.

Locating market niches not being served by incumbents allows the new entrant to
avoid entry barriers. Small entrepreneurial firms are generally best suited for identifying
and serving neglected market segments. When Honda first entered the U.S. market, it
concentrated on small-engine motorcycles, a market that firms such as Harley-Davidson
ignored. By targeting this neglected niche, Honda avoided competition. After consolidat-
ing its position, Honda used its strength to attack rivals by introducing larger motorcycles
and competing in the broader market. Competitive actions and competitive responses
between firms such as Honda and Harley-Davidson are discussed fully in Chapter 5.

Bargaining Power of Suppliers

Increasing prices and reducing the quality of their products are potential means used by
suppliers to exert power over firms competing within an industry. If a firm is unable to



recover cost increases by its suppliers through its own pricing structure, its profitability
is reduced by its suppliers’ actions. A supplier group is powerful when

+ It is dominated by a few large companies and is more concentrated than the indus-
try to which it sells.

+ Satisfactory substitute products are not available to industry firms.

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

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

+ The effectiveness of suppliers’ products has created high switching costs for indus-
try firms.

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

The airline industry is an example of an industry in which suppliers’ bargaining
power is changing. Though the number of suppliers is low, the demand for the major
aircraft is also relatively low. Boeing and Airbus strongly compete for most orders of
major aircraft.!®® However, the shift in airline strategy to short-haul flights and low
costs has enhanced the fortunes of other aircraft manufacturers who make smaller and
more efficient aircraft.

Bargaining Power of Buyers

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

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

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

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

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

Armed with greater amounts of information about the manufacturer’s costs and
the power of the Internet as a shopping and distribution alternative, consumers appear
to be increasing their bargaining power in many industries. One reason for this shift is
that individual buyers incur virtually zero switching costs when they decide to purchase
from one manufacturer rather than another or from one dealer as opposed to a second
or third one. These realities are also forcing airlines to change their strategies. There is
very little differentiation in air travel, and the switching costs are very low. As consoli-
dation occurs in the phone business through the acquisition of AT&T and MCI (see the
Strategic Focus on the phone versus cable companies), it is expected that business cus-
tomers will have less leverage to secure discounts given that there are fewer service

providers.!%*

Threat of Substitute Products

Substitute products are goods or services from outside a given industry that perform
similar or the same functions as a product that the industry produces. For example, as a
sugar substitute, NutraSweet places an upper limit on sugar manufacturers’ prices—
NutraSweet and sugar perform the same function, though with different characteristics.
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Other product substitutes include e-mail and fax machines instead of overnight deliver-
ies, plastic containers rather than glass jars, and tea instead of coffee. Newspaper firms
have experienced a circulation decline gradually over a number of years, accelerating to
a 1 to 3 percent loss in the six months ending in March of 2005. The declines are due to
substitute outlets for news including Internet sources, cable television news channels,
and e-mail and cell phone alerts.!% These products are increasingly popular, especially
among younger people, and as product substitutes they have significant potential to
continue to reduce overall newspaper circulation sales.

In general, product substitutes present a strong threat to a firm when customers
face few, if any, switching costs and when the substitute product’s price is lower or its
quality and performance capabilities are equal to or greater than those of the compet-
ing product. Differentiating a product along dimensions that customers value (such as
price, quality, service after the sale, and location) reduces a substitute’s attractiveness.
As the Strategic Focus illustrates, local phone server companies have lost significant
subscriber base to cable companies offering phone services. Similarly, cable companies
have lost TV subscriber base to satellite TV operators. Each company has been using a
bundling approach to increase switching costs to forestall these substitutions.

Intensity of Rivalry among Competitors

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

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

As explained in the Opening Case, the rivalry between competitors, such as United,
US Airways, American, and other major airlines, is intense. The competitive rivalry is
also intense in the automobile industry, as described in the Strategic Focus. In fact, the
rivalry is so intense that both General Motors and Ford have experienced significantly
lower earnings due to price cuts, which, in turn, have led to their debt ratings being
lowered below investment grade or to “junk” levels.!%”

As suggested by the Opening Case and the Strategic Focus on the automobile
industry, various factors influence the intensity of rivalry between or among competi-
tors. Next, we discuss the most prominent factors that experience shows to affect the
intensity of firms’ rivalries.

Numerous or Equally Balanced Competitors

Intense rivalries are common in industries with many companies. With multiple com-
petitors, it is common for a few firms to believe that they can act without eliciting a
response. However, evidence suggests that other firms generally are aware of competi-
tors’ actions, often choosing to respond to them. At the other extreme, industries with
only a few firms of equivalent size and power also tend to have strong rivalries. The
large and often similar-sized resource bases of these firms permit vigorous actions and
responses. The competitive battles between Airbus and Boeing exemplify intense rivalry

between relatively equivalent competitors.'%

Slow Industry Growth
When a market is growing, firms try to effectively use resources to serve an expanding
customer base. Growing markets reduce the pressure to take customers from competitors.



Satellite TV Service Substitutes for Digital Cable Service,
Which Substitutes for Local Telephone Service

Many cable companies are offering a bundle of services including digital TV, broadband St rate g l C
Internet service, and local and long distance phone service. This bundling approach has

worked particularly well for large cable companies such as Comcast, Time Warner, and FOC u S

Cox. However, in 2004 many of these cable companies’stock prices fell relative to the S&P
500 as investors saw video satellite rivals Direct TV and Echostar (Dish Network) pick up
former cable TV subscribers. In early 2004 the largest cable operators, holding about 88
percent of cable’s 64 million subscribers, lost 338,000 more video buyers compared to
2003 levels. Meanwhile, Direct TV grew by 409,000 subscribers to a total of 13 million,
while Echostar’s Dish Network added 340,000 subscribers, reaching a total of 10.1 million.
Cable subscribers were substituting satellite video products for the cable product.

Similarly, local Bell phone service providers have been losing large numbers of cus-
tomers to cable service providers' digital telephone service.Local phone companies have
been downsizing their employee base not only because of cable companies but also
because of wireless phone service becoming available through competitors.

To combat the substitution from both cable companies and wireless companies,
phone companies have been creating strategic alliances with satellite companies to offer
TV service and have similarly been making deals either to ally or buy wireless service
opportunities to prevent further erosion in their dominant business. In addition, local
phone service companies have added long distance services. Often this has taken place
through acquisition. AT&T was purchased by SBC Communication, while Verizon outbid
Quest in a battle to acquire MCI.

Additionally, phone companies have been laying significant amounts of fiber-optic
cable, which is capable of providing video feed. However, the companies need a large sub-
scriber base in order to reduce the costs of offering video content.The problem with this
strategy is that the available subscriber base is largely encumbered, with 80 percent of the
homes already subscribed to satellite. Thus, the question is whether phone companies will
be able to compete as a significant late entrant in offering video content services. As a
short-term alternative, some phone companies now sell satellite TV service through col-
laborative ventures, such as Verizon with Direct TV. Similarly, SBC has a deal with Echostar
to sell Dish Network services through its customer billing services.

To make matters worse, the costs of offering phone service over the Internet are sig-
nificantly cheaper than the costs of initiating service to a hard-wired phone service cus-
tomer (either cable or phone lines).In mid-2005, EarthLink announced it would offer
phone service with a new Internet-based technology that allows customers to use tradi-
tional phone equipment to make calls. Other Internet-based phone services to this point,
based on voice over Internet protocol (VolP), have required customers to connect phones
directly to a computer or router, meaning phone service is not available during a power
outage. Substitutions to both cable and phone companies will likely continue through
this technology unless they cannibalize their own offerings and move to VolP as well.
Besides costly investment of fiber optics for video service, another disadvantage for
phone service companies is significant union contracts with which cable companies and
other new entrants in phone service over the Internet are not as yet encumbered.
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However, rivalry in no-growth or slow-growth markets becomes more intense as firms
battle to increase their market shares by attracting competitors’ customers.

Typically, battles to protect market shares are fierce. Certainly, this has been the
case in the airline industry. The instability in the market that results from these com-
petitive engagements reduces profitability for all airlines throughout the industry. As
the Opening Case notes, reduced profitability is one of the reasons that two major U.S.-
based airlines have declared bankruptcy and others on a global basis have experienced
major net losses since 2000.

High Fixed Costs or High Storage Costs

When fixed costs account for a large part of total costs, companies try to maximize the
use of their productive capacity. Doing so allows the firm to spread costs across a larger
volume of output. However, when many firms attempt to maximize their productive
capacity, excess capacity is created on an industry-wide basis. To then reduce invento-
ries, individual companies typically cut the price of their product and offer rebates and
other special discounts to customers. However, these practices, common in the automo-
bile manufacturing industry, often intensify competition. The pattern of excess capacity
at the industry level followed by intense rivalry at the firm level is observed frequently
in industries with high storage costs. Perishable products, for example, lose their value
rapidly with the passage of time. As their inventories grow, producers of perishable
goods often use pricing strategies to sell products quickly.

Lack of Differentiation or Low Switching Costs

When buyers find a differentiated product that satisfies their needs, they frequently
purchase the product loyally over time. Industries with many companies that have suc-
cessfully differentiated their products have less rivalry, resulting in lower competition
for individual firms. Firms that develop and sustain a differentiated product that can-
not be easily imitated by competitors often earn higher returns.!® However, when buy-
ers view products as commodities (that is, as products with few differentiated features
or capabilities), rivalry intensifies. In these instances, buyers’ purchasing decisions are
based primarily on price and, to a lesser degree, service. Personal computers are becom-
ing a commodity. Thus, the competition among Dell, HP, and other computer manufac-
turers is expected to be strong.

The effect of switching costs is identical to the effect of differentiated products.
The lower the buyers’ switching costs, the easier it is for competitors to attract buyers
through pricing and service offerings. High switching costs at least partially insulate the
firm from rivals’ efforts to attract customers. Interestingly, the switching costs—such as
pilot and mechanic training—are high in aircraft purchases, yet the rivalry between
Boeing and Airbus remains intense because the stakes for both are extremely high.

High Strategic Stakes
Competitive rivalry is likely to be high when it is important for several of the competi-
tors to perform well in the market. For example, although it is diversified and is a mar-
ket leader in other businesses, Samsung has targeted market leadership in the consumer
electronics market and is doing quite well. This market is quite important to Sony and
other major competitors, such as Hitachi, Matsushita, NEC, and Mitsubishi. There is
substantial rivalry in this market, and it is likely to continue over the next few years.
High strategic stakes can also exist in terms of geographic locations. For example,
Japanese automobile manufacturers are committed to a significant presence in the U.S.
marketplace. A key reason for this is that the United States is the world’s largest single
market for auto manufacturers’ products. Because of the stakes involved in this country
for Japanese and U.S. manufacturers, rivalry among firms in the U.S. and the global



automobile industry is highly intense. It should be noted that while proximity tends to
promote greater rivalry, physically proximate competition has potentially positive bene-
fits as well. For example, when competitors are located near each other, it is easier for
suppliers to serve them, and competitors can develop economies of scale that lead to
lower production costs. Additionally, communications with key industry stakeholders
such as suppliers are facilitated and more efficient when they are close to the firm.!?
However, this can work against suppliers who have a close relationship with their cus-
tomers. As the Strategic Focus on the global auto industry reports, two automotive sup-
pliers that are dominated by their key buyers have been forced to lower their prices,
causing them to incur significant losses.

High Exit Barriers

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

+ Specialized assets (assets with values linked to a particular business or location).

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

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

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

« Government and social restrictions (more common outside the United States, these
restrictions often are based on government concerns for job losses and regional
economic effects).

Interpreting Industry Analyses

Effective industry analyses are products of careful study and interpretation of data and
information from multiple sources. A wealth of industry-specific data is available to be
analyzed. Because of globalization, international markets and rivalries must be included
in the firm’s analyses. In fact, research shows that in some industries, international vari-
ables are more important than domestic ones as determinants of strategic competitive-
ness. Furthermore, because of the development of global markets, a country’s borders
no longer restrict industry structures. In fact, movement into international markets
enhances the chances of success for new ventures as well as more established firms.!!

Following study of the five forces of competition, the firm can develop the insights
required to determine an industry’s attractiveness in terms of the firm’s potential to
earn adequate or superior returns on its invested capital. In general, the stronger com-
petitive forces are, the lower is the profit potential for an industry’s firms. An unattrac-
tive industry has low entry barriers, suppliers and buyers with strong bargaining posi-
tions, strong competitive threats from product substitutes, and intense rivalry among
competitors. These industry characteristics make it very difficult for firms to achieve
strategic competitiveness and earn above-average returns. Alternatively, an attractive
industry has high entry barriers, suppliers and buyers with little bargaining power, few
competitive threats from product substitutes, and relatively moderate rivalry.''? Next,
we turn to strategic groups operating within industries.
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Strategic Groups

A strategic group is a set of
firms emphasizing similar
strategic dimensions to use a
similar strategy.

A set of firms emphasizing similar strategic dimensions to use a similar strategy is
called a strategic group.'!'*> The competition between firms within a strategic group is
greater than the competition between a member of a strategic group and companies
outside that strategic group. Another way of saying this is that intra-strategic group
competition is more intense than is inter-strategic group competition. In fact, there is
more heterogeneity in the performance of firms within strategic groups than across the
groups. The performance leaders within groups are able to follow strategies similar to
those of other firms in the group and yet maintain strategic distinctiveness to gain and
sustain a competitive advantage.'!

The extent of technological leadership, product quality, pricing policies, distribu-
tion channels, and customer service are examples of strategic dimensions that firms in a
strategic group may treat similarly. Patterns of competition within strategic groups may
be described this way: “Organizations in a strategic group occupy similar positions in
the market, offer similar goods to similar customers, and may also make similar choices
about production technology and other organizational features.”!'> Thus, membership
in a particular strategic group defines the essential characteristics of the firm’s
strategy.!1°

The notion of strategic groups can be useful for analyzing an industry’s competi-
tive structure. Such analyses can be helpful in diagnosing competition, positioning, and
the profitability of firms within an industry.!'” High mobility barriers, high rivalry, and
low resources among the firms within an industry will limit the formation of strategic
groups.!''® However, research suggests that after strategic groups are formed, their mem-
bership remains relatively stable over time, making analysis easier and more useful.!"’

Using strategic groups to understand an industry’s competitive structure requires
the firm to plot companies’ competitive actions and competitive responses along strate-
gic dimensions such as pricing decisions, product quality, distribution channels, and so
forth. Doing this shows the firm how certain companies are competing similarly in
terms of how they use similar strategic dimensions. For example, there are unique radio
markets because consumers prefer different music formats and programming (news
radio, talk radio, and so forth). Typically, a radio format is created through choices made
regarding music or nonmusic style, scheduling, and announcer style.!?° It is estimated
that approximately 30 different radio formats exist, suggesting that there are many
strategic groups in this industry. The strategies within each of the 30 groups are similar,
while the strategies across the total set of strategic groups are dissimilar. As a result,
Clear Channel Communications often owns several stations in a large city, but each
uses a different format. Therefore, Clear Channel likely has stations operating in most
or all of the 30 strategic groups in this industry. Additionally, a new strategic group has
been added as the satellite radio companies XM and Sirius have formed an intense
rivalry in trying to attract corporate customers such as auto manufacturers and rental
car companies as well as individual subscribers.!?! Satellite radio could be considered a
substitute because it is technologically different from terrestrial radio, but the satellite
companies, each with more than 100 different channels, offer the same types of music
formats and programming that traditional stations do. Although satellite companies
obtain most of their revenue from subscriptions, they are similar to terrestrial radio in
that some advertising is done on talk, news, and sports channels. Firms could increase
their understanding of competition in the commercial radio industry by plotting com-
panies’ actions and responses in terms of important strategic dimensions, such as those
we have mentioned. With the addition of satellite radio, the competition among differ-
ent strategic groups is likely to increase.



Strategic groups have several implications. First, because firms within a group offer
similar products to the same customers, the competitive rivalry among them can be
intense. The more intense the rivalry, the greater the threat to each firm’s profitability.
Second, the strengths of the five industry forces (the threats posed by new entrants, the
power of suppliers, the power of buyers, product substitutes, and the intensity of rivalry
among competitors) differ across strategic groups. Third, the closer the strategic groups
are in terms of their strategies, the greater is the likelihood of rivalry between the
groups.

Having a thorough understanding of primary competitors helps a firm formulate
and implement an appropriate strategy. Clearly XM and Sirius are in a strategic group
and compete directly against each other. XM has been successful in its focus on new
technology, while Sirius has focused on signing innovative and exclusive content. Volk-
swagen tried to break out of its strategic group of companies selling mid-priced autos.
But it was unsuccessful in entering the strategic group of firms with similar strategies
selling premium autos (e.g., Mercedes-Benz, BMW). Because of these efforts, VW has
lost market share in its primary markets.!??

Competitor Analysis

The competitor environment is the final part of the external environment requiring
study. Competitor analysis focuses on each company against which a firm directly com-
petes. For example, XM and Sirius satellite radio, Home Depot and Lowe’s, and Boeing
and Airbus should be keenly interested in understanding each other’s objectives, strate-
gies, assumptions, and capabilities. Furthermore, intense rivalry creates a strong need to
understand competitors.!?* In a competitor analysis, the firm seeks to understand

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

+ What the competitor is doing and can do, as revealed by its current strategy.

+ What the competitor believes about the industry, as shown by its assumptions.

+ What the competitor’s capabilities are, as shown by its strengths and weaknesses.!**

Information about these four dimensions helps the firm prepare an anticipated
response profile for each competitor (see Figure 2.3). The results of an effective com-
petitor analysis help a firm understand, interpret, and predict its competitors’ actions
and responses. Understanding the actions of competitors clearly contributes to the
firm’s ability to compete successfully within the industry.!?> Interestingly, research sug-
gests that analyzing possible reactions to competitive moves is not often carried out by
executives.!?® This suggests that those firms that do work at such analyses can obtain a
competitive advantage over firms that do not.

Critical to an effective competitor analysis is gathering data and information that
can help the firm understand its competitors’ intentions and the strategic implications
resulting from them.!?” Useful data and information combine to form competitor intel-
ligence: the set of data and information the firm gathers to better understand and bet-
ter anticipate competitors’ objectives, strategies, assumptions, and capabilities. In com-
petitor analysis, the firm should gather intelligence not only about its competitors, but
also regarding public policies in countries around the world. Such intelligence facili-
tates an understanding of the strategic posture of foreign competitors.

Competitor intelligence is
the set of data and information
the firm gathers to better
understand and better antici-
pate competitors’ objectives,
strategies, assumptions, and
capabilities.
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FIGURE 2.3 Competitor Analysis Components
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Through effective competitive and public policy intelligence, the firm gains the
insights needed to create a competitive advantage and to increase the quality of the
strategic decisions it makes when deciding how to compete against its rivals. Microsoft
has been analyzing its competitor Google for ways to overcome and dominate the
search engine business as it did in the browser contest with Netscape. Fortune magazine
reported that Bill Gates, Microsoft’s founder, in December 2003 was doing his own
competitive intelligence on Google by browsing Google’s Web site when he came across
a help-wanted page: “Why, he wondered, were the qualifications for so many of them
identical to Microsoft job specs? Google was a web search business, yet here on the
screen were postings for engineers with backgrounds that had nothing to do with
search and everything to do with Microsoft’s core business-people trained in things like
operating-system design, compiler optimization, and distributed-systems architecture.
Gates wondered whether Microsoft might be facing much more than a war in search.
An e-mail he sent to a handful of execs that day said, in effect, ‘We have to watch these
guys. It looks like they are building something to compete with us.”128

Microsoft has found Google to be a formidable competitor. The company could
not damage Google through a price war as it did Netscape because Google’s software is
generally offered for free. There is not a way to lure online advertisers because advertis-
ers pay by how many times users click on an ad and on the number of keywords clicked



in a search. Thus, ad revenue is set by customer election, not by Google. Also, you can-
not expect success by bundling the search engine with the operating system as
Microsoft also did in competition with Netscape because Google “works from a Treo, a
BlackBerry, a cell phone, a television, an Apple, or a Linux computer—any device with
some kind of keyboard and Internet access.” As a former Microsoft executive puts it,
Microsoft “has to play Google’s game to compete with Google.”!?

As the above analysis of Google suggests, one must also pay attention to the com-
plementors of a firm’s products and strategy.!*® Complementors are the network of
companies that sells complementary goods or services or are compatible with the focal
firm’s own product or service. This could also include suppliers and buyers who have a
strong “network” relationship with the focal firm. A strong network of complementors
can solidify a competitive advantage, as it has in Google’s case because of the number of
Internet access products with which it functions smoothly. If a complementor’s good or
service adds value to the sale of the focal firm’s good or service it is likely to create
value for the focal firm. For example, there is a range of complements necessary to sell
automobiles, including financial services to arrange credit, luxury options including
stereo equipment, and extended warranties.

Ethical Considerations

Firms should follow generally accepted ethical practices in gathering competitor intelli-
gence. Industry associations often develop lists of these practices that firms can adopt.
Practices considered both legal and ethical include (1) obtaining publicly available
information (such as court records, competitors’ help-wanted advertisements, annual
reports, financial reports of publicly held corporations, and Uniform Commercial Code
filings), and (2) attending trade fairs and shows to obtain competitors’ brochures, view
their exhibits, and listen to discussions about their products.

In contrast, certain practices (including blackmail, trespassing, eavesdropping,
and stealing drawings, samples, or documents) are widely viewed as unethical and
often are illegal. To protect themselves from digital fraud or theft by competitors that
break into their employees’ PCs, some companies buy insurance to protect against PC
hacking.!3!

Some competitor intelligence practices may be legal, but a firm must decide
whether they are also ethical, given the image it desires as a corporate citizen. Especially
with electronic transmissions, the line between legal and ethical practices can be diffi-
cult to determine. For example, a firm may develop Web site addresses that are very
similar to those of its competitors and thus occasionally receive e-mail transmissions
that were intended for those competitors. The practice is an example of the challenges
companies face when deciding how to gather intelligence about competitors while
simultaneously determining what to do to prevent competitors from learning too much
about them.

Open discussions of intelligence-gathering techniques can help a firm to ensure
that employees, customers, suppliers, and even potential competitors understand its
convictions to follow ethical practices for gathering competitor intelligence. An appro-
priate guideline for competitor intelligence practices is to respect the principles of com-
mon morality and the right of competitors not to reveal certain information about
their products, operations, and strategic intentions.!3

Complementors are the net-
work of companies that sells
complementary goods or ser-
vices or are compatible with
the focal firm’s own product or
service.
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SUMMARY

+ The firm’s external environment is challenging and complex.
Because of the external environment’s effect on performance,
the firm must develop the skills required to identify opportuni-
ties and threats existing in that environment.

+ The external environment has three major parts: (1) the general
environment (elements in the broader society that affect indus-
tries and their firms), (2) the industry environment (factors that
influence a firm, its competitive actions and responses, and the
industry’s profit potential), and (3) the competitor environment
(in which the firm analyzes each major competitor’s future
objectives, current strategies, assumptions, and capabilities).

+ The external environmental analysis process has four steps:
scanning, monitoring, forecasting, and assessing. Through envi-
ronmental analyses, the firm identifies opportunities and
threats.

+ The general environment has six segments: demographic, eco-
nomig, political/legal, sociocultural, technological, and global.
For each segment, the firm wants to determine the strategic rel-
evance of environmental changes and trends.

+ Compared with the general environment, the industry environ-
ment has a more direct effect on the firm'’s strategic actions.The
five forces model of competition includes the threat of entry,

REVIEW

QUESTIONS

—

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

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

3. What is the external environmental analysis process? What does
the firm want to learn when using this process?

»

What are the six segments of the general environment? Explain
the differences among them.

(9,

the power of suppliers, the power of buyers, product substi-
tutes, and the intensity of rivalry among competitors. By study-
ing these forces, the firm finds a position in an industry where it
can influence the forces in its favor or where it can buffer itself
from the power of the forces in order to increase its ability to
earn above-average returns.

Industries are populated with different strategic groups. A
strategic group is a collection of firms that follow similar strate-
gies along similar dimensions. Competitive rivalry is greater
within a strategic group than it is between strategic groups.

Competitor analysis informs the firm about the future objec-
tives, current strategies, assumptions, and capabilities of the
companies with whom it competes directly. It should also exam-
ine complementors that sustain a competitor’s strategy.

Different techniques are used to create competitor intelligence:
the set of data, information, and knowledge that allows the firm
to better understand its competitors and thereby predict their
likely strategic and tactical actions. Firms should use only legal
and ethical practices to gather intelligence. The Internet
enhances firms’ capabilities to gather insights about competi-
tors and their strategic intentions.

- e

. How do the five forces of competition in an industry affect its

profit potential? Explain.

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

. What is the importance of collecting and interpreting data and

information about competitors? What practices should a firm
use to gather competitor intelligence and why?



EXPERIENTIAL

EXERCISES

Industry Boundaries

Think about the nature of the following industries:
+ Telecommunications

« Computers and peripheral equipment

« Computer software

+ Consumer electronics

Work in groups to do the following exercises.

Part One

Establish the boundaries that your group thinks define each of the
four industries. As you do so, identify the challenges that you are
experiencing to complete this task. Where there seems to be over-
lap and ambiguity, set out a decision rule for your classifications.
One thing that may help your group decide on the boundaries is
how the five forces apply to firms competing against each other.
For example, you could ask if their products or services are “rivals,”
or“substitutes,” for each other. Then identify 20 well-known firms
that are currently important participants in one of these four
industries, and include SBC, Apple, Microsoft, and Motorola for total
of 24 firms. Your selections must have at least four firms in each
category.

Part Two

Go online to a business Web site such as finance.yahoo.com or
hoovers.com and find their industry classification scheme for the
firms you are examining. Next, obtain the annual reports to
investors from a large mutual fund that invests broadly in the
stock market, such as one run by Fidelity, and from a retirement
equity fund, such as those run by CalPers, TIAA-CREF, or similar
organizations. These documents should be available on each orga-
nization’s Web site. Study how each equity fund classifies the firms
you are considering to complete this task. Compare your classifica-
tion of industry boundaries with those developed by the invest-
ment funds. Are there differences between the industry bound-
aries you developed and those prepared by the investment fund
companies? If so, what are the differences? As you study the differ-
ences, if any, do they make sense to you? Why or why not? What
underlying assumptions might cause differences in the industry
boundaries you are examining?

Part Three

Based on the information collected and the responses you pre-
pared for Part Two above, answer the following questions:

+ Do the different classifications of industry boundaries you
observed create problems when firms try to analysis an indus-
try? If so, describe those problems.

+ What is the effect of different industry classifications on a firm’s
use of the five-force model to analyze an industry?

+ What additional information, perspectives, and analysis would
you suggest be a part of industry analysis in the light of your
findings?

Strategic Groups and Restaurants
In Groups

Develop a strategic group map of the restaurant industry in your
town. Establish strategic groups and offer a rationale for the
groupings you have created. Explicitly identify the criteria for
defining each group and for distinguishing it from the other
groups. Include three to five competing restaurants in each strate-
gic group and be prepared to discuss the competitive similarities
of the restaurants within each strategic group and the competitive
differences between and among the strategic groups.

Whole Class

Compare the different strategic group maps developed by the dif-
ferent groups in class. Each group should give the logic of its clas-

sification independent of what other groups say. Discuss the differ-
ences that may exist both in terms of the strategic group structure
of the industry and where particular restaurants are placed within

the group structure.

Five Forces and the
Passenger Airline Industry

It is often noted that if all of the profits and losses ever reported
by all publicly traded passenger airline companies in the United
States were summed up, the total would be negative. With that
one fact it might be easy to conclude that the airline industry is a
tough one to be in. However, several firms operate profitably in
this industry, and some, such as Southwest (LUV), JetBlue (JBLU),
and AirTran (AAl), have done so quite regularly in recent years in
spite of the industry’s troubled times. Clearly, these firms’ manage-
ment teams have a sophisticated understanding of the forces that
are at work in the airline industry. Using this understanding, these
managers have found positions within a difficult industry in which
their firms are protected against the profit-destroying potential of
the five forces. It is equally true that managers that are trying to
pull older carriers through Chapter 11 bankruptcy at the same
time also have to be mindful of the same industry context. Man-
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agers at America West Airlines, which acquired US Airways Group
(LLC), United Airlines (UALAQ), and Delta Airlines (DAL), need to
take effective actions in the light of the same industry forces to
increase the possibility their firms can emerge from bankruptcy
and begin to operate profitably again.

The five-forces model can help you see how all of these firms
shape their strategy to fit industry conditions when a careful and
thoughtful application is made. In this exercise, you will both ana-
lyze the five forces that affect an industry and identify the ways
adverse forces are being managed. Clearly, in the commercial pas-
senger airline business there are many negative forces, and the
solutions go beyond simplistic answers such as “cut costs” or “raise
revenue.” But note too that there are some positive aspects of the
airline industry—aspects firms should exploit to their advantage.

In Groups

Using one of the pairs of airlines appearing below, your group will
conduct an analysis that looks at the nature of each of the five
forces affecting the industry and how the two firms in your pair
are managing each force. For the “discount carrier” in your analysis,
the management is likely part of an ongoing successful strategy.
For the older “legacy carrier,” the actions may be those managers
have taken to restructure their firm under Chapter 11 bankruptcy
protection. Importantly, note that all management teams have to
cope with industry forces. Moreover, regardless of their past perfor-
mance, management must be working to position the firm so that
negative forces are neutralized and positive ones are exploited.

+ Southwest and US Airways/America West
+ AirTran and United
+ JetBlue and Delta

For the analysis of each force, note all of the key sources of profit
impact your group identifies, both those that make it difficult to
earn above-average returns and those that make it easier to earn
above-average returns. Remember that every force is rich with
multiple components that require thoughtful analysis and the
application of economic principles. Use industry information
sources from the business press, the Internet, stockbroker analysts,
and other sources to gain a good understanding of the pressures
managers face in this industry. Only after working through your
analysis of each of the forces should your group turn to an analysis
of the firm pair you have been assigned.

For each of the carriers you have been assigned, use the same mul-
tiple sources to gain an understanding of how each firm is coping
with the specific force facing it. Note that answers such as “cutting
costs” or “raising revenue” are incomplete in and of themselves
without explaining how and why the actions will be effective in
managing or exploiting an industry force.

After a classwide discussion of the group’s conclusions on the
nature of the five forces, each group will present its analysis of the
pair it was assigned and the likely effectiveness of the managers’
current actions.

Rivalry
Among Firms

Bargaining Power
of Suppliers

Threat of
Substitutes

Threat of
New Entry

Bargaining Power
of Customers

Analysis of
the Force

Discount Carrier’s
Current Response

Legacy Carrier’s
Current Response
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The Internal
Environment: Resources,
Capabilities, and Core
Competencies

Chapter

Studying this chapter should provide you with the strategic management knowledge needed to:

1. Explain the need for firms to study and understand 5. Describe four criteria used to determine whether
their internal environment. resources and capabilities are core competencies.

2. Define value and discuss its importance. 6. Explain how value chain analysis is used to identify

3. Describe the differences between tangible and intan- and evaluate resources and capabilities.
gible resources. 7. Define outsourcing and discuss the reasons for its use.

4. Define capabilities and discuss how they are 8. Discuss the importance of identifying internal
developed. strengths and weaknesses.

ASSOCIATED PRESS, AP

PetsHotel offers innovative services such as temperature controlled rooms for dogs and
cats with daily special treats, 24-hour care, and a veterinarian on call.



The Capability to Innovate: A Critical Source

of Competitive Advantage

ccording to the final report on the National Inno-
vation Initiative issued by the U.S.Council on
Competitiveness, innovation is the most impor-
tant factor in determining a company’s success in
the 21st century.While many firms have become
highly efficient in the past 25 years, they must
become highly innovative in the next 25 years
and beyond to develop sustainable competitive
advantages.The world is becoming more inter-
connected and competitive because of increasing
globalization.The competitive landscape is
becoming more level across countries as even
firms in some emerging markets are now global
competitors. Certainly, firms from China and India
and some from Russia are competing effectively
in global markets. China has almost four times as
many engineering graduates as does the United
States and receives more foreign direct invest-
ment. Sweden, Finland, Japan, and South Korea
invest more in research and development as a
share of GDP than does the United States. Four-
teen of the 25 most competitive information
technology companies are located in Asia. Almost
50 percent of the patents filed in the United
States come from foreign-owned firms and
foreign-born inventors. Some analysts predict that
Brazil, China, India, and Russia will be major play-
ers in the global economy of the next 50 years.
The enhanced competition has made inno-
vation increasingly important in all types of
markets. Incremental improvements in products
and processes are no longer enough to sustain a
competitive advantage in many industries. For
example, PetsMart has been a market leader
largely because it continues to offer consumers
greater value than competitors through innova-
tive services.In addition to its extensive product

lines, the company provides such services for
pets as grooming, training, and boarding.The
pet-styling salons have been popular with
customers, and the newer PetsHotel offers tem-
perature controlled rooms for dogs and cats
with daily special treats, 24-hour care, and a vet-
erinarian on call.”“Doggie day camps”are being
pilot-tested. Top managers at PetsMart expect
services to grow to 20 percent of total revenues
over the next few years.

Because of the need to innovate in order to
remain competitive, Nokia reorganized its busi-
ness operations into four platforms: mobile
phones, multimedia, networks, and enterprise
solutions. Executives judged these as growth
businesses and wanted them to receive greater
emphasis and autonomy to innovate. A global-
strategy board reviews the new product ideas
proposed to ensure that they match the vision of
the company, but the business areas are given sig-
nificant flexibility to serve their customers with
new product offerings. Each division is expected
to act as a new product incubator and to obtain
insights from customers to ensure that the new
products are well received in the market. These
actions are intended to help the firm gain or sus-
tain a competitive advantage. Nokia has major
competition in Motorola and Microsoft, forcing it
to become more innovative or lose market share.

Innovative capabilities have become critical
in order for companies to remain competitive.
The changes at Nokia are designed to enrich its
innovative capabilities. Many firms are reshaping
their business models and cultures in addition to
the changes in structure exemplified by those
made by Nokia.

Sources: M. Elliott, 2005, Small world, big stakes, Time, June 27, 30-34; M. Souers, 2005, PetsMart’s animal attractions, Business Week Online, www
.businessweek.com, May 3; M. Kazmierczak, J. James & W.T. Archey, 2005, Losing the competitive advantage: The challenge for science and technology
in the United States, Report by the American Electronics Association, February; 2004, Innovate America, National Innovation Initiative Report, Council
on competitiveness, December; M.A. Prospero, 2004, Innovation awards, Fast Company, www.fastcompany.com, December.
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As discussed in the first two chapters, several factors in the global economy,
including the rapid development of the Internet’s capabilities' and of globalization in
general have made it increasingly difficult for firms to develop a competitive advantage
that can be sustained for any period of time.? In these instances, firms try to create sus-
tained advantages, but, as suggested in the Opening Case (see Chapter 1 for an explana-
tion of competitive advantage), they are unlikely to do so unless they continually pro-
duce innovative products.® PetsMart has used innovative services to sustain its
competitive advantage in the pet goods and services industry. Nokia has implemented
changes to improve its innovative capabilities in order to better compete with the likes
of Motorola and Microsoft. Other companies such as Procter & Gamble, General Elec-
tric (GE), and Johnson & Johnson have been changing their cultures and their business
models in order to enhance their innovation output to remain highly competitive in the
current environment.? Firms must have not only the correct structure, as Nokia has, but
also the appropriate resources to build innovative capabilities. The probability of devel-
oping a sustainable competitive advantage increases when firms use their own unique
resources, capabilities, and core competencies on which to base and implement their
strategies.’

Competitive advantages and the differences they create in firm performance are
often strongly related to the resources firms hold and how they are managed.® “Resources
are the foundation for strategy and unique bundles of resources generate competitive
advantages leading to wealth creation.”” To identify and successfully use their resources
over time, those leading firms need to think constantly about how to manage them to
increase the value for customers.® As this chapter shows, firms achieve strategic compet-
itiveness and earn above-average returns when their unique core competencies are
effectively acquired, bundled, and leveraged to take advantage of opportunities in the
external environment.’

People are an especially critical resource for producing innovation and gaining a
competitive advantage.!® Even if they are not as critical in some industries, they are
necessary for the development and implementation of firms’ strategies.!! In fact,
because of the importance of talented employees, a global labor market now exists. As
Richard Florida argues, “[W]herever talent goes, innovation, creativity, and economic
growth are sure to follow.”!?

In time, the benefits of any firm’s value-creating strategy can be duplicated by its
competitors. In other words, all competitive advantages have a limited life.!> The ques-
tion of duplication is not if it will happen, but when. In general, the sustainability of a
competitive advantage is a function of three factors: (1) the rate of core competence
obsolescence because of environmental changes, (2) the availability of substitutes for
the core competence, and (3) the imitability of the core competence.!*

The challenge in all firms is to effectively manage current core competencies while
simultaneously developing new ones.!> Only when firms develop a continuous stream
of capabilities that contribute to competitive advantages do they achieve strategic com-
petitiveness, earn above-average returns, and remain ahead of competitors (see Chapter 5).

In Chapter 2, we examined general, industry, and competitor environments. Armed
with this knowledge about the realities and conditions of their external environment,
firms have a better understanding of marketplace opportunities and the characteristics
of the competitive environment in which they exist. In this chapter, we focus on the
firm itself. By analyzing its internal environment, a firm determines what it can do—
that is, the actions permitted by its unique resources, capabilities, and core competen-
cies. As discussed in Chapter 1, core competencies are a firm’s source of competitive
advantage. The magnitude of that competitive advantage is a function primarily of the
uniqueness of the firm’s core competencies.'® Matching what a firm can do with what it
might do (a function of opportunities and threats in the external environment) allows
the firm to develop vision, pursue its mission, and select and implement its strategies.



We begin this chapter with a discussion of the nature of a firm’s internal environ-
ment analysis. We then discuss the roles of resources and capabilities in developing core
competencies, which are the sources of the firm’s competitive advantages. Included in
this discussion are the techniques firms can use to identify and evaluate resources and
capabilities and the criteria for selecting core competencies from among them.
Resources and capabilities are not inherently valuable, but they create value when the
firm can use them to perform certain activities that result in a competitive advantage.
Accordingly, we also discuss in this chapter the value chain concept and examine four
criteria to evaluate core competencies that establish competitive advantage.!” The chap-
ter closes with cautionary comments about the need for firms to prevent their core
competencies from becoming core rigidities. The existence of core rigidities indicates
that the firm is too anchored to its past, which prevents it from continuously develop-
ing new competitive advantages.

The Nature of Internal Environmental Analysis

The Context of Internal Analysis

In the global economy, traditional factors such as labor costs, access to financial
resources and raw materials, and protected or regulated markets continue to be sources
of competitive advantage, but to a lesser degree.!® One important reason for this decline
is that the advantages created by these more traditional sources can be overcome by
competitors through an international strategy (discussed in Chapter 8) and by the flow
of resources throughout the global economy. The need to identify additional and per-
haps new sources of competitive advantage highlights the importance of understanding
the firm’s resources and capabilities.

Increasingly, those analyzing their firm’s internal environment should use a global
mind-set. A global mind-set is the ability to study an internal environment in ways that
are not dependent on the assumptions of a single country, culture, or context.!” Those
with a global mind-set recognize that their firms must possess resources and capabili-
ties that allow understanding of and appropriate responses to competitive situations
that are influenced by country-specific factors and unique societal cultures.

Finally, analysis of the firm’s internal environment requires that evaluators exam-
ine the firm’s portfolio of resources and the bundles of heterogeneous resources and
capabilities managers have created.?’ This perspective suggests that individual firms
possess at least some resources and capabilities that other companies do not—at least
not in the same combination. Resources are the source of capabilities, some of which
lead to the development of a firm’s core competencies or its competitive advantages.?!
Understanding how to leverage the firm’s unique bundle of resources and capabilities is
a key outcome decision makers seek when analyzing the internal environment. Figure
3.1 illustrates the relationships among resources, capabilities, and core competencies
and shows how firms use them to create strategic competitiveness. Before examining
these topics in depth, we describe value and how firms use their resources, capabilities,
and core competencies to create it.

Creating Value

By exploiting their core competencies or competitive advantages to at least meet if not
exceed the demanding standards of global competition, firms create value for customers.??

A global mind-set is the abil-
ity to study an internal envi-
ronment in ways that are not
dependent on the assumptions
of a single country, culture, or
context.
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Value is measured by a product’s performance characteristics and by its attributes for
which customers are willing to pay. Firms must provide value to customers that is supe-
rior to the value provided by competitors in order to create a competitive advantage.?
Evidence suggests that increasingly, customers perceive higher value in global rather
than domestic-only brands.?* Firms create value by innovatively bundling and leverag-
ing their resources and capabilities.”® Firms unable to creatively bundle and leverage
their resources and capabilities in ways that create value for customers suffer perfor-
mance declines.

Ultimately, creating value for customers is the source of above-average returns for
a firm. What the firm intends regarding value creation affects its choice of business-
level strategy (see Chapter 4) and its organizational structure (see Chapter 11).%° In
Chapter 4’s discussion of business-level strategies, we note that value is created by a
product’s low cost, by its highly differentiated features, or by a combination of low cost
and high differentiation, compared with competitors’ offerings. A business-level strat-
egy is effective only when its use is grounded in exploiting the firm’s current core com-
petencies. Thus, successful firms continuously examine the effectiveness of current and
future core competencies.?’

At one time, the strategic management process was concerned largely with under-
standing the characteristics of the industry in which the firm competed and, in light of
those characteristics, determining how the firm should position itself relative to com-
petitors. This emphasis on industry characteristics and competitive strategy underesti-
mated the role of the firm’s resources and capabilities in developing competitive advan-
tage. In fact, core competencies, in combination with product-market positions, are the




firm’s most important sources of competitive advantage.?® The core competencies of a
firm, in addition to results of analyses of its general, industry, and competitor environ-
ments, should drive its selection of strategies. Both the resources held by the firm and
its context are important in the formulation of strategy.?” As Clayton Christensen
noted, “Successful strategists need to cultivate a deep understanding of the processes of
competition and progress and of the factors that undergird each advantage. Only thus
will they be able to see when old advantages are poised to disappear and how new
advantages can be built in their stead.”*® By emphasizing core competencies when for-
mulating strategies, companies learn to compete primarily on the basis of firm-specific
differences, but they must be very aware of how things are changing in the external
environment as well.

The Challenge of Internal Analysis

The strategic decisions managers make in terms of the firm’s resources, capabilities, and
core competencies are nonroutine,’! have ethical implications,*? and significantly influence
the firm’s ability to earn above-average returns.’® Making these decisions—identifying,
developing, deploying, and protecting resources, capabilities, and core competencies—
may appear to be relatively easy. However, this task is as challenging and difficult as any
other with which managers are involved; moreover, it is increasingly internationalized.?*
Some believe that the pressure on managers to pursue only decisions that help the firm
meet the quarterly earnings expected by market analysts makes it difficult to analyze
the firm’s internal resources accurately.’® Identifying the firm’s core competencies is
essential before important strategic decisions can be made, including those related to
entering or exiting markets, investing in new technologies, building new or additional
manufacturing capacity, or forming strategic partnerships.

The challenge and difficulty of making effective decisions are implied by prelimi-
nary evidence suggesting that one-half of organizational decisions fail.’® Sometimes,
mistakes are made as the firm analyzes its internal environment. Managers might, for
example, identify capabilities as core competencies that do not create a competitive
advantage. When a mistake occurs, decision makers must have the confidence to admit
it and take corrective actions.?” A firm can still grow through well-intended errors—the
learning generated by making and correcting mistakes can be important to the creation
of new competitive advantages.’® Moreover, firms can learn from the failure resulting
from a mistake—that is, what not to do when seeking competitive advantage.*”

To facilitate developing and using core competencies, managers must have courage,
self-confidence, integrity, the capacity to deal with uncertainty and complexity, and a
willingness to hold people accountable for their work and to be held accountable them-
selves. Thus, difficult managerial decisions concerning resources, capabilities, and core
competencies are characterized by three conditions: uncertainty, complexity, and intra-
organizational conflicts (see Figure 3.2).%°

Managers face uncertainty in terms of new proprietary technologies, rapidly chang-
ing economic and political trends, transformations in societal values, and shifts in cus-
tomer demands.*! Environmental uncertainty increases the complexity and range of
issues to examine when studying the internal environment.*? Biases about how to cope
with uncertainty affect decisions about the resources and capabilities that will become
the foundation of the firm’s competitive advantage. Finally, intraorganizational conflict
surfaces when decisions are made about the core competencies to nurture as well as
how to nurture them.

In making decisions affected by these three conditions, judgment is required. Judg-
ment is the capability of making successful decisions when no obviously correct model
or rule is available or when relevant data are unreliable or incomplete. In this type of
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Conditions Affecting Managerial

Condition =~ ———> Intraorganizational Conflicts

Decisions about Resources, Capabil-
FIGURE 3.2 ities, and Core Competencies

Condition = ——  Uncertainty

regarding characteristics of the general and the
industry environments, competitors’ actions, and
customers’ preferences

Condition =~ ———>| Complexity

regarding the interrelated causes shaping a firm’s
environments and perceptions of the environments

among people making managerial decisions and
those affected by them

Source: Adapted from R. Amit & P. J. H. Schoemaker, 1993, Strategic assets and organizational rent, Strategic Management

Journal, 14:33.

situation, decision makers must be aware of possible cognitive biases. Overconfidence,
for example, can often lower value when a correct decision is not obvious, such as mak-

ing a judgment as to whether an internal resource is a strength or a weakness.*

3

When exercising judgment, decision makers often take intelligent risks. In the cur-
rent competitive landscape, executive judgment can be a particularly important source

Microsoft is making an effort to integrate web
conferencing, instant messaging, and connection
to telephony infrastructure into Microsoft Office.

of competitive advantage. One reason is that, over time, effective judg-
ment allows a firm to build a strong reputation and retain the loyalty of
stakeholders whose support is linked to above-average returns.**
Significant changes in the value-creating potential of a firm’s
resources and capabilities can occur in a rapidly changing global econ-
omy. Because these changes affect a company’s power and social struc-
ture, inertia or resistance to change may surface. Even though these
reactions may happen, decision makers should not deny the changes
needed to assure the firm’s strategic competitiveness. By denying the
need for change, difficult experiences can be avoided in the short run.*’
However, in the long run, the failure to change when needed leads to
performance declines and, in the worst-case scenario, to failure.
Recently IBM has been making significant changes to prepare for the
future. For example, it sold its laptop computer manufacturing busi-
ness to Lenova, a Chinese firm. It also streamlined its business opera-
tions in Europe. It is trying to reduce its bureaucracy and increase its
capability to respond to rapid changes in its environment.*® Similarly,
Microsoft is continuously searching for new ways to provide value to
consumers. Jeff Raikes, head of Microsoft’s business applications, noted
that a major focus to increase productivity in this decade will be the
convergence of audio, video, and the computer network. In other
words, Microsoft is developing products to allow workers to communi-
cate and collaborate more efficiently. In particular, the company is



making an effort to integrate more technologies with Microsoft Office. It is trying to inte-
grate web conferencing, instant messaging, and connection to telephony infrastructure.*’

Resources, Capabilities, and Core Competencies

Resources, capabilities, and core competencies provide the foundation of competitive
advantage. Resources are the source of a firm’s capabilities. Resources are bundled to
create organizational capabilities. Capabilities in turn are the source of a firm’s core
competencies, which are the basis of competitive advantages.*® Later, we explain how
some capabilities become core competencies. Figure 3.1 depicts these relationships. In
this section, we define and provide examples of these building blocks of competitive
advantage.

Resources

Broad in scope, resources cover a spectrum of individual, social, and organizational phe-
nomena.* Typically, resources alone do not yield a competitive advantage.’® In fact, a
competitive advantage is generally based on the unique bundling of several resources.>!
For example, Amazon.com has combined service and distribution resources to develop
its competitive advantages. The firm started as an online bookseller, directly shipping
orders to customers. It quickly grew large and established a distribution network through
which it could ship “millions of different items to millions of different customers.”
Lacking Amazon’s combination of resources, traditional bricks-and-mortar companies,
such as Borders, found it difficult to establish an effective online presence. These diffi-
culties led them to develop partnerships with Amazon. Through these arrangements,
Amazon now handles the online presence and the shipping of goods for several firms,
including Borders—which now can focus on sales in its stores. Arrangements such as
these are useful to the bricks-and-mortar companies because they are not accustomed
to shipping so much diverse merchandise directly to individuals.??

Some of a firm’s resources (defined in Chapter 1 as inputs to the firm’s production
process) are tangible while others are intangible. Tangible resources are assets that can
be seen and quantified. Production equipment, manufacturing plants, and formal
reporting structures are examples of tangible resources. Intangible resources include
assets that typically are rooted deeply in the firm’s history and have accumulated over
time. Because they are embedded in unique patterns of routines, intangible resources
are relatively difficult for competitors to analyze and imitate. Knowledge, trust between
managers and employees, managerial capabilities, organizational routines (the unique
ways people work together), scientific capabilities, the capacity for innovation, and the
firm’s reputation for its goods or services and how it interacts with people (such as
employees, customers, and suppliers) are all examples of intangible resources.>

The four types of tangible resources are financial, organizational, physical, and
technological (see Table 3.1). The three types of intangible resources are human, inno-
vation, and reputational (see Table 3.2).

Tangible Resources
As tangible resources, a firm’s borrowing capacity and the status of its plant and equip-
ment are visible. The value of many tangible resources can be established through

Tangible resources are
assets that can be seen and
quantified.

Intangible resources include
assets that typically are rooted
deeply in the firm’s history and
have accumulated over time.
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Tangible Resources TABLE 3.1

e
Financial Resources + The firm’s borrowing capacity
+ The firm’s ability to generate internal funds
Organizational Resources + The firm’s formal reporting structure and

its formal planning, controlling, and coordi-
nating systems

Sophistication and location of a firm’s
plant and equipment

+ Access to raw materials

Technological Resources « Stock of technology, such as patents, trade-
marks, copyrights, and trade secrets

Physical Resources

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

financial statements, but these statements do not account for the value of all of a firm’s
assets, because they disregard some intangible resources.” As such, each of the firm’s
sources of competitive advantage typically is not fully reflected on corporate financial
statements. The value of tangible resources is also constrained because they are difficult
to leverage—it is difficult to derive additional business or value from a tangible
resource. For example, an airplane is a tangible resource or asset, but: “You can’t use the
same airplane on five different routes at the same time. You can’t put the same crew on
five different routes at the same time. And the same goes for the financial investment
you’ve made in the airplane.”>

Although production assets are tangible, many of the processes to use these assets

are intangible. Thus, the learning and potential proprietary processes associated with a

Intangible Resources TABLE 3.2
e
Human Resources + Knowledge
* Trust

+ Managerial capabilities

+ Organizational routines
Innovation Resources + |deas

« Scientific capabilities

+ Capacity to innovate
Reputational Resources  Reputation with customers

+ Brand name

+ Perceptions of product quality, durability,
and reliability

 Reputation with suppliers

* For efficient, effective, supportive, and mutu-
ally beneficial interactions and relationships

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




tangible resource, such as manufacturing equipment, can have unique intangible attrib-
utes, such as quality control processes, unique manufacturing processes, and technology
that develop over time and create competitive advantage.*®

Intangible Resources
As suggested above, compared to tangible resources, intangible resources are a superior
and more potent source of core competencies.’” In fact, in the global economy, “the suc-
cess of a corporation lies more in its intellectual and systems capabilities than in its phys-
ical assets. [Moreover], the capacity to manage human intellect—and to convert it into
useful products and services—is fast becoming the critical executive skill of the age.”>®

Even though it is difficult to measure the value of intangible assets such as knowl-
edge,” there is some evidence that the value of intangible assets is growing relative to
that of tangible assets.®® John Kendrick, a well-known economist studying the main
drivers of economic growth, found a general increase in the contribution of intangible
assets to U.S. economic growth since the early 1900s. In 1929, the ratio of intangible
business capital to tangible business capital was 30 percent to 70 percent. However, that
ratio is approaching 70 percent intangible business capital to about 30 percent of busi-
ness capital today.®!

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

As shown in Table 3.2, the intangible resource of reputation is an important source
of competitive advantage. Earned through the firm’s actions as well as its words, a
value-creating reputation is a product of years of superior marketplace competence as
perceived by stakeholders.®® A reputation indicates the level of awareness a firm has
been able to develop among stakeholders® and the degree to which they hold the firm
in high esteem.®® A well-known and highly valued brand name is an application of rep-
utation as a source of competitive advantage.®’
A continuing commitment to innovation and
aggressive advertising facilitates firms’ efforts
to take advantage of the reputation associated
with their brands.®® Because of the desirability
of its reputation, the Harley-Davidson brand
name, for example, has such status that it adorns
a limited edition Barbie doll, a popular restau-
rant in New York City, and a line of I’Oréal
cologne. Moreover, Harley-Davidson Motor-
Clothes annually generates well in excess of
$100 million in revenue for the firm and offers
a broad range of clothing items, from black
leather jackets to fashions for tots.%® Other firms
are trying to build their reputations. For exam-
ple, Li-Ning, a manufacturer and marketer of

Harley-Davidson MotorClothes annually generates well in excess of $100 million

GETTY IMAGES

athletic shoes, competes in the Chinese market in revenue for Harley-Davidson and offers a broad range of clothing items, includ-

against Nike and Adidas, firms with well-known ing clothing for pets.
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Human Capital: Underutilizing Valuable Intangible Assets

For many years firms have declared that their people are their most valuable resources. Yet
they do not seem to practice what they proclaim to their stakeholders: When they experi-
ence performance difficulties, the first reductions made in costs often come through large
layoffs of employees. Nevertheless, the data continue to grow suggesting that human cap-
ital is perhaps the most valuable resource held by most companies. Further indications of
not fully valuing human capital is the fact that in the United States few women are in top
management positions and their pay averages approximately 72 percent of the compen-
sation paid to men in similar positions.

There are changes on the horizon in the use of women and minorities human capi-
tal. Women now hold approximately 47 percent of the executive and managerial jobs in
U.S.companies. Carly Fiorina lost her CEO job with Hewlett-Packard, but there are other
high-profile women top executives including Meg Whitman, CEO of eBay,and Anne Mul-
cahy, CEO of Xerox. Whitman argues that “good personnel decisions are about finding the
right person for the right job at the right time.” Late in 2004, she made changes in several
key positions in her management team: Jeff Jordan, formerly head of eBay’s U.S. opera-
tions, took over PayPal, an eBay subsidiary; Matt Bannick took over eBay’s international
operations; and Bill Cobb, former manager of the international arm, assumed responsibil-
ity for eBay’s U.S. operations. By having them undertake new management tasks, Whitman
is developing their human capital. All three are potential successors to Whitman when she
decides to leave the CEO position.

Carol Bartz, CEO of Autodesk since 1992, is another successful female executive in a
technology-based firm.Bartz attributes her success—she has turned the company around
three times—to her“patient” and supportive board of directors. She has expressed con-
cerns about having adequate human capital in the future given the seeming decline in
math and engineering among U.S. students, especially because young girls are not encour-
aged to study in these areas. In fact, Bartz believes girls are often socialized to study liberal
arts topics instead. Of course, this greatly underutilizes the available human capital.

PepsiCo has worked hard to better utilize its human capital with diversity programs.
In 2005, PepsiCo was ranked fourth on Diversitylnc’s list of the best companies for diver-
sity. PepsiCo’s CEO, Steve Reinemund, argues that Pepsi’s primary goals entail inclusion.To
reach these goals, he says, Pepsi must retain
diverse and high-quality employees and inte-
grate their perspectives to create and maintain
the best marketing and innovation programs
in the industry. The full potential of diversity
cannot be realized without an inclusive cul-
ture.Managers are expected to well under-
stand their employees’ needs and to mentor
them on a regular basis. At the end of 2004,
women held 29 percent and people of color
held 17 percent of PepsiCo’s management
jobs, both representing significant increases
over 2000.

Executive pay levels have been contro-
versial in recent years, but for many people
they provide substantial incentive to work
toward becoming a top-level manager.The
median total compensation (salary and bonus)
in 2004 was $2,470,600, a 14.5 percent gain
Carol Bartz of Autodesk. over 2003.The controversy has focused on
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executives who received significant pay when their firms performed poorly. In response,
boards of directors have been trying to link more of executives’ compensation to the firm’s
performance. It is an imperfect process because CEOs often receive too much credit for the
good performance of their firms.The number of CEOs who are losing their jobs (see Chap-
ter 12) also suggests that they may be receiving too much blame for bad performance as
well.Regardless, all human capital is valuable and should receive commensurate rewards.

Sources: D. Kirkpatrick, 2005, The reigning queen of tech, Fortune, May 3, www.fortune.com; P. Gogoi, 2005, For women, a
failure to negotiate, Business Week, April 22, www.businessweek.com; C. Terhune, 2005, Pepsi, vowing diversity isn't just
image polish, seeks inclusive culture, Wall Street Journal, April 19, www.wsj.com; J. S. Lublin, 2005, Goodbye to pay for no
performance, Wall Street Journal, April 11, www.wsj.com; C. Hymowitz, 2005, Chiefs with the skills of a COO gain favor as
celebrity CEOs fade, Wall Street Journal, April 5, www.wsj.com; A. Lashinsky, 2004, Ebay’s management merry-go-round,
Fortune, December 13, www.fortune.com.

brands. Preparing for the Olympic Games to be held in Beijing in 2008, Li-Ning hired a
veteran with experience at Procter & Gamble as vice president of marketing to build its
image. His first initiative was to partner with the National Basketball Association to use
its logo on Li-Ning shoes.”®

As noted in the Strategic Focus, many companies espouse the importance of their
employees and yet lay them off at the first sign of economic troubles. When they do so,
they are more likely to experience longer-term declining performance.”! Also, firms
must make more effective use of their total human capital. Firms that do so, such as
PepsiCo and eBay, are the most likely to develop competitive advantages and win com-
petitive battles against their rivals. Reinforcing their efforts, recent research is finding
that investments in firm-specific human capital increases learning and in turn, firm
performance.”? Clearly, some firms are recognizing the value of human capital for their
strategic success, placing emphasis on trying to retain older workers because of their
knowledge stocks developed over time. Such actions have created interfirm rivalry to
acquire and retain high-quality human capital.”> Emphasizing this rivalry, John Mack,
the new CEO of Morgan Stanley, urged his managers to identify and recruit the most
talented employees of rival banks because Morgan Stanley had lost significant numbers
of top employees who accepted jobs from competitors. He said, “Nothing would under-

line the regime change more powerfully than pulling in a few big names.””*

Capabilities exist when resources have been purposely integrated to achieve a specific
task or set of tasks. These tasks range from human resource selection to product mar-
keting and research and development activities.”> Critical to the building of competitive
advantages, capabilities are often based on developing, carrying, and exchanging infor-
mation and knowledge through the firm’s human capital.”® Client-specific capabilities
often develop from repeated interactions with clients and the learning about their needs
that occurs.”” As a result, capabilities often evolve and develop over time.”® The founda-
tion of many capabilities lies in the unique skills and knowledge of a firm’s employees”
and, often, their functional expertise. Hence, the value of human capital in developing
and using capabilities and, ultimately, core competencies cannot be overstated.

Global business leaders increasingly support the view that the knowledge possessed
by human capital is among the most significant of an organization’s capabilities and
may ultimately be at the root of all competitive advantages.?’ But firms must also be
able to utilize the knowledge that they have and transfer it among their business units.5!
Given this reality, the firm’s challenge is to create an environment that allows people to
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Functional Areas
Distribution
Human resources

Management
information systems

Marketing

Management

Manufacturing

Research &
development

Examples of Firms’ Capabilities TABLE 3.3

s
Capabilities Examples of Firms
Effective use of logistics management techniques Wal-Mart, Dell
Motivating, empowering, and retaining employees Microsoft, Dell
Effective and efficient control of inventories through Wal-Mart, Dell

point-of-purchase data collection methods
Effective promotion of brand-name products Procter & Gamble

Polo Ralph Lauren
Corp.

McKinsey & Co.
Nordstrom Inc.
Norrell Corporation
Crate & Barrel

Effective customer service

Innovative merchandising

Ability to envision the future of clothing Gap Inc.
Effective organizational structure PepsiCo
Design and production skills yielding reliable products Komatsu
Product and design quality Gap Inc.
Miniaturization of components and products Sony
Innovative technology Caterpillar

Development of sophisticated elevator Otis Elevator Co.
control solutions

Rapid transformation of technology into new products
and processes

Digital technology

Chaparral Steel

Thomson Consumer
Electronics

integrate their individual knowledge with that held by others in the firm so that, collec-
tively, the firm has significant organizational knowledge.®?

As illustrated in Table 3.3, capabilities are often developed in specific functional
areas (such as manufacturing, R&D, and marketing) or in a part of a functional area
(for example, advertising). Research indicates a relationship between capabilities devel-
oped in particular functional areas and the firm’s financial performance at both the
corporate and business-unit levels,®* suggesting the need to develop capabilities at both
levels. Table 3.3 shows a grouping of organizational functions and the capabilities that
some companies are thought to possess in terms of all or parts of those functions.

Defined in Chapter 1, core competencies are capabilities that serve as a source of com-
petitive advantage for a firm over its rivals. Core competencies distinguish a company
competitively and reflect its personality. Core competencies emerge over time through
an organizational process of accumulating and learning how to deploy different
resources and capabilities.®* As the capacity to take action, core competencies are
“crown jewels of a company,” the activities the company performs especially well com-
pared with competitors and through which the firm adds unique value to its goods or
services over a long period of time.%



Not all of a firm’s resources and capabilities are strategic assets—that is, assets that
have competitive value and the potential to serve as a source of competitive advan-
tage.®® Some resources and capabilities may result in incompetence, because they repre-
sent competitive areas in which the firm is weaker than its competitors. Thus, some
resources or capabilities may stifle or prevent the development of a core competence.
Firms with the tangible resource of financial capital, such as Microsoft, which has a
large amount of cash on hand, may be able to purchase facilities or hire the skilled
workers required to manufacture products that yield customer value. However, firms
without financial capital have a weakness in that they may be unable to buy or build
new capabilities. To be successful, firms must locate external environmental opportuni-
ties that can be exploited through their capabilities, while avoiding competition in areas
of weakness.¥’

An important question is, “How many core competencies are required for the firm to
have a sustained competitive advantage?” Responses to this question vary. McKinsey & Co.
recommends that its clients identify three or four competencies around which their strate-
gic actions can be framed.®® Supporting and nurturing more than four core competencies
may prevent a firm from developing the focus it needs to fully exploit its competencies in
the marketplace. Firms should take actions that are based on their core competencies.

Of course, not all capabilities are core competencies. And, some firms can have
weaknesses in important capabilities that detract from their core competencies. For
example, Unilever has a core competence in marketing, but its inability to execute
caused it to suffer performance outcomes below expectations in 2004.% In contrast,
Dell was named by Fortune magazine as America’s Outstanding Company in 2005
largely on the basis of its several core competencies. It makes high-quality computers,
holds costs low, has a highly efficient just-in-time inventory system, and has a direct
marketing and distribution program second to none in its industry. Additionally, it
implemented a new positive employee development, reward, and retention program in
the early 2000s that substantially enhanced its growth and performance.?

Building Core Competencies

Two tools help the firm to identify and build its core competencies.”! The first consists
of four specific criteria of sustainable competitive advantage that firms can use to deter-
mine those capabilities that are core competencies. Because the capabilities shown in
Table 3.3 have satisfied these four criteria, they are core competencies. The second tool is
the value chain analysis. Firms use this tool to select the value-creating competencies
that should be maintained, upgraded, or developed and those that should be outsourced.

Four Criteria of Sustainable Competitive Advantage

As shown in Table 3.4, capabilities that are valuable, rare, costly to imitate, and nonsubsti-
tutable are core competencies. In turn, core competencies are sources of competitive
advantage for the firm over its rivals. Capabilities failing to satisfy the four criteria of sus-
tainable competitive advantage are not core competencies, meaning that although every
core competence is a capability, not every capability is a core competence. In slightly dif-
ferent words, for a capability to be a core competence, it must be valuable and unique,
from a customer’s point of view. For the competitive advantage to be sustainable, the core
competence must be inimitable and nonsubstitutable, from a competitor’s point of view.
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Valuable capabilities allow
the firm to exploit opportuni-
ties or neutralize threats in its
external environment.

Rare capabilities are capabil-
ities that few, if any, competi-
tors possess.

Costly-to-imitate capabili-
ties are capabilities that other
firms cannot easily develop.

The Four Criteria of Sustainable

Competitive Advantage = TABLE 3.4
Valuable Capabilities * Help a firm neutralize threats or exploit
opportunities
Rare Capabilities + Are not possessed by many others
Costly-to-Imitate Capabilities « Historical: A unique and a valuable

organizational culture or brand name

+ Ambiguous cause: The causes and uses
of a competence are unclear

+ Social complexity: Interpersonal relation-
ships, trust, and friendship among
managers, suppliers, and customers

Nonsubstitutable Capabilities * No strategic equivalent

A sustained competitive advantage is achieved only when competitors cannot dupli-
cate the benefits of a firm’s strategy or when they lack the resources to attempt imita-
tion. For some period of time, the firm may earn a competitive advantage by using capa-
bilities that are, for example, valuable and rare, but imitable.?? In this instance, the length
of time a firm can expect to retain its competitive advantage is a function of how quickly
competitors can successfully imitate a good, service, or process. Sustainable competitive
advantage results only when all four criteria are satisfied.

Valuable

Valuable capabilities allow the firm to exploit opportunities or neutralize threats in its
external environment. By effectively using capabilities to exploit opportunities, a firm
creates value for customers. Under former CEO Jack Welch’s leadership, GE built a valu-
able competence in financial services. It built this powerful competence largely through
acquisitions and its core competence in integrating newly acquired businesses. In addi-
tion, to make such competencies as financial services highly successful required placing
the right people in the right jobs. As Welch emphasizes, human capital is important in
creating value for customers.®?

Rare

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

Costly to Imitate
Costly-to-imitate capabilities are capabilities that other firms cannot easily develop.
Capabilities that are costly to imitate are created because of one reason or a combina-
tion of three reasons (see Table 3.4). First, a firm sometimes is able to develop capabili-
ties because of unique historical conditions. “As firms evolve, they pick up skills, abilities
and resources that are unique to them, reflecting their particular path through history.”
A firm with a unique and valuable organizational culture that emerged in the early
stages of the company’s history “may have an imperfectly imitable advantage over firms



founded in another historical period”**—one in which less valuable or less competi-
tively useful values and beliefs strongly influenced the development of the firm’s cul-
ture. This may be the case for the consulting firm McKinsey & Co. Briefly discussed in
Chapter 1, organizational culture is a set of shared values by members in the organiza-
tion, as we explain in Chapter 12. An organizational culture is a source of advantage
when employees are held together tightly by their belief in it.%”

UPS has been the prototype in many areas of the parcel delivery business because
of its excellence in products, systems, marketing, and other operational business capa-
bilities. “Its fundamental competitive strength, however, derives from the organization’s
unique culture, which has spanned almost a century, growing deeper all along. This cul-
ture provides solid, consistent roots for everything the company does, from skills train-
ing to technological innovation.”?

A second condition of being costly to imitate occurs when the link between the
firm’s capabilities and its competitive advantage is causally ambiguous.®® In these
instances, competitors can’t clearly understand how a firm uses its capabilities as the
foundation for competitive advantage. As a result, firms are uncertain about the capa-
bilities they should develop to duplicate the benefits of a competitor’s value-creating
strategy. For years, firms tried to imitate Southwest Airlines’ low-cost strategy but most
have been unable to duplicate Southwest’s success. They did not realize that Southwest
has a unique culture and attracts some of the top talent in the industry. The culture and
excellent human capital worked together in implementing Southwest’s strategy and are
the basis for its competitive advantage.

Social complexity is the third reason that capabilities can be costly to imitate. Social
complexity means that at least some, and frequently many, of the firm’s capabilities are
the product of complex social phenomena. Interpersonal relationships, trust, friend-
ships among managers and between managers and employees, and a firm’s reputation
with suppliers and customers are examples of socially complex capabilities. Southwest
Airlines is careful to hire people that fit with its culture. This complex interrelationship
between the culture and human capital adds value in ways that other airlines cannot
such as jokes by the stewardesses or the cooperation between gate personnel and pilots.

Nonsubstitutable
Nonsubstitutable capabilities are capabilities that do not have strategic equivalents.
This final criterion for a capability to be a source of competitive advantage “is that there
must be no strategically equivalent valuable resources that are themselves either not
rare or imitable. Two valuable
firm resources (or two bundles of
firm resources) are strategically
equivalent when they each can be
separately exploited to implement
the same strategies.”!? In general,
the strategic value of capabilities
increases as they become more dif-
ficult to substitute.'®’ The more
invisible capabilities are, the more
difficult it is for firms to find sub-
stitutes and the greater the chal-
lenge is to competitors trying to
imitate a firm’s value-creating
strategy. Firm-specific knowledge
and trust-based working relation-

Nonsubstitutable capabili-
ties are capabilities that do
not have strategic equivalents.

ships between managers and non-  southwest Airlines’ culture and excellent human capital worked together in implementing its

managerial personnel, such as strategy and are the basis for its competitive advantage.

ASSOCIATED PRESS, AP
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existed for years at Southwest Airlines, are exam-
ples of capabilities that are difficult to identify and
for which finding a substitute is challenging. How-
ever, causal ambiguity may make it difficult for
the firm to learn as well and may stifle progress,
because the firm may not know how to improve
processes that are not easily codified and thus are
ambiguous.!%?

For example, competitors are deeply familiar
with Dell Inc’s successful direct sales model.
However, to date, no competitor has been able to
imitate Dell’s capabilities, as suggested by the fol-
lowing comment: “There’s no better way to make,
sell, and deliver PCs than the way Dell does it,
and nobody executes that model better than
Dell”1% Moreover, no competitor has been able
to develop and use substitute capabilities that can
duplicate the value Dell creates by using its capa-
bilities. This experience suggests that Dell’s direct
sales model capabilities are nonsubstitutable.

In summary, only using valuable, rare, costly-
Dell’s direct sales model takes advantage of the firm's unique capabilities. to-imitate, and nonsubstitutable capabilities cre-

ates sustainable competitive advantage. Table 3.5

shows the competitive consequences and perfor-
mance implications resulting from combinations of the four criteria of sustainability.
The analysis suggested by the table helps managers determine the strategic value of a firm’s
capabilities. The firm should not emphasize capabilities that fit the criteria described in
the first row in the table (that is, resources and capabilities that are neither valuable nor
rare and that are imitable and for which strategic substitutes exist). Capabilities yield-

Outcomes from Combinations of the Criteria
for Sustainable Competitive Advantage

Is the
Is the Is the Resource or Is the
Resource or Resourceor Capability Resource or
Capability  Capability Costly to Capability Competitive Performance
Valuable? Rare? Imitate? Nonsubstitutable? Consequences Implications
No No No No Competitive Below-average
disadvantage returns
Yes No No Yes/no Competitive Average
parity returns
Yes Yes No Yes/no Temporary Average returns
competitive to above-
advantage average returns
Yes Yes Yes Yes Sustainable Above-average
competitive returns

advantage




ing competitive parity and either temporary or sustainable competitive advantage, how-
ever, will be supported. Some competitors such as Coca-Cola and PepsiCo may have
capabilities that result in competitive parity. In such cases, the firms will nurture these
capabilities while simultaneously trying to develop capabilities that can yield either a
temporary or sustainable competitive advantage.

Value Chain Analysis

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

The value chain is a template that firms use to understand their cost position and
to identify the multiple means that might be used to facilitate implementation of a cho-
sen business-level strategy.!% As shown in Figure 3.3, a firm’s value chain is segmented
into primary and support activities. Primary activities are involved with a product’s
physical creation, its sale and distribution to buyers, and its service after the sale. Sup-

port activities provide the assistance necessary for the primary activities to take place.

FIGURE 3.3 The Basic Value Chain

Service

Marketing & Sales

Outbound Logistics

Support Activities
A

Operations

Human Resource Management
Technological Development

Firm Infrastructure

Inbound Logistics

Primary
Activities

Primary activities are
involved with a product’s phys-
ical creation, its sale and dis-
tribution to buyers, and its ser-
vice after the sale.

Support activities provide
the assistance necessary for the
primary activities to take
place.
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The value chain shows how a product moves from the raw-material stage to the
final customer. For individual firms, the essential idea of the value chain is to create
additional value without incurring significant costs while doing so and to capture the
value that has been created. In a globally competitive economy, the most valuable links
on the chain are people who have knowledge about customers. This locus of value-
creating possibilities applies just as strongly to retail and service firms as to manufac-
turers. Moreover, for organizations in all sectors, the effects of e-commerce make it
increasingly necessary for companies to develop value-adding knowledge processes to
compensate for the value and margin that the Internet strips from physical processes.!%

Table 3.6 lists the items that can be evaluated to determine the value-creating
potential of primary activities. In Table 3.7, the items for evaluating support activities
are shown. All items in both tables should be evaluated relative to competitors’ capabil-
ities. To be a source of competitive advantage, a resource or capability must allow the
firm (1) to perform an activity in a manner that provides value superior to that pro-
vided by competitors, or (2) to perform a value-creating activity that competitors can-

Examining the Value-Creating
Potential of Primary Activities TABLE 3.6

Inbound Logistics

Activities, such as materials handling, warehousing, and inventory control,
used to receive, store, and disseminate inputs to a product.

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

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

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

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

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

Source: Adapted with the permission of The Free Press, an imprint of Simon & Schuster Adult Publishing Group,
from Competitive Advantage: Creating and Sustaining Superior Performance, by Michael E. Porter, pp. 39-40, Copyright
© 1985, 1998 by Michael E. Porter.




Examining the Value-Creating
Potential of Support Activities TABLE 3.7

Procurement

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

Technological Development

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

Human Resource Management

Activities involved with recruiting, hiring, training, developing, and compen-
sating all personnel.

Firm Infrastructure

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

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

Source: Adapted with the permission of The Free Press, an imprint of Simon & Schuster Adult Publishing Group,
from Competitive Advantage: Creating and Sustaining Superior Performance, by Michael E. Porter, pp. 40-43, Copyright
© 1985, 1998 by Michael E. Porter.

not complete. Only under these conditions does a firm create value for customers and
have opportunities to capture that value.

Sometimes start-up firms create value by uniquely reconfiguring or recombining
parts of the value chain. FedEx changed the nature of the delivery business by reconfig-
uring outbound logistics (a primary activity) and human resource management (a sup-
port activity) to provide overnight deliveries, creating value in the process. As shown in
Figure 3.4, the Internet has changed many aspects of the value chain for a broad range
of firms. A key reason for this is that the Internet affects how people communicate,
locate information, and buy goods and services.

Rating a firm’s capability to execute its primary and support activities is challeng-
ing. Earlier in the chapter, we noted that identifying and assessing the value of a firm’s
resources and capabilities requires judgment. Judgment is equally necessary when using
value chain analysis. The reason is that there is no obviously correct model or rule
available to help in the process.

What should a firm do about primary and support activities in which its resources
and capabilities are not a source of core competence and, hence, of competitive advan-
tage? Outsourcing is one solution to consider.
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FIGURE 3.4 Prominent Applications of the Internet in the Value Chain

Human Resource Management

Technology Development

Procurement

Source: Reprinted by permission of Harvard Business Review from “Strategy and the Internet” by Michael E. Porter, March 2001, p. 75. Copyright © 2001 by the Harvard
Business School Publishing Corporation; all rights reserved.

Outsourcing

Concerned with how components, finished goods, or services will be obtained, out-

sourcing is the purchase of a value-creating activity from an external supplier.!®” Not-
108

Outsourcing is the purchase
of a value-creating activity
from an external supplier. for-profit agencies as well as for-profit organizations actively engage in outsourcing.



Firms engaging in effective outsourcing increase their flexibility, mitigate risks, and
reduce their capital investments.!® In multiple global industries, the trend toward out-
sourcing continues at a rapid pace.!!® Moreover, in some industries virtually all firms
seek the value that can be captured through effective outsourcing. The auto manufac-
turing industry and, more recently, the electronics industry are examples of this situa-
tion.!!! As with other strategic management process decisions, careful study is required
before the firm decides to engage in outsourcing.!!?

Outsourcing can be effective because few, if any, organizations possess the resources
and capabilities required to achieve competitive superiority in all primary and support
activities. For example, research suggests that few companies can afford to develop
internally all the technologies that might lead to competitive advantage.!'> By nurturing
a smaller number of capabilities, a firm increases the probability of developing a com-
petitive advantage because it does not become overextended. In addition, by outsourc-
ing activities in which it lacks competence, the firm can fully concentrate on those areas
in which it can create value.!*

Other research suggests that outsourcing does not work effectively without exten-
sive internal capabilities to coordinate external sourcing as well as core competencies.!!
Dell Inc., for example, outsources most of its customer service activities, allowing the
firm to concentrate on creating value through its excellent efficiency in its just-in-time
inventory system and its online distribution capabilities. In addition, the value gener-
ated by outsourcing must be sufficient to cover a firm’s costs. For example, research
indicates that for European banks outsourcing various information technology activi-
ties, “a provider must beat a bank’s internal costs by about 40 percent.”!!¢

To verify that the appropriate primary and support activities are outsourced, four
skills are essential for managers involved in outsourcing programs: strategic thinking,
deal making, partnership governance, and change management.!'” Managers should
understand whether and how outsourcing creates competitive advantage within their
company—they need to be able to think strategically.!'® To complete effective outsourc-
ing transactions, these managers must also be deal makers, able to secure rights from
external providers that can be fully used by internal managers. They must be able to
oversee and govern appropriately the relationship with the company to which the ser-
vices were outsourced. Because outsourcing can significantly change how an organiza-
tion operates, managers administering these programs must also be able to manage that
change, including resolving employee resistance that accompanies any significant
change effort.!!

There are concerns about the consequences of outsourcing. For the most part,
these concerns revolve around the potential loss in firms’ innovative ability and the loss
of jobs within companies that decide to outsource some of their work activities to oth-
ers. Thus, innovation and technological uncertainty are two important issues to con-
sider in making outsourcing decisions.!?® Companies should be aware of these issues
and be prepared to fully consider the concerns about outsourcing when different stake-
holders (e.g., employees) express them.

As explained in the Strategic Focus, outsourcing has several advantages for firms
but also carries some important risks as well. Outsourcing can potentially reduce costs
and increase the quality of the activities outsourced. In this way, it adds value to the
product provided to consumers. Thus, outsourcing can contribute to a firm’s competi-
tive advantage and its ability to create value for its stakeholders. For these reasons many
firms such as Dell, Hewlett-Packard, and Motorola are outsourcing the manufacturing
and even the design of many of their products. Yet outsourcing does not always deliver
the value expected, as shown by the study by Deloitte Consulting. Additionally, the risk
of the outsourcing partner’s learning the technology and becoming a competitor is
highlighted by Motorola’s experience with BenQ in China’s lucrative mobile phone
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Outsourcing—Boon or Bane to Competitiveness?

Outsourcing has become a popular strategic action but has also been highly controver-

St rate g I C sial, even playing a role in major political debates in some countries. Its popularity is
shown by the fact that major electronics companies in the United States outsource the
FOC u S manufacturing and often even the design of their products. In fact, 89 percent of the

brand-name laptop computers sold by U.S.companies such as Dell and Hewlett-Packard
are manufactured by firms located in other countries.The primary reasons for outsourcing
are to lower costs of production and to have a partner with strong expertise in the out-
sourced area. If the company to which a firm outsources activities is chosen carefully, the
product should be manufactured with higher quality and with more efficiency than the
outsourcing company could have done.Yet some politicians are concerned about the loss
of jobs, while others retort that such actions are necessary for companies to remain com-
petitive in global markets. If firms are not allowed to outsource, they may lose their com-
petitive advantage and be unable to compete on local or global markets.This outcome
would most assuredly cost more jobs than outsourcing would.

Outsourcing has reached into all areas of the business. For example, medical doctors
now often outsource MRI and CT scanning. Such outsourcing saves them from purchasing
expensive equipment and from employing people to operate the machines and interpret
the data from the scans. An outsourcing organization such as Imaging Solutions Inc.,
headquartered in Fargo, North Dakota, can potentially do the work more cheaply and
more accurately. Companies such as Imaging Solutions, the India-based software out-
sourcer Infosys Technologies, and the Taiwanese computer manufacturing outsourcer
Quanta have gained immensely from the outsourcing revolution in the United States and
Western Europe. Wipro Technologies, an IT services outsourcer, has grown from 8,000
employees in 1999 to 42,000 employees in 2005. Some firms are now outsourcing func-
tions that heretofore were considered to be core competencies
or critical to their competitive position. Perhaps the most forbid-
den area of outsourcing in prior years has been research and
development, but outsourcing has reached that as well.In some
industries, even those where technology is critical, large
amounts of R&D are outsourced. For example, large pharmaceu-
tical firms now outsource 40 to 60 percent of their R&D activi-
ties. R&D operations can account for 5 to 18 percent of the total
costs of major technology companies.To reduce these costs and
remain competitive in global markets, many technology firms
have been outsourcing parts of their R&D operations to special-
ized companies in India, China, and Eastern Europe. However, it
is critical that they select the appropriate activities to outsource,
maintain control, and ensure balance and smooth coordination
along the R&D value chain. Essentially, firms must analyze their
R&D value chains to identify and keep in house the strategic
activities and outsource the nonstrategic activities. Care must
be taken in the choice of activities to outsource and in selection
of the partner to perform the outsourced activities.

One risk of outsourcing is that the partner will gain access to
the technical knowledge needed to become a competitor at a
future date. For example, Motorola contracted with BenQ Corpora-
tion to design and manufacture mobile phones.But,in 2004, BenQ
began to manufacture and market mobile phones in China under
e R e its own brand name. Motorola cancelled its contract with BenQ
from the outsourcing revolution in the but the damage was done.n addition to this type of risk, Deloitte
United States and Western Europe. Consulting found that approximately one third of the companies
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that outsourced did not achieve the efficiencies and cost savings expected. Deloitte con-
cluded that outsourcing introduces complexity and some potential coordination costs into
the value chain,and recommended that firms take special care in choosing the functions or
activities to outsource.

Sources: M. Kanellos, 2005, Outsourcing giant Wipro eyes consulting gigs, New York Times, www.nytimes.com, May 3; D.
Armstrong, 2005, MRI and CT centers offer doctors way to profit on scans, Wall Street Journal, www.wsj.com, May 2; R.
Christie, 2005, Outsourcing pitfalls await unwary firms seeking savings, Wall Street Journal, www.wsj.com, April 29; T. Hal-
lett, 2005, Outsourcing your core competencies, silicon.com, www.silicon.com, April 28; E. Bellman, 2005, Outsourcing lifts
India’s Infosys, Wall Street Journal, www.wsj.com, April 15; P. Engardio, 2005, Online extra: R&D jobs: Who stays, who goes?
Business Week, www.businessweek.com, March 21; C. Koch, 2005, Innovation ships out, C/O, www.cio.com, January 15; D.
Kirkpatrick, 2004, Why outsourcing isn't really the issue, Fortune, www.fortune.com, October 29.

market. Therefore, outsourcing decisions are critical and must be made with strategic
criteria in mind, including a thorough evaluation of potential partners and selection of
effective and reliable partners.

Competencies, Strengths, Weaknesses, and

Strategic Decisions

At the conclusion of the internal analysis, firms must identify their strengths and weak-
nesses in resources, capabilities, and core competencies. For example, if they have weak
capabilities or do not have core competencies in areas required to achieve a competitive
advantage, they must acquire those resources and build the capabilities and competen-
cies needed. Alternatively, they could decide to outsource a function or activity where
they are weak in order to improve the value that they provide to customers.!?!

Therefore, firms need to have the appropriate resources and capabilities to develop
the desired strategy and create value for customers and shareholders as well.!?? Having
many resources does not necessarily lead to success. Firms must have the right ones and
the capabilities needed to produce superior value to customers. Undoubtedly, having
the appropriate and strong capabilities required for achieving a competitive advantage
is a primary responsibility of top-level managers.'?* These important leaders must focus
on both the firm’s strengths and weaknesses.

Tools such as outsourcing help the firm focus on its core competencies as the
source of its competitive advantages. However, evidence shows that the value-creating
ability of core competencies should never be taken for granted. Moreover, the ability of
a core competence to be a permanent competitive advantage can’t be assumed. The rea-
son for these cautions is that all core competencies have the potential to become core
rigidities. As Leslie Wexner, CEO of Limited Brands, says: “Success doesn’t beget success.
Success begets failure because the more that you know a thing works, the less likely you
are to think that it won’t work. When you’ve had a long string of victories, it’s harder to
foresee your own vulnerabilities.”'?* Thus, a core competence is usually a strength
because it is the source of competitive advantage. If emphasized when it is no longer
competitively relevant, it can become a weakness, a seed of organizational inertia.

Events occurring in the firm’s external environment create conditions through
which core competencies can become core rigidities, generate inertia, and stifle innova-
tion. “Often the flip side, the dark side, of core capabilities is revealed due to external
events when new competitors figure out a better way to serve the firm’s customers,
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when new technologies emerge, or when political or social events shift the ground
underneath.”!?> However, in the final analysis, changes in the external environment do
not cause core competencies to become core rigidities; rather, strategic myopia and
inflexibility on the part of managers are the cause.!?

The Opening Case emphasized the importance of innovation for many firms. How
important innovation is to firm success depends partly on the firm’s industry and com-
petitive environment as determined through the external environment analysis
explained in Chapter 2. If it is important, a firm with a strength in technology develop-
ment or technological knowledge held can base its strategy on this capability (or com-
petence).'?” We conclude that determining what the firm can do through continuous
and effective analyses of its internal environment increases the likelihood of long-term

competitive success.

SUMMARY

In the global landscape, traditional factors (e.g., labor costs and
superior access to financial resources and raw materials) can still
create a competitive advantage. However, this happens in a
declining number of instances. In the new landscape, the
resources, capabilities, and core competencies in the firm'’s inter-
nal environment may have a relatively stronger influence on its
performance than do conditions in the external environment.
The most effective organizations recognize that strategic com-
petitiveness and above-average returns result only when core
competencies (identified through the study of the firm’s internal
environment) are matched with opportunities (determined
through the study of the firm’s external environment).

No competitive advantage lasts forever. Over time, rivals use
their own unique resources, capabilities, and core competencies
to form different value-creating propositions that duplicate the
value-creating ability of the firm's competitive advantages. In
general, the Internet’s capabilities are reducing the sustainability
of many competitive advantages. Because competitive advan-
tages are not permanently sustainable, firms must exploit their
current advantages while simultaneously using their resources
and capabilities to form new advantages that can lead to com-
petitive success in the future.

Effective management of core competencies requires careful
analysis of the firm's resources (inputs to the production
process) and capabilities (resources that have been purposely
integrated to achieve a specific task or set of tasks). The knowl-
edge possessed by human capital is among the most significant
of an organization’s capabilities and may ultimately be at the
root of all competitive advantages. The firm must create an envi-
ronment that allows people to integrate their individual knowl-
edge with that held by others so that, collectively, the firm has
significant organizational knowledge.

+ Individual resources are usually not a source of competitive
advantage. Capabilities are a more likely source of competitive
advantages, especially relatively sustainable ones. A key reason
for this is that the firm’s nurturing and support of core compe-
tencies that are based on capabilities is less visible to rivals and,
as such, is harder to understand and imitate.

+ Only when a capability is valuable, rare, costly to imitate, and
nonsubstitutable is it a core competence and a source of com-
petitive advantage. Over time, core competencies must be sup-
ported, but they cannot be allowed to become core rigidities.
Core competencies are a source of competitive advantage only
when they allow the firm to create value by exploiting opportu-
nities in its external environment. When this is no longer the
case, attention shifts to selecting or forming other capabilities
that do satisfy the four criteria of sustainable competitive
advantage.

+ Value chain analysis is used to identify and evaluate the com-
petitive potential of resources and capabilities. By studying their
skills relative to those associated with primary and support
activities, firms can understand their cost structure and identify
the activities through which they can create value.

+ When the firm cannot create value in either a primary or sup-
port activity, outsourcing is considered. Used commonly in the
global economy, outsourcing is the purchase of a value-creating
activity from an external supplier. The firm must outsource only
to companies possessing a competitive advantage in terms of
the particular primary or support activity under consideration.
In addition, the firm must continuously verify that it is not out-
sourcing activities from which it could create value.



REVIEW

QUESTIONS

1. Why is it important for a firm to study and understand its inter-
nal environment?

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

3. What are the differences between tangible and intangible
resources? Why is it important for decision makers to under-
stand these differences? Are tangible resources linked more
closely to the creation of competitive advantages than are
intangible resources, or is the reverse true? Why?

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

EXPERIENTIAL

EXERCISES

Competitive Advantage

in Athletic Footwear

Athletic footwear is a market where one often thinks of Nike as the
dominant firm with clear competitive advantages over its rivals.
But if this were true, the other participants would be falling by the
wayside. Instead, Nike’s rivals continue to do well in this market,
although not on the level of Nike. In this exercise you will explore
the nature of competitive advantage in the athletic footwear mar-
ket and the way in which smaller competitors capture and retain
one or more competitive advantages, both against a dominate
rival (Nike in this instance) and against each other.

In Groups

Find relevant competitive information about the following firms—
companies that are competing in the athletic apparel-footwear
industry:

* K-Swiss, Inc. (KSWS)

« Adidas-Salomon AG OR (ADDDF.PK)

* Reebok International (RBK)

+ Skechers USA, Inc. (SKX)

For each firm, prepare answers to the following questions:
+ What is the firm's source of competitive advantage?

+ How has the firm been able to sustain this competitive advan-
tage in such a competitive marketplace?

- e

5. What are the four criteria used to determine which of a firm’s
capabilities are core competencies? Why is it important for
these criteria to be used?

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

7. What is outsourcing? Why do firms outsource? Will outsourcing'’s
importance grow in the 21st century? If so, why?

8. How do firms identify internal strengths and weaknesses? Why
is it vital that firms base their strategy on such strengths and
weaknesses?

In answering these questions, be certain to use the materials and
frameworks appearing in this chapter.

Outsourcing and Competencies

Outsourcing has become increasingly popular. As discussed in this
chapter, one of the major concerns firms should have with out-
sourcing is the relationship between its core competencies and
the task or activity being outsourced. In the text and in the Strate-
gic Focus in this chapter that deals with outsourcing, several con-
cerns were raised regarding the negative effects of poor outsourc-
ing decisions on a firm's competitive advantages.

In this exercise, you are presented with three outsourcing opportu-
nities for firms. These are three different situations with various
implications flowing from a decision to outsource one or more
activities. In each of the three situations, an important considera-
tion is how the outsourced activity relates to the key skills that
firms need to develop and retain for a core competency, both now
and in the future. The situations do not include firm-specific facts,
but an analysis of the industry in each situation will indicate what
the critical success factors are in that industry.

Part One

The first step is to think of an industry in which you have an inter-
est. Once you have chosen an industry, obtain an “industry report.”
Standard & Poor’s Industry Surveys or the quarterly industry sum-
maries in the Value Line Investment Survey are good sources to con-
sult to obtain information about the industry that is of interest to
you. Study the information in the industry report you have used in
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order to identify skills you believe a firm would have to possess in
order to compete successfully in your chosen industry. Make a list
of those skills.

Part Two

With an understanding of the skills that are likely to be critical for
success in the industry, evaluate each of the following outsourcing
situations. Indicate the advice you would give to the firm as to the
wisdom of outsourcing this activity. Be ready to defend your
rationale.

+ The reservation call center for an airline
« A software firm’s helpline

+ A credit card company selling additional services to cardholders

Organizational Resources

The firms listed below have different core competencies. All are
clear leaders in their industries, although all also have strong rivals.
In the first part of this exercise, you will research one of the firms,
identifying its competencies. You will then evaluate those compe-
tencies vis-a-vis its rivals. Finally, you will suggest ways in which
these competitive advantages could be lost.

Part One—In Groups

Listed below are four firms that have a clear and sustained com-
petitive advantage in their industries. Behind these advantages are
core competencies, and that is what you want to first identify.
Using online sources, analysts’ reports from brokerage houses, or
other tools such as the Value Line Investment Survey, identify the
core competencies of the firm you have been assigned. Remember
that core competences are a special type of capability, so it is
something that a firm does particularly well compared to its rivals.
Outcomes of competencies such as market share, reputation,
brand, low cost, and the like follow from and are sustained by core
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competencies. Thus, these are not the core competencies you are
looking for.

+ Dell Inc.

* Home Depot
+ Starbucks

+ Tiffany’s

+ Wal-Mart

Part Two—In Groups

Evaluate each of the core competencies you have identified in Part
One for your firm using the criteria of valuable, rare, imperfectly
imitable, and nonsubstitutable. Remember, if any of these four crite-
ria are not met, then the firm’s ability to sustain competitive
advantage through this core competence is not present. Be sure
that you can defend your selections with respect to each of the
four criteria. If you exclude one of the competencies you selected,
be able to explain why you changed your mind. Be careful that you
apply the concepts correctly by referring back to the material in
the text as needed.

Part Three—In Groups

For the core competencies that you retained after completing Part
Two of this exercise, identify what the firm has to do in order to
sustain these core competencies over time. Put another way, what
could the firm do or not do that would lead to the erosion and
eventual loss of the competitive advantage that each of those core
competencies drives?

Part Four—Whole Class

Each group will present its analysis to the class and the rationale
behind its conclusions.
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Business-Level Strategy

Chapter

Studying this chapter should provide you with the strategic management knowledge needed to:

1. Define business-level strategy. 4. Use the five forces of competition model to explain
2. Discuss the relationship between customers and how above-average returns can be earned through
business-level strategies in terms of who, what, each business-level strategy.
and how. 5. Describe the risks of using each of the business-level
strategies.

3. Explain the differences among business-level
strategies.

©TOM MADAY

Before its sale in August 2005, Frederick Cooper Lamp Company produced unique hand
sewn lampshades like those being assembled here.



Lamps of Distinction: Where Did the Customers Go?

rederick Cooper Lamp Company was founded in
Chicago in 1923 by Frederick Cooper, an artist
specializing in sculpture and watercolor art.The
firm was launched in response to requests from
clients that Cooper incorporate his works of art
into lamps.

Relying on hand labor alone to make its
lamps, chandeliers, and sconces, Cooper’s com-
pany quickly became recognized as a
manufacturer of high-quality, distinctive prod-
ucts. Throughout its history, one of Cooper
Lamp's signature treatments was “the use of silk
and other fine and exotic materials to produce
unique hand sewn lampshades, many of which
are adorned with distinctive bead and fringe
treatments.” The firm used the focused differen-
tiation business-level strategy, which essentially
means that Cooper Lamp made expensive prod-
ucts that provided unique value to a small group
of customers who were willing to pay a premium
to purchase uniqueness (we fully describe the
focused differentiation strategy later in the
chapter). The words of a company official reflect
Cooper Lamp’s strategy:“We offer a very high-
quality product. Our shades are hand-sewn,
using unique fabrics. We use unique materials.
We put things together in a unique fashion and
as a result we have a very good name among the
designers and decorators, and the stores.We sell
to very high-end stores, [including] Blooming-
dale’s, Neiman Marcus, [and] Horchow.”Thus,
Cooper made “really expensive lamps for a niche
market.” Cooper’s cheapest lamps sold for $200,

while its crystal chandeliers cost upwards of
thousands of dollars.

The reason we use the past tense to describe
Cooper’s strategy is that the firm as it was known
changed in August 2005. At that time, Cooper
left its historic Chicago manufacturing facility, as
required by the terms of its sale to developers
who intend to convert its historic 240,000-
square foot building into residential condos.The
four-story building was sold and workers were
laid off because the firm had to reduce the costs
it incurred to manufacture its high-quality prod-
ucts. Some of the dismissed workers had been
with the company for over 40 years. Other
changes were in play as well, as indicated by the
following comments from an employee:“We've
sold the name but we can’t say who bought it.
That was part of the deal.But we can say Freder-
ick Cooper will not be who it was before. But
we're not going out of business. The new name
will be Frederick Cooper Chicago.”

What caused the demise of Frederick Cooper
Lamp Company? The answer is perhaps familiar:
declining demand for high-quality handmade
products; inefficient, high-cost manufacturing
facilities; and cheap imports from other nations
that offer customers a reasonable degree of
quality at a substantially lower price.From a
strategic perspective, the firm’'s demise resulted
from its below-average returns, which was a
direct result of its not successfully implementing
its business-level strategy.

Sources: R. Berg, 2005, Frederick Cooper workers to strike, Chicago Indymedia, www.chicago.indymedia.org, June 9; M. Brown, 2005, We can shape
‘progress,’ or let it punch our lights out, Chicago Sun-Times, www.suntimes.com, June 1; C. W. Ingram, 2005, Frederick Cooper sells building, plans to
relocate, Home Accents Today, www.homeaccentstoday.com, March 1; P. Sherrod, 2005, Let there be light, Chicago Tribune, www.chicagotribune.com,

June 19; N. Steinberg, 2005, Fancy lamps, Granta, 89: 136-150.
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Increasingly important to firm success,! strategy is concerned with making choices
among two or more alternatives.> As we noted in Chapter 1, when choosing a strategy,
the firm decides to pursue one course of action instead of others. The choices made are
influenced by opportunities and threats in the firm’s external environment (see Chapter
2) as well as the nature and quality of its internal resources, capabilities, and core com-
petencies® (see Chapter 3). Historically, Frederick Cooper Lamp Company used the
unique skills of its artists to take advantage of an opportunity to satisfy the demand
from a small group of customers who wanted to buy high-quality, unique lamps, chan-
deliers, and sconces.

The fundamental objective of using any type of strategy (see Figure 1.1) is to gain
strategic competitiveness and earn above-average returns.* Strategies are purposeful,
precede the taking of actions to which they apply, and demonstrate a shared under-
standing of the firm’s vision and mission.> An effectively formulated strategy marshals,
integrates, and allocates the firm’s resources, capabilities, and competencies so that it
will be properly aligned with its external environment.® A properly developed strategy
also rationalizes the firm’s vision and mission along with the actions taken to achieve
them.” Information about a host of variables including markets, customers, technology,
worldwide finance, and the changing world economy must be collected and analyzed to
properly form and use strategies. Increasingly, Internet technology affects how organi-
zations gather and study data and information that are related to decisions about the
choice and use of strategy. In the final analysis, sound strategic choices, ones that
reduce uncertainty regarding outcomes,® are the foundation on which successful strate-
gies are built.’

A business-level strategy is Business-level strategy, this chapter’s focus, is an integrated and coordinated set of
an integrated and coordinated commitments and actions the firm uses to gain a competitive advantage by exploiting
set chommztments and . core competencies in specific product markets.!? This means that business-level strategy
actions the firm uses to gain a . g . . .
competitive advantage by indicates the choices the firm has made about how it intends to compete in individual
exploiting core competencies in product markets. The choices are important, as there is an established link between a
specific product markets. firm’s strategies and its long-term performance.!! Given the complexity of successfully
competing in the global economy, these choices are difficult, often even gut-wrenching.!?
For example, to increase the effectiveness of its differentiation business-level strategy
(we define and discuss this strategy later in the chapter), Kimberly-Clark executives
recently decided to close some manufacturing facilities and to reduce its labor force.
Describing his reaction to making these decisions, the firm’s CEO said: “These are
tough decisions, and these are ones that we don’t
take lightly. But I believe they are absolutely nec-
essary to improve our competitive position.”!?
Decisions made at Frederick Cooper such as
the closing of the manufacturing facility were
also difficult.

Every firm must form and use a business-
level strategy.!* However, every firm may not
use all the strategies—corporate-level, acquisi-
tion and restructuring, international, and
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cooperative—that we examine in Chapters 6
through 9. For example, think of a local dry
cleaner with only one location offering a single
service (the cleaning and laundering of clothes)
in a single storefront. A firm competing in a
single-product market area in a single geo-

SHAWN BALDWIN/BLOOMBERG NEWS/LANDOV

graphic location does not need a corporate-

To keep customers coming back, even the local dry cleaner must successfully level strategy to deal with product diversity or an
implement a business-level strategy. international strategy to deal with geographic



diversity. In contrast, a diversified firm will use one of the corporate-level strategies as
well as choose a separate business-level strategy for each product market area in which
the company competes (the relationship between corporate-level and business-level
strategies is further examined in Chapter 6). Every firm—from the local dry cleaner to
the multinational corporation—chooses at least one business-level strategy. This means
that business-level strategy is the core strategy—the strategy that the firm forms to
describe how it intends to compete in a product market.!”

We discuss several topics to examine business-level strategies. Because customers
are the foundation of successful business-level strategies and should never be taken for
granted,'® we offer information about customers that is relevant to choosing a business-
level strategy. In terms of customers, when selecting a business-level strategy the firm
determines (1) who will be served, (2) what needs those target customers have that it
will satisfy, and (3) how those needs will be satisfied. Selecting customers and deciding
which of their needs the firm will try to satisfy, as well as how it will do so, are chal-
lenging tasks. Global competition, which has created many attractive options for cus-
tomers, is one reason for this. In the current competitive environment, effective global
competitors have become adept at identifying the needs of customers in different cul-
tures and geographic regions as well as learning how to quickly and successfully adapt
the functionality of the firms” good or service to meet those needs.

Descriptions of the purpose of business-level strategies and of the five business-
level strategies follow the discussion of customers. The five strategies we examine are
called generic because they can be used in any organization competing in any indus-
try.!” Our analysis describes how effective use of each strategy allows the firm to favor-
ably position itself relative to the five competitive forces in the industry (see Chapter
2). In addition, we use the value chain (see Chapter 3) to show examples of the primary
and support activities that are necessary to implement certain business-level strategies.
Because no strategy is risk-free,'® we also describe the different risks the firm may
encounter when using one of these strategies.

In Chapter 11, we explain the organizational structures and controls that are linked
with the successful use of each business-level strategy.

Customers: Their Relationship
with Business-Level Strategies

Strategic competitiveness results only when the firm is able to satisfy a group of cus-
tomers by using its competitive advantages as the basis for competing in individual
product markets. A key reason firms must satisfy customers with their business-level
strategy is that returns earned from relationships with customers are the lifeblood of all
organizations.!” In straightforward language, “Without customers, you don’t have a
business.”?°

The most successful companies try to find new ways to satisfy current customers
and/or to meet the needs of new customers. Dell Inc. does this with an “unrelenting
sense of urgency and speed,”?! believing that solutions to customers’ needs should be
provided quickly and flawlessly. Recently, to meet the needs of home and small-office
users and to increase its profitability while doing so, Dell started selling the first sub-
$100 laser printer.?? Dell, similar to other organizations interested in satisfying cus-
tomers’ needs, manages its relationships with customers in order to understand their
current and future needs.?
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Effectively Managing
Relationships with Customers

The firm’s relationships with its customers are
strengthened when it delivers superior value to
them. Strong interactive relationships with cus-
tomers often provide the foundation for the
firm’s efforts to profitably serve customers’
unique needs.

Harrah’s Entertainment believes that it
provides superior value to customers by “being
the most service-oriented, geographically diver-
sified company in gaming”** Importantly,
delivering superior value often results in
increased customer loyalty. In turn, customer

Harrah's Entertainment prides itself on offering customers the best possible loyalty has a positive relationship with prof-

service.

itability. In the financial services industry, for

example, estimates are that companies “can

boost profits by almost 100 percent by retain-
ing just 5 percent more customers.”*> However, more choices and easily accessible infor-
mation about the functionality of firms’ products are creating increasingly sophisti-
cated and knowledgeable customers, making it difficult to earn their loyalty.?

A number of companies have become skilled at the art of managing all aspects of
their relationship with their customers.?”” For example, Amazon.com is an Internet-
based venture widely recognized for the quality of information it maintains about its
customers, the services it renders, and its ability to anticipate customers’ needs.?® Using
the information it has, Amazon tries to serve what it believes are the unique needs of
each customer. Based in Mexico, Cemex SA is a “leading global producer and marketer
of quality cement and ready-mix concrete.”” Cemex uses the Internet to link its cus-
tomers, cement plants, and main control room, allowing the firm to automate orders
and optimize truck deliveries in highly congested Mexico City. Analysts believe that
Cemex’s integration of Web technology with its cost leadership strategy is helping to
differentiate it from competitors.’® Lands’ End is using the Internet to manage its rela-
tionships with women. The Swim Finder online feature, for example, “lets women
choose swimsuits that ‘enhance or de-emphasize’ certain body areas, allowing a shopper
to see a version of the suit on a three-dimensional likeness of her body.”’!

As we discuss next, there are three dimensions of firms’ relationships with cus-
tomers. Companies such as Amazon.com, Cemex, and Lands’ End understand these
dimensions and manage their relationships with customers in light of them.

Reach, Richness, and Affiliation

The reach dimension of relationships with customers is concerned with the firm’s access
and connection to customers. For instance, the largest physical retailer in bookstores,
Barnes & Noble, carries 200,000-plus titles in over 820 stores.’> By contrast,
Amazon.com offers more than 4.5 million titles and is located on tens of millions of
computer screens with additional customer connections being established across the
globe. Indeed, Amazon “has virtually unlimited online shelf space and can offer cus-
tomers a vast selection of products through an efficient search and retrieval interface.”*
Even though Barnes & Noble also has an Internet presence (barnesandnoble.com),
Amazon.com’s reach is significantly greater. In general, firms seek to extend their reach,
adding customers in the process of doing so.



Richness, the second dimension, is concerned with the depth and detail of the two-
way flow of information between the firm and the customer. The potential of the rich-
ness dimension to help the firm establish a competitive advantage in its relationship
with customers led traditional financial services brokers, such as Merrill Lynch and
Lehman Brothers, to offer online services in order to better manage information
exchanges with their customers. Broader and deeper information-based exchanges allow
firms to better understand their customers and their needs. Such exchanges also enable
customers to become more knowledgeable about how the firm can satisfy them. Inter-
net technology and e-commerce transactions have substantially reduced the costs of
meaningful information exchanges with current and possible future customers.

Affiliation, the third dimension, is concerned with facilitating useful interactions
with customers. Internet navigators such as Microsoft CarPoint help online clients find
and sort information. CarPoint provides data and software to prospective car buyers
that enable them to compare car models along multiple objective specifications. The
program can supply this information at no charge to the consumer because Internet
technology allows a great deal of information to be collected from a variety of sources
at a low cost. A prospective buyer who has selected a specific car based on comparisons
of different models can then be linked to dealers that meet the customer’s needs and
purchasing requirements. Because its revenues come not from the final customer or end
user but from other sources (such as advertisements on its Web site, hyperlinks, and
associated products and services), CarPoint represents the customer’s interests, a service
that fosters affiliation.’® In contrast, an auto manufacturing company represents its own
products, creating a situation in which its financial interests differ from those of con-
sumers. Viewing the world through the customer’s eyes and constantly seeking ways to
create more value for the customer have positive effects in terms of affiliation.

As we discuss next, effective management of customer relationships (along the
dimensions of reach, richness, and affiliation) helps the firm answer questions related
to the issues of who, what, and how.

Who: Determining the Customers to Serve

Deciding who the target customer is that the firm intends to serve with its business-
level strategy is an important decision.®> Companies divide customers into groups
based on differences in the customers’ needs (needs are discussed further in the next
section) to make this decision. Dividing customers into groups based on their needs is
called market segmentation, which is a process that clusters people with similar needs
into individual and identifiable groups.’® In the animal health business, for example,
the needs for food products of owners of companion pets (e.g., dogs and cats) differ
from the needs for food products of those owning production animals (e.g., live-
stock).%” As part of its business-level strategy, the firm develops a marketing program to
effectively sell products to its particular target customer group.*®

Almost any identifiable human or organizational characteristic can be used to sub-
divide a market into segments that differ from one another on a given characteristic.
Common characteristics on which customers’ needs vary are illustrated in Table 4.1.
Based on their internal core competencies and opportunities in the external environ-
ment, companies choose a business-level strategy to deliver value to target customers
and satisfy their specific needs.

Customer characteristics are often combined to segment markets into specific
groups that have unique needs. In the consumer clothing market, for example, Gap
learned that their female and male customers want different shopping experiences. In a
company official’s words, “Research showed that men want to come and go easily, while
women want an exploration.”® In light of these research results, newly developed

Market segmentation is a
process used to cluster people
with similar needs into indi-
vidual and identifiable groups.
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Basis for Customer
Segmentation

Consumer Markets

. Demographic factors (age, income, sex, etc.)

. Socioeconomic factors (social class, stage in the family life cycle)
. Geographic factors (cultural, regional, and national differences)

. Psychological factors (lifestyle, personality traits)

. Consumption patterns (heavy, moderate, and light users)

. Perceptual factors (benefit segmentation, perceptual mapping)

Ol b WN =

Industrial Markets
1. End-use segments (identified by SIC code)

2. Product segments (based on technological differences or production
economics)

3. Geographic segments (defined by boundaries between countries or by
regional differences within them)

4. Common buying factor segments (cut across product market and geo-
graphic segments)

5. Customer size segments

Source: Adapted from S. C. Jain, 2000, Marketing Planning and Strategy, Cincinnati: South-Western College Publishing,
120.

women’s sections in Gap stores are organized by occasion (e.g., work, going out) with
accessories for those occasions scattered throughout the section to facilitate browsing.
The men’s side of Gap stores is more straightforward, with signs used to direct male
customers to clothing items that are commonly stacked by size. Thus, Gap is using its
understanding of some of the psychological factors (see Table 4.1) influencing its cus-
tomers’ purchasing intentions to better serve unique groups’ needs.

Demographic factors (see Table 4.1 and
the discussion in Chapter 2) can also be used
to segment markets into generations with unique
interests and needs. Evidence suggests, for exam-
ple, that direct mail is an effective communica-
tion medium for the World War II generation
(those born before 1932). The Swing genera-
tion (those born between 1933 and 1945) val-
ues taking cruises and purchasing second homes.
Once financially conservative but now willing
to spend money, members of this generation
seek product information from knowledgeable
sources. The Baby Boom generation (born
between 1946 and 1964) desires products that
reduce the stress generated by juggling career
demands and the needs of older parents with
those of their own children. Ellen Tracy clothes,
known for their consistency of fit and color,

are targeted to Baby Boomer women. More

Gap caters to male and female customers by arranging the women'’s section of
the store differently from the men’s. conscious of hype, the 60-million-plus people



in Generation X (born between 1965 and 1976) want products that deliver as promised.
The Xers use the Internet as a primary shopping tool and expect visually compelling
marketing. Members of this group are the fastest-growing segment of mutual-fund
shareholders, with their holdings overwhelmingly invested in stock funds. As employ-
ees, the top priorities of Xers are to work in a creative learning environment, to receive
constant feedback from managers, and to be rewarded for using their technical skills.*’
Different marketing campaigns and distribution channels (e.g., the Internet for Genera-
tion X customers, direct mail for the World War II generation) affect the implementa-
tion of strategies for those companies interested in serving the needs of different
generations.

What: Determining Which Customer Needs to Satisfy

After the firm decides who it will serve, it must identify the targeted customer group’s
needs that its goods or services can satisfy. This is important in that successful firms
learn how to deliver to customers want they want and when they want it.*!

In a general sense, needs (what) are related to a product’s benefits and features.*
Having close and frequent interactions with both current and potential customers helps
the firm identify those individuals’ and groups’ current and future needs.* From a
strategic perspective, a basic need of all customers is to buy products that create value
for them. The generalized forms of value that goods or services provide are either low
cost with acceptable features or highly differentiated features with acceptable cost. The
most effective firms continuously strive to anticipate changes in customers’ needs. Fail-
ure to do this results in the loss of customers to competitors who are offering greater
value in terms of product features and functionalities. For example, some analysts
believe that discounters, department stores, and other home furnishing chains are tak-
ing customers away from Pier 1 Imports Inc. Recent decisions to launch its first-ever
catalog, to upgrade its Web site, and to improve its marketing programs are possible
indicators that Pier 1 has not anticipated changes in its customers’ needs in as timely a
manner as should be the case.

In any given industry, there is great variety among consumers in terms of their
needs.** The need some consumers have for high-quality, fresh sandwiches is what Pret
A Manger seeks to satisfy with its menu items. In contrast, many large fast-food compa-
nies satisfy customer needs for lower-cost food items with acceptable quality that are
delivered quickly.*> Diversified food and soft-drink producer PepsiCo believes that “any
one consumer has different needs at different times of the day.” Through its soft drinks
(Pepsi products), snacks (Frito-Lay), juices (Tropicana), and cereals (Quaker), PepsiCo
is working on developing new products from breakfast bars to healthier potato chips
“to make certain that it covers all those needs.”*® In general, and across multiple prod-
uct groups (e.g., automobiles, clothing, food), evidence suggests that middle-market
consumers in the United States want to trade up to higher levels of quality and taste.
These customers “are willing to pay premiums of 20% to 200% for the kinds of well-
designed, well-engineered, and well-crafted goods—often possessing the artisanal
touches of traditional luxury goods—not before found in the mass middle market.”*
These needs represent opportunities for some firms to pursue through their business-
level strategies.

To ensure success, a firm must be able to fully understand the needs of the cus-
tomers in the target group it has selected to serve. In this sense, customer needs are nei-
ther right nor wrong, good nor bad. They are simply the desires, in terms of features
and performance capabilities, of those customers the firm has targeted to serve. The
most effective firms are filled with people committed to understanding the customers’
current as well as future needs.
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How: Determining Core Competencies Necessary
to Satisfy Customer Needs

As explained in Chapters 1 and 3, core competencies are resources and capabilities that
serve as a source of competitive advantage for the firm over its rivals. Firms use core
competencies (how) to implement value-creating strategies and thereby satisfy cus-
tomers’ needs. Only those firms with the capacity to continuously improve, innovate,
and upgrade their competencies can expect to meet and hopefully exceed customers’
expectations across time.*

Companies draw from a wide range of core competencies to produce goods or ser-
vices that can satisfy customers’ needs. IBM, for example, emphasizes its core compe-
tence in technology to rapidly develop new service-related products. Beginning in 1993,
then newly appointed CEO Lou Gerstner changed IBM by leveraging its “strength in
network integration and consulting to transform [the firm] from a moribund maker of
mainframe computers to a sexy services company that can basically design, build, and
manage a corporation’s entire data system.”* SAS Institute is the world’s largest pri-
vately owned software company and is the leader in business intelligence and analytics.
Customers use SAS’s programs for data warehousing, data mining, and decision sup-
port purposes. Allocating over 30 percent of revenues to research and development
(R&D), SAS relies on its core competence in R&D to satisfy the data-related needs of
such customers as the U.S. Census Bureau and a host of consumer goods firms (e.g.,
hotels, banks, and catalog companies).”® Vans Inc. relies on its core competencies in
innovation and marketing to design and sell skateboards and other products. The firm
also pioneered thick-soled, slip-on sneakers that can absorb the shock of five-foot leaps
on wheels. Vans uses what is recognized as an offbeat marketing mix to capitalize on its
pioneering products. In lieu of mass media ads, the firm sponsors skateboarding events,
supported the making of a documentary film that celebrates the “outlaw nature” of the
skateboarding culture, and is building skateboard parks at malls around the country.’!

All organizations, including IBM, SAS, and Vans Inc., must be able to use their
core competencies (the how) to satisfy the needs (the what) of the target group of cus-
tomers (the who) the firm has chosen to serve by using its business-level strategy.

Next, we describe the formal purpose of a business-level strategy and then the five
business-level strategies available to all firms.

The Purpose of a Business-Level Strategy

The purpose of a business-level strategy is to create differences between the firm’s posi-
tion and those of its competitors.’? To position itself differently from competitors, a
firm must decide whether it intends to perform activities differently or to perform differ-
ent activities.”® In fact, “choosing to perform activities differently or to perform differ-
ent activities than rivals” is the essence of business-level strategy.’ Thus, the firm’s
business-level strategy is a deliberate choice about how it will perform the value chain’s
primary and support activities in ways that create unique value. Indeed, in the complex
21st-century competitive landscape, successful use of a business-level strategy results
only when the firm learns how to integrate the activities it performs in ways that create
competitive advantages that can be used to create value for customers.

Firms develop an activity map to show how they integrate the activities they per-
form. We show Southwest Airlines’ activity map in Figure 4.1. The manner in which



FIGURE 4.1 Southwest Airlines’ Activity System
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Southwest has integrated its activities is the foundation for the successful use of its
integrated cost leadership/differentiation strategy (we discuss this strategy later in the
chapter).”> In Chapter 5’s Opening Case, we describe how Southwest Airlines is killing
(with killing defined as significantly outperforming) its competitors. The tight integra-
tion among Southwest’s activities is a key source of the firm’s ability to operate more
profitably than its competitors.

As shown in Figure 4.1, Southwest Airlines has configured the activities it performs
such that there are six strategic themes—Ilimited passenger service; frequent, reliable
departures; lean, highly productive ground and gate crews; high aircraft utilization; very
low ticket prices; and short-haul, point-to-point routes between midsized cities and
secondary airports. Individual clusters of tightly linked activities make it possible for
the outcome of a strategic theme to be achieved. For example, no meals, no seat assign-
ments, and no baggage transfers form a cluster of individual activities that support the
strategic theme of limited passenger service (see Figure 4.1).

Southwest’s tightly integrated activities make it difficult for competitors to imitate
the firm’s integrated cost leadership/differentiation strategy.’® The firm’s culture influ-
ences these activities and their integration and contributes to the firm’s ability to con-
tinuously identify additional ways to differentiate Southwest’s service from its competi-
tors’ as well as to lower its costs. In fact, the firm’s unique culture and customer service,
both of which are sources of differentiated customer features, are competitive advan-
tages rivals have not been able to imitate, although some have tried. US Airways’ Metro-
Jet subsidiary, United Airlines’ United Shuttle, and Continental Airlines’ Continental
Lite all failed in attempts to imitate Southwest’s strategy. Hindsight shows that these
competitors offered low prices to customers, but weren’t able to operate at costs close to
those of Southwest or to provide customers with any notable sources of differentiation,
such as a unique experience while in the air.

| A8areng [ead1-ssausng / § 1ydey)

-
=
w



-
-

| PART 2/ Strategic Actions: Strategy Formulation

S

Fit among activities is a key to the sustainability of competitive advantage for all
firms, including Southwest Airlines. As Michael Porter comments, “Strategic fit among
many activities is fundamental not only to competitive advantage but also to the sus-
tainability of that advantage. It is harder for a rival to match an array of interlocked
activities than it is merely to imitate a particular sales-force approach, match a process
technology, or replicate a set of product features. Positions built on systems of activities
are far more sustainable than those built on individual activities.”’

Types of Business-Level Strategies

Firms choose from among five business-level strategies to establish and defend their
desired strategic position against competitors: cost leadership, differentiation, focused
cost leadership, focused differentiation, and integrated cost leadership/differentiation (see
Figure 4.2). Each business-level strategy helps the firm to establish and exploit a partic-
ular competitive advantage within a particular competitive scope. How firms integrate
the activities they perform within each different business-level strategy demonstrates
how they differ from one another.’® Thus, firms have different activity maps, meaning,
for example, that Southwest Airlines’ activity map differs from those of competitors Jet-

FIGURE 4.2 Five Business-Level Strategies
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Source: Adapted with the permission of The Free Press, an imprint of Simon & Schuster Adult Publishing Group, from
Competitive Advantage: Creating and Sustaining Superior Performance, by Michael E. Porter, 12. Copyright © 1985, 1998 by
Michael E. Porter.



Blue, Continental, American Airlines, and so forth. Superior integration of activities
increases the likelihood of being able to outperform competitors and to earn above-
average returns as a result of doing so.

When selecting a business-level strategy, firms evaluate two types of potential com-
petitive advantage: “lower cost than rivals, or the ability to differentiate and command a
premium price that exceeds the extra cost of doing s0.”>® Having lower cost derives
from the firm’s ability to perform activities differently than rivals; being able to differ-
entiate indicates the firm’s capacity to perform different (and valuable) activities.®
Thus, based on the nature and quality of its internal resources, capabilities, and core
competencies, a firm seeks to form either a cost competitive advantage or a uniqueness
competitive advantage as the basis for implementing a particular business-level strategy.

There are two types of competitive scope—broad target and narrow target (see Fig-
ure 4.2). Firms serving a broad target market seek to use their competitive advantage on
an industry-wide basis. A narrow competitive scope means that the firm intends to serve
the needs of a narrow target customer group. With focus strategies, the firm “selects a
segment or group of segments in the industry and tailors its strategy to serving them to
the exclusion of others.”®! Buyers with particular needs and buyers located in specific
geographic regions are examples of narrow target customer groups. As shown in Figure
4.2, a firm could also strive to develop a combined cost/uniqueness competitive advan-
tage as the foundation for serving a target customer group that is larger than a narrow
segment but not as comprehensive as a broad (or industry-wide) customer group. In
this instance, the firm uses the integrated cost leadership/differentiation strategy.

None of the five business-level strategies shown in Figure 4.2 is inherently or uni-
versally superior to the others.%? The effectiveness of each strategy is contingent both on
the opportunities and threats in a firm’s external environment and on the possibilities
provided by the firm’s unique resources, capabilities, and core competencies. It is criti-
cal, therefore, for the firm to select a business-level strategy that is based on a match
between the opportunities and threats in its external environment and the strengths of
its internal environment as shown by its core competencies.

Cost Leadership Strategy

The cost leadership strategy is an integrated set of actions taken to produce goods or
services with features that are acceptable to customers at the lowest cost, relative to that
of competitors.®® Firms using the cost leadership strategy sell no-frills, standardized
goods or services (but with competitive levels of differentiation) to the industry’s most
typical customers. Cost leaders’ goods and services must have competitive levels of dif-
ferentiation in terms of features that create value for customers. Indeed, emphasizing
cost reductions while ignoring competitive levels of differentiation is ineffective. At the
extreme, concentrating only on reducing costs could find the firm very efficiently pro-
ducing products that no customer wants to purchase.

As shown in Figure 4.2, the firm using the cost leadership strategy targets a broad
customer segment or group. Cost leaders concentrate on finding ways to lower their
costs relative to those of their competitors by constantly rethinking how to complete
their primary and support activities to reduce costs still further while maintaining com-
petitive levels of differentiation.®* Cost leader Greyhound Lines Inc., for example, con-
tinuously seeks ways to reduce the costs it incurs to provide bus service while offering cus-
tomers an acceptable experience. Recently Greyhound sought to improve the quality of the
experience customers have when paying the firm’s low prices for its services by “refurbish-
ing buses, updating terminals, adding greeters and improving customer service training.”®®

As primary activities, inbound logistics (e.g., materials handling, warehousing, and
inventory control) and outbound logistics (e.g., collecting, storing, and distributing
products to customers) often account for significant portions of the total cost to pro-

The cost leadership strategy
is an integrated set of actions
taken to produce goods or ser-
vices with features that are
acceptable to customers at the
lowest cost, relative to that of
competitors.
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Greyhound’s newly refurbished buses are part of its plan to improve its cus-

tomers’ experience.

duce some goods and services. Research suggests
that having a competitive advantage in terms of
logistics creates more value when using the cost
leadership strategy than when using the differen-
tiation strategy.*® Thus, cost leaders seeking com-
petitively valuable ways to reduce costs may want
to concentrate on the primary activities of
inbound logistics and outbound logistics.

Cost leaders also carefully examine all sup-
port activities to find additional sources of poten-
tial cost reductions. Developing new systems for
finding the optimal combination of low cost and
acceptable quality in the raw materials required to
produce the firm’s goods or services is an example
of how the procurement support activity can facil-
itate successful use of the cost leadership strategy.

Big Lots Inc. uses the cost leadership strategy. With its vision of being “The World’s
Best Bargain Place,” Big Lots is the largest broadline closeout discount chain in the
United States. Operating under the format names of Big Lots, Big Lots Furniture, Wis-
consin Toy, Consolidated International, Big Lots Capital, and Big Lots Wholesale, the
firm strives constantly to drive its costs lower by relying on what some analysts see as a
highly disciplined merchandise cost and inventory management system.®” The firm’s
stores sell name-brand products at prices that are 15 to 35 percent below those of dis-
count retailers and roughly 70 percent below those of traditional retailers.®® Big Lots’
buyers travel the country looking through manufacturer overruns and discontinued
styles, finding goods priced well below wholesale prices. In addition, the firm buys from
overseas suppliers. Big Lots thinks of itself as the undertaker of the retailing business,
purchasing merchandise that others can’t sell or don’t want. The target customer is one
seeking what Big Lots calls the “closeout moment,” which is the feeling customers have
after they recognize their significant savings from buying a brand name item at a steeply
discounted price.® The customer need that Big Lots satisfies is to access the differenti-
ated features and capabilities of brand-name products, but at a fraction of their initial
cost. The tight integration of purchasing and inventory management activities across its
full set of stores is the main core competence Big Lots uses to satisfy its customers’ needs.

As described in Chapter 3, firms use value-chain analysis to determine the parts of
the company’s operations that create value and those that do not. Figure 4.3 demon-
strates the primary and support activities that allow a firm to create value through the
cost leadership strategy. Companies unable to link the activities shown in this figure
through the activity map they form typically lack the core competencies needed to suc-
cessfully use the cost leadership strategy.

Effective use of the cost leadership strategy allows a firm to earn above-average
returns in spite of the presence of strong competitive forces (see Chapter 2). The next
sections (one for each of the five forces) explain how firms are able to do this.

Rivalry with Existing Competitors

Having the low-cost position is a valuable defense against rivals. Because of the cost
leader’s advantageous position, rivals hesitate to compete on the basis of price, espe-
cially before evaluating the potential outcomes of such competition.”® Wal-Mart is
known for its ability to both control and reduce costs, making it difficult for firms to
compete against it on the basis of costs. The discount retailer achieves strict cost con-
trol in several ways: “Wal-Mart’s 660,000-square-foot main headquarters, with its drab
gray interiors and frayed carpets, looks more like a government building than the home of
one of the world’s largest corporations. Business often is done in the no-frills cafeteria,
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and suppliers meet with managers in stark, cramped rooms. Employees have to throw out
their own garbage at the end of the day and double up in hotel rooms on business
trips.””! The former Kmart’s decision to compete against Wal-Mart on the basis of cost
contributed to the firm’s failure and subsequent bankruptcy filing. Its competitively infe-
rior distribution system—an inefficient and high-cost system compared with Wal-Mart’s—
is one of the factors that prevented Kmart from having a competitive cost structure.

Although Wal-Mart is favorably positioned in terms of rivalry with its competitors,
there are actions firms can take to successfully compete against this retailing giant. We
discuss these actions in the Strategic Focus. Notice that in each instance, competitors
able to outperform Wal-Mart complete one or more activities that create value for cus-
tomers better or differently than Wal-Mart.

Bargaining Power of Buyers (Customers)

Powerful customers can force a cost leader to reduce its prices, but not below the level
at which the cost leader’s next-most-efficient industry competitor can earn average
returns. Although powerful customers might be able to force the cost leader to reduce
prices even below this level, they probably would not choose to do so. Prices that are
low enough to prevent the next-most-efficient competitor from earning average returns
would force that firm to exit the market, leaving the cost leader with less competition
and in an even stronger position. Customers would thus lose their power and pay higher
prices if they were forced to purchase from a single firm operating in an industry with-
out rivals. Consider Wal-Mart in this regard. Part of the reason this firm’s prices con-
tinue to be the lowest available is that to successfully compete against competitors that
are also trying to implement a cost leadership strategy (such as Costco), Wal-Mart con-
tinuously searches for ways to reduce its costs relative to competitors’ Thus, customers
benefit by Wal-Mart having to compete against others trying to use the cost leadership
strategy and lowering its prices in the course of engaging in competitive battles.

Bargaining Power of Suppliers

The cost leader operates with margins greater than those of competitors. Among other
benefits, higher margins relative to those of competitors make it possible for the cost
leader to absorb its suppliers’ price increases. When an industry faces substantial
increases in the cost of its supplies, only the cost leader may be able to pay the higher
prices and continue to earn either average or above-average returns. Alternatively, a
powerful cost leader may be able to force its suppliers to hold down their prices, which
would reduce the suppliers’ margins in the process. Wal-Mart uses its power with sup-
pliers (gained because it buys such large quantities from many suppliers) to extract
lower prices from them. These savings are then passed on to customers in the form of
lower prices, which further strengthens Wal-Mart’s position relative to competitors
lacking the power to extract lower prices from suppliers.”?

Potential Entrants

Through continuous efforts to reduce costs to levels that are lower than competitors’, a
cost leader becomes highly efficient. Because ever-improving levels of efficiency enhance
profit margins, they serve as a significant entry barrier to potential competitors. New
entrants must be willing and able to accept no-better-than-average returns until they
gain the experience required to approach the cost leader’s efficiency. To earn even aver-
age returns, new entrants must have the competencies required to match the cost levels
of competitors other than the cost leader. The low profit margins (relative to margins
earned by firms implementing the differentiation strategy) make it necessary for the
cost leader to sell large volumes of its product to earn above-average returns. However,
firms striving to be the cost leader must avoid pricing their products so low that their
ability to operate profitably is reduced, even though volume increases.



Beating Wal-Mart: It’s Tough, But It Can Be Done

Wal-Mart’s size and success are almost staggering. Its 2004 annual revenue of over $285 .
billion exceeds the combined revenue totals of its five largest rivals. Analysts predict that St ra t e g l C
within a decade Wal-Mart’s annual revenues will be over half a trillion dollars. If it were a

country today, Wal-Mart’s revenue would be the third largest economy in the world. FOC u S

A global powerhouse with locations in multiple countries, Wal-Mart was operating
more than 663 million square feet of floor space at the close of its fiscal year 2005. How-
ever, some believe that Wal-Mart can be “had.” The reason for this view is that, as discussed
in Chapter 1, no competitive advantage is sustainable forever. In addition, all firms—
including Wal-Mart—face savvy competitors who constantly strive to find ways to use
their unique capabilities and core competencies to attack even a tough competitor’s
weaknesses. In one analyst’s words:“As with all great powers, Wal-Mart has its imperfec-
tions, frailties that wily competitors have learned to exploit.” Here are ways some firms
have found to outperform Wal-Mart.

1. Target particular customers and fully understand their needs. The fifth largest
retailer in the United States, Costco Warehouses “has vexed Wal-Mart for years.”
Costco continues to outperform Sam’s Clubs, Wal-Mart’s version of a warehouse
store, both on sales per square foot and in profitability. Focusing on small business
owners (who seem to “enjoy quality items on the cheap”), Costco sprinkles its regu-
lar lineup with brand-name goods (e.g., Godiva chocolates, Waterford crystal, and
Cartier watches) at bargain-bin prices. Costco spends a great deal of time analyzing
its customers to make certain the firm continues to provide them with unique prod-
ucts at very low prices.

2. Offer prices lower than Wal-Mart’s. Dollar Tree is the largest single-price vendor
operating in the United States.The firm does not sell any product for more than $1.
“From picture frames and pet supplies to frozen food and fine china, Dollar Tree has
sold every item on its shelves for a buck for the past 19 years.”Wal-Mart sells many
of the items carried in Dollar Tree stores, but often at higher prices. Relationships
with buyers who scour the country for remainders, discards, and odd-lot, leftover
merchandise are the key to the firm’s success. Dollar Tree is always pleased to take
excess inventory off a manufacturer’s or retailer’s shelves when it can do so at
bargain-basement costs.

3. Re-create customer experiences. Save-A-Lot believes that there is a group of cus-
tomers who values the role of a traditional, neighborhood grocer in a local
community.To serve the needs of these people and to keep them from shopping at
Wal-Mart, Save-A-Lot keeps its
stores small (20-25 employees)
and offers a limited selection of
goods (1,250 items per location
compared with upwards of
40,000 items at a Wal-Mart
supercenter). Generating 75
percent of its sales from its own
private-label brands, using its
highly efficient distribution sys-
tem, and concentrating on
neighborhood customers with
annual incomes of $35,000 or
less, Save-A-Lot is able to sell its E
products for as much as 15 per- Costco's success is due in part to its effort to provide its cus-
cent below Wal-Mart'’s prices. tomers with the products they want.
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The differentiation strategy
is an integrated set of actions
taken to produce goods or ser-
vices (at an acceptable cost)
that customers perceive as
being different in ways that
are important to them.

4. Provide superior service. \Wal-Mart’s cost leadership strategy finds it offering “every
day low prices” without much service. Firms able to fully understand their customers
and “coddle” them with a highly trained sales force can do well competing against
Wal-Mart. This is the case for Dick’s Sporting Goods, where each store’s sales force is
given training so it can provide detailed information to customers about products
and how they can satisfy a customer’s needs. For example, the firm pays the costs for
employees selling exercise equipment to become certified as personal fitness train-
ers. Dick’s employs over 200 PGA pros in the in-store golf shops.

Sources: 2005, Outsmarting the B2B goliaths, Re/Think Marketing, www.rethinkmarketing.com, July 31; S. Hannaford, 2005,
Both sides now, Harvard Business Review, 83(3): 17; M. Maier, 2005, How to beat Wal-Mart, Business 2.0, May, 108-114; J.
Ewing, A. Zammert, W. Zellner, R. Tiplady, E. Groves, & M. Eidam, 2004, The next Wal-Mart? Like the U.S.-based giant, Ger-
many'’s Aldi boasts awesome margins and huge clout, Business Week, April 26, 60-68; D. K. Rigby & D. Haas, 2004, Outsmart-
ing Wal-Mart, Harvard Business Review, 82(12): 22; K. Naughton, 2003, Out of the box thinking, Newsweek, May 12, 40-44.

Product Substitutes

Compared with its industry rivals, the cost leader also holds an attractive position in
terms of product substitutes. A product substitute becomes an issue for the cost leader
when its features and characteristics, in terms of cost and differentiated features, are
potentially attractive to the firm’s customers. When faced with possible substitutes, the
cost leader has more flexibility than its competitors. To retain customers, it can reduce
the price of its good or service. With still lower prices and competitive levels of differ-
entiation, the cost leader increases the probability that customers will prefer its product
rather than a substitute.

Competitive Risks of the Cost Leadership Strategy

The cost leadership strategy is not risk free. One risk is that the processes used by the
cost leader to produce and distribute its good or service could become obsolete because
of competitors’ innovations. These innovations may allow rivals to produce at costs
lower than those of the original cost leader, or to provide additional differentiated fea-
tures without increasing the product’s price to customers.

A second risk is that too much focus by the cost leader on cost reductions may
occur at the expense of trying to understand customers’ perceptions of “competitive
levels of differentiation.” As noted earlier, Wal-Mart is well known for constantly and
aggressively reducing its costs. At the same time, however, the firm must understand
when a cost-reducing decision to eliminate differentiated features (e.g., extended shop-
ping hours, a large number of checkout counters to reduce waits) would create a loss of
value for customers.

A final risk of the cost leadership strategy concerns imitation. Using their own core
competencies, competitors sometimes learn how to successfully imitate the cost leader’s
strategy. When this occurs, the cost leader must increase the value that its good or ser-
vice provides to customers. Commonly, value is increased by selling the current product
at an even lower price or by adding differentiated features that customers value while
maintaining price.

The differentiation strategy is an integrated set of actions taken to produce goods or
services (at an acceptable cost) that customers perceive as being different in ways that
are important to them.” While cost leaders serve an industry’s typical customer, differ-
entiators target customers who perceive that value is created for them by the manner in
which the firm’s products differ from those produced and marketed by competitors.


http://www.rethinkmarketing.com

Firms must be able to produce differentiated products at competitive costs to
reduce upward pressure on the price customers pay for them. When a product’s differ-
entiated features are produced with noncompetitive costs, the price for the product can
exceed what the firm’s target customers are willing to pay. When the firm has a thor-
ough understanding of what its target customers value, the relative importance they
attach to the satisfaction of different needs, and for what they are willing to pay a pre-
mium, the differentiation strategy can be successfully used.”

Through the differentiation strategy, the firm produces nonstandardized products
for customers who value differentiated features more than they value low cost. For exam-
ple, superior product reliability and durability and high-performance sound systems are
among the differentiated features of Toyota Motor Corporation’s Lexus products. The
Lexus promotional statement—“We pursue perfection, so you can pursue living”—suggests
a strong commitment to overall product quality as a source of differentiation. However,
Lexus offers its vehicles to customers at a competitive purchase price. As with Lexus
products, a good’s or service’s unique attributes, rather than its purchase price, provide
the value for which customers are willing to pay. Although it is currently experiencing
difficulties, including ongoing investigations of the firm’s finances, specialty retailer
Krispy Kreme uses a differentiation strategy to produce premium-quality doughnuts.”
A unique recipe to produce its products and The Doughnut Theatre (where customers
watch doughnuts being made in the store and wait for the “Hot Now” sign to illumi-
nate) are sources of differentiation for Krispy Kreme.

Continuous success with the differentiation strategy results when the firm consis-
tently upgrades differentiated features that customers value, without significant cost
increases. Because a differentiated product satisfies customers’ unique needs, firms fol-
lowing the differentiation strategy are able to charge premium prices. For customers to
be willing to pay a premium price, however, a “firm must truly be unique at something
or be perceived as unique.””® The ability to sell a good or service at a price that substan-
tially exceeds the cost of creating its differentiated features allows the firm to outper-
form rivals and earn above-average returns. For example, shirt and neckwear manufac-
turer Robert Talbott follows stringent standards of craftsmanship and pays meticulous
attention to every detail of production. The firm imports exclusive fabrics from the
world’s finest mills to make men’s dress shirts and neckwear. Single-needle tailoring is
used, and precise collar cuts are made to produce shirts. According to the company,
customers purchasing one of its products can be assured that they are being provided
with the finest fabrics available.”” Thus, Robert Talbott’s success rests on the firm’s abil-
ity to produce and sell its differentiated products at a price significantly higher than the
costs of imported fabrics and its unique manufacturing processes.

Rather than costs, a firm using the differentiation strategy always concentrates on
investing in and developing features that differentiate a good or service in ways that
customers value. Robert Talbott, for example, uses the finest silks from Europe and Asia
to produce its “Best of Class” collection of ties. Overall, a firm using the differentiation
strategy seeks to be different from its competitors on as many dimensions as possible.
The less similarity between a firm’s goods or services and those of competitors, the
more buffered it is from rivals’ actions. Commonly recognized differentiated goods
include Toyota’s Lexus, Ralph Lauren’s wide array of product lines, and Caterpillar’s
heavy-duty earth-moving equipment. Thought by some to be the world’s most expen-
sive and prestigious consulting firm, McKinsey & Co. is a well-known example of a firm
that offers differentiated services.

A good or service can be differentiated in many ways. Unusual features, responsive
customer service, rapid product innovations and technological leadership, perceived pres-
tige and status, different tastes, and engineering design and performance are examples
of approaches to differentiation. There may be a limited number of ways to reduce costs
(as demanded by successful use of the cost leadership strategy). In contrast, virtually
anything a firm can do to create real or perceived value is a basis for differentiation.
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Consider product design as a case in point. Because it can create a positive experience
for customers,’® design is becoming an increasingly important source of differentiation
and hopefully for firms emphasizing it, of competitive advantage.” Product design is
being counted on at General Motors (GM), for example, to help the firm deal with the
types of performance problems we described in the Opening Case in Chapter 1 and in a
Strategic Focus in Chapter 2. Indeed, product design may be a competitive dimension
that will help GM get out of the 1970s mind-set in which the firm appears to remain
grounded (GM’s apparent mind-set is discussed in a Strategic Focus in Chapter 5).
Some analysts believe that newly formed, interactive collaborations between GM
designers and engineers are contributing to the development of car designs that are
more stylish and visually appealing.®® Firms using a differentiation strategy should
remember that the work being completed in terms of all competitive dimensions
(including design) should be oriented to satisfying customers’ needs.®!

A firm’s value chain can be analyzed to determine whether the firm is able to link
the activities required to create value by using the differentiation strategy. Examples of
primary and support activities that are commonly used to differentiate a good or ser-
vice are shown in Figure 4.4. Companies without the skills needed to link these activi-
ties cannot expect to successfully use the differentiation strategy. Next, we explain how
firms using the differentiation strategy can successfully position themselves in terms of
the five forces of competition (see Chapter 2) to earn above-average returns.

Rivalry with Existing Competitors

Customers tend to be loyal purchasers of products that are differentiated in ways that
are meaningful to them. As their loyalty to a brand increases, customers’ sensitivity to
price increases is reduced. The relationship between brand loyalty and price sensitivity
insulates a firm from competitive rivalry. Thus, Robert Talbott’s “Best of Class” neck-
wear line is insulated from competition, even on the basis of price, as long as the com-
pany continues to satisfy the differentiated needs of its customer group. Likewise, Bose
is insulated from intense rivalry as long as customers continue to perceive that its stereo
equipment offers superior sound quality at a competitive purchase price.

Bargaining Power of Buyers (Customers)

The uniqueness of differentiated goods or services reduces customers’ sensitivity to
price increases. Customers are willing to accept a price increase when a product still
satisfies their perceived unique needs better than a competitor’s offering can. Thus, the
golfer whose needs are uniquely satisfied by Callaway golf clubs will likely continue
buying those products even if their cost increases. Similarly, the customer who has been
highly satisfied with a 10-year-old Louis Vuitton wallet will probably replace that wallet
with another one made by the same company even though the purchase price is higher
than the original one. Purchasers of brand-name food items (e.g., Heinz ketchup and
Kleenex tissues) will accept price increases in those products as long as they continue to
perceive that the product satisfies their unique needs at an acceptable cost. Loyal cus-
tomers of Abercrombie & Fitch Co.s “preppy but edgy casual clothing at high prices”
continue to buy the products even as they become more expensive.?? In all of these
instances, the customers are relatively insensitive to price increases because they do not
think that an acceptable product alternative exists.

Bargaining Power of Suppliers

Because the firm using the differentiation strategy charges a premium price for its
products, suppliers must provide high-quality components, driving up the firm’s costs.
However, the high margins the firm earns in these cases partially insulate it from the
influence of suppliers in that higher supplier costs can be paid through these margins.
Alternatively, because of buyers’ relative insensitivity to price increases, the differentiated



Associated with the Differentiation Strategy

Examples of Value-Creating Activities

FIGURE 4.4
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Competitive Advantage: Creating and Sustaining Superior Performance, by Michael E. Porter, 47. Copyright © 1985, 1998 by

Source: Adapted with the permission of The Free Press, an imprint of Simon & Schuster Adult Publishing Group, from
Michael E. Porter.
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firm might choose to pass the additional cost of supplies on to the customer by increas-
ing the price of its unique product.

Potential Entrants

Customer loyalty and the need to overcome the uniqueness of a differentiated product
present substantial barriers to potential entrants. Entering an industry under these con-
ditions typically demands significant investments of resources and patience while seek-
ing customers’ loyalty.

Product Substitutes

Firms selling brand-name goods and services to loyal customers are positioned effec-
tively against product substitutes. In contrast, companies without brand loyalty face a
higher probability of their customers switching either to products that offer differenti-
ated features that serve the same function (particularly if the substitute has a lower
price) or to products that offer more features and perform more attractive functions.

Competitive Risks of the Differentiation Strategy

As with the other business-level strategies, the differentiation strategy is not risk free.
One risk is that customers might decide that the price differential between the differen-
tiator’s product and the cost leader’s product is too large. In this instance, a firm may
be offering differentiated features that exceed target customers’ needs. The firm then
becomes vulnerable to competitors that are able to offer customers a combination of
features and price that is more consistent with their needs.

Another risk of the differentiation strategy is that a firm’s means of differentiation
may cease to provide value for which customers are willing to pay. A differentiated
product becomes less valuable if imitation by rivals causes customers to perceive that
competitors offer essentially the same good or service, but at a lower price. For exam-
ple, Walt Disney Company operates different theme parks, including The Magic King-
dom, Epcot Center, and the newly developed Animal Kingdom. Each park offers enter-
tainment and educational opportunities. However, Disney’s competitors, such as Six
Flags Corporation, also offer entertainment and educational experiences similar to
those available at Disney’s locations. To ensure that its facilities create value for which
customers will be willing to pay, Disney continuously reinvests in its operations to more
crisply differentiate them from those of its rivals.®?

A third risk of the differentiation strategy is that experience can narrow customers’
perceptions of the value of a product’s differentiated features. For example, customers
having positive experiences with generic tissues may decide that the differentiated fea-
tures of the Kleenex product are not worth the extra cost. Similarly, while a customer
may be impressed with the quality of a Robert Talbott “Best of Class” tie, positive expe-
riences with less expensive ties may lead to a conclusion that the price of the “Best of
Class” tie exceeds the benefit. To counter this risk, firms must continue to meaningfully
differentiate their product for customers at a price they are willing to pay.

Counterfeiting is the differentiation strategy’s fourth risk. Makers of counterfeit
goods—products that attempt to convey a firm’s differentiated features to customers at
significantly reduced prices—are a concern for many firms using the differentiation
strategy. For example, Callaway Golf Company’s success at producing differentiated
products that create value, coupled with golf’s increasing global popularity, has created
great demand for counterfeited Callaway equipment. Through the U.S. Customs Ser-
vice’s “Project Teed Off” program, agents seized over 110 shipments with a total of
more than 100,000 counterfeit Callaway golf club components over a three-year
period.?* Altria Group’s domestic tobacco division, Philip Morris USA, files lawsuits
against retailers selling counterfeit versions of its cigarettes, such as Marlboro. Judg-
ments Philip Morris has won in these suits include immediate discontinuance of selling
the counterfeit products as well as significant financial penalties for any future viola-



tions.®> Pfizer is placing radio tags on bottles of Viagra. The
small computer-like chips allow Pfizer to track each bottle of
Viagra and confirm its legitimacy.%

Focus Strategies

Firms choose a focus strategy when they intend to use their
core competencies to serve the needs of a particular industry
segment or niche to the exclusion of others. Examples of
specific market segments that can be targeted by a focus strat-
egy include (1) a particular buyer group (e.g., youths or sen-
ior citizens), (2) a different segment of a product line (e.g.,

VELLW Recx: YoLLow Rice
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products for professional painters or those for “do-it-your- Goya Foods succeeds by offering a wide variety of products to
selfers”), or (3) a different geographic market (e.g., the East  consumers who form a particular segment of the market, in this

or the West in the United States).®” Thus, the focus strategy is  case the Hispanic community.
an integrated set of actions taken to produce goods or ser-
vices that serve the needs of a particular competitive segment.

To satisfy the needs of a certain size of company competing in a particular geo-
graphic market, Los Angeles—based investment banking firm Greif & Company posi-
tions itself as “The Entrepreneur’s Investment Bank.” Greif & Company is a leader in
providing merger and acquisition advice to medium-sized businesses located in the
western United States.®® Partly because of costs and liability, governments are outsourc-
ing health care to private companies. Nicknamed the “HMO behind bars,” American
Services Group Inc. (ASG) specializes in providing contract health care for prisons and
jails such as New York’s Rikers Island facility.® Goya Foods is the largest U.S.-based
Hispanic-owned food company. Segmenting the Hispanic market into unique groups,
Goya offers a total of over 1,000 products to consumers. The firm seeks “to be the be-all
for the Latin community.”?® By successfully using a focus strategy, firms such as Greif &
Company, ASG, and Goya Foods gain a competitive advantage in specific market niches or
segments, even though they do not possess an industry-wide competitive advantage.’!

Although the breadth of a target is clearly a matter of degree, the essence of the
focus strategy “is the exploitation of a narrow target’s differences from the balance of
the industry.”? Firms using the focus strategy intend to serve a particular segment of
an industry more effectively than can industry-wide competitors. They succeed when
they effectively serve a segment whose unique needs are so specialized that broad-based
competitors choose not to serve that segment or when they satisfy the needs of a seg-
ment being served poorly by industry-wide competitors.”

Firms can create value for customers in specific and unique market segments by
using the focused cost leadership strategy or the focused differentiation strategy.

Focused Cost Leadership Strategy

Based in Sweden, Ikea, a global furniture retailer with locations in 44 countries and
sales revenue of $15.5 billion in 2004, follows the focused cost leadership strategy.”
The firm’s vision is “Good design and function at low prices.”®® Young buyers desiring
style at a low cost are Ikea’s target customers.”” For these customers, the firm offers
home furnishings that combine good design, function, and acceptable quality with low
prices. According to the firm, “low cost is always in focus. This applies to every phase of
our activities.””® The firm’s intentions seem to be realized by customers, who see Tkea as
a source of “stuff that’s cool and cheap.”® The firm continues its global expansion,
recently opening stores in Russia and China.!%

Tkea emphasizes several activities to keep its costs low.!! For example, instead of
relying primarily on third-party manufacturers, the firm’s engineers design low-cost,
modular furniture ready for assembly by customers. To eliminate the need for sales
associates or decorators, Ikea positions the products in its stores so that customers can

The focus strategy is an inte-
grated set of actions taken to
produce goods or services that
serve the needs of a particular
competitive segment.

© KAYTE M. DEIOMA/PHOTOEDIT
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view different living combinations (complete with sofas, chairs, tables, and so forth) in
a single roomlike setting, which helps the customer imagine how a grouping of furni-
ture will look in the home. Typically, competitors’ furniture stores display multiple
varieties of a single item in separate rooms, so their customers examine living room
sofas in one room, tables in another room, chairs in yet another location, and acces-
sories in still another area. Ikea’s approach requires fewer sales personnel, allowing the
company to keep its costs low. A third practice that helps keep Ikea’s costs low is requir-
ing customers to transport their own purchases rather than providing delivery service.

Although it is a cost leader, Tkea also offers some differentiated features that appeal
to its target customers, including in-store playrooms for children, wheelchairs for cus-
tomer use, and extended hours. Stores outside those in the home country have “Sweden
Shops” that sell Swedish specialties, such as herring, crisp bread, Swedish caviar, and
gingerbread biscuits. Ikea believes that these services and products “are uniquely
aligned with the needs of [its] customers, who are young, are not wealthy, are likely to
have children (but no nanny), and, because they work for a living, have a need to shop
at odd hours.”1%? Thus, Ikea’s focused cost leadership strategy finds the firm offering
some differentiated features with its low-cost products.

Focused Differentiation Strategy

Other firms implement the focused differentiation strategy. As noted earlier, firms can
differentiate their products in many ways. The Internet furniture venture Casketfurniture
.com, for example, targets Generation X people who are interested in using the Internet
as a shopping vehicle and who want to buy items with multiple purposes. The company
considers itself to be “The Internet’s Leading Provider of Top Quality Furniture Prod-
ucts.” Casketfurniture.com offers a collection of products, including display cabinets,
coffee tables, and entertainment centers, that can be easily converted into coffins if
desired. The firm also makes custom casket products for customers.!%?

Founded in 1993, Anne Fontaine is a firm specializing in designing, producing, and
selling white shirts for women. The firms sells its products in over 70 of its own stores
that are located in major cities across the world. CEO and chief designer Anne Fontaine
focuses on white because the color “represents light and purity, like a breath of fresh
air” According to Fontaine, her design style is “eccentric, sensual, and above all femi-
nine.” The firm’s shirt prices range from $165 to $550. Women desiring a “uniquely
feminine” shirt that is made of the highest quality materials are Anne Fontaine’s target
customer.!04

With its focus strategy, firms must be able to complete various primary and sup-
port activities in a competitively superior manner to develop and sustain a competitive
advantage and earn above-average returns. The activities required to use the focused
cost leadership strategy are virtually identical to those of the industry-wide cost leader-
ship strategy (Figure 4.3), and activities required to use the focused differentiation
strategy are largely identical to those of the industry-wide differentiation strategy (Fig-
ure 4.4). Similarly, the manner in which each of the two focus strategies allows a firm to
deal successfully with the five competitive forces parallels those of the two broad strate-
gies. The only difference is in the competitive scope, from an industry-wide market to a
narrow industry segment. Thus, Figures 4.3 and 4.4 and the text regarding the five com-
petitive forces also describe the relationship between each of the two focus strategies
and competitive advantage.

Competitive Risks of Focus Strategies

With either focus strategy, the firm faces the same general risks as does the company
using the cost leadership or the differentiation strategy, respectively, on an industry-
wide basis. However, focus strategies have three additional risks.



First, a competitor may be able to focus on a more narrowly defined competitive
segment and “outfocus” the focuser. For example, Confederate Motor Co. is producing a
highly differentiated motorcycle that might appeal to some of Harley Davidson’s cus-
tomers. Obsessed with making a “fiercely American motorcycle” (one that is even more
American than are Harley’s products), Confederate’s motorcycles are produced entirely
by hand labor. In fact, a full week is required to make a single bike. Digital technology
is used to design Confederate’s products, which have a radical appearance. At a price of
$62,000 or above, the firm’s products will appeal only to customers wanting to buy a
truly differentiated product such as the F113 Hellcat (which is receiving “rave reviews
in the motorcycling press”).!%

Second, a company competing on an industry-wide basis may decide that the mar-
ket segment served by the focus strategy firm is attractive and worthy of competitive
pursuit. Consider the possibility that other manufacturers and marketers of women’s
clothing might determine that the profit potential in the narrow segment being served
by Anne Fontaine is attractive. Gap Inc., for example, announced in spring 2005 that it
was launching Forth & Towne, a new women’s apparel retail concept, to “offer fashion-
able apparel and accessories targeting women over the age of 351% If the Forth &
Towne concept proves successful, Gap might begin to offer upscale, highly differenti-
ated shirts that would compete against Anne Fontaine’s.

The third risk involved with a focus strategy is that the needs of customers within
a narrow competitive segment may become more similar to those of industry-wide cus-
tomers as a whole. As a result, the advantages of a focus strategy are either reduced or
eliminated. At some point, for example, the needs of Ikea’s customers for stylish furni-
ture may dissipate, although their desire to buy relatively inexpensive furnishings may
not. If this change in needs were to happen, Ikea’s customers might buy from large
chain stores that sell somewhat standardized furniture at low costs. It is possible that
the ability of competitors from other nations (especially from China) to inexpensively
produce lamps with some levels of differentiation contributed to the decline in the size
of Frederick Cooper Lamp’s target market as illustrated in the Opening Case.

Integrated Cost Leadership/Differentiation Strategy

As stated earlier, many of today’s customers have high expectations when purchasing a
good or service. In a strategic context, this means that increasingly, customers want to
purchase low-priced, differentiated products. Because of these expectations, a number
of firms are trying to perform primary and support activities in ways that allow them
to simultaneously pursue low cost and differentiation. Firms seeking to develop this
type of activity map use the integrated cost leadership/differentiation strategy. The
objective of using this strategy is to efficiently produce products with some differenti-
ated attributes. Efficient production is the source of keeping costs low while some dif-
ferentiation is the source of unique value. Firms that successfully use the integrated cost
leadership/differentiation strategy have learned to quickly adapt to new technologies
and rapid changes in their external environments. The reason for this is that simultane-
ously concentrating on developing two sources of competitive advantage (cost and dif-
ferentiation) increases the number of primary and support activities in which the firm
must become competent. In turn, having skills in a larger number of activities makes a
firm more flexible.

Concentrating on the needs of its core customer group (higher-income, fashion-
conscious discount shoppers), Target Stores uses an integrated cost leadership/differen-
tiation strategy. The company’s annual report describes this strategy: “Through careful
nurturing and an intense focus on consistency and coordination throughout our orga-
nization, Target has built a strong, distinctive brand. At the core of our brand is our
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commitment to deliver the right balance of differentiation and value through our
‘Expect More. Pay Less’ brand promise.”!” Target relies on its relationships with, among
others, Sonia Kashuk in cosmetics, Mossimo in apparel, Eddie Bauer in camping and
outdoor gear, and Michael Graves in home, garden, and electronics products to offer
differentiated products at discounted prices. Committed to presenting a consistent
upscale image, the firm carefully studies trends to find new branded items that it
believes can satisfy its customers’ needs.!%

Evidence suggests a relationship between successful use of the integrated strategy
and above-average returns.!® Thus, firms able to produce relatively differentiated prod-
ucts at relatively low costs can expect to perform well.!!? Indeed, a researcher found
that the most successful firms competing in low-profit-potential industries were inte-
grating the attributes of the cost leadership and differentiation strategies.!'! Other
researchers have discovered that “businesses which combined multiple forms of com-
petitive advantage outperformed businesses that only were identified with a single
form.”'12 The results of another study showed that the highest-performing companies
in the Korean electronics industry combined the value-creating aspects of the cost lead-
ership and differentiation strategies.!'> This finding suggests the usefulness of the inte-
grated cost leadership/differentiation strategy in settings outside the United States.

Unlike Target, which uses the integrated cost leadership/differentiation strategy on
an industry-wide basis, air-conditioning and heating-systems maker Aaon concentrates
on a particular competitive scope. Thus, Aaon is implementing a focused integrated
strategy. Aaon manufactures semicustomized rooftop air conditioning systems for large
retailers, including Wal-Mart, Target, and Home Depot. Aaon positions its rooftop sys-
tems between low-priced commodity equipment and high-end customized systems. The
firm’s innovative manufacturing capabilities allow it to tailor a production line for
units with special heat-recovery options unavailable on low-end systems. Combining
custom features with assembly-line production methods results in significant cost sav-
ings. Aaon’s prices are approximately 5 percent higher than low-end products but are
only one-third the price of comparable customized systems.!'* Thus, the firm’s nar-
rowly defined target customers receive some differentiated features (e.g., special heat-
recovery options) at a low, but not the lowest, cost.

Flexibility is required for firms to complete primary and support activities in ways
that allow them to produce somewhat differentiated products at relatively low costs.
Flexible manufacturing systems, information networks, and total quality management
systems are three sources of flexibility that are particularly useful for firms trying to
balance the objectives of continuous cost reductions and continuous enhancements to
sources of differentiation as called for by the integrated strategy.

Flexible Manufacturing Systems
A flexible manufacturing system (FMS) increases the “flexibilities of human, physical,
and information resources”!!® that the firm integrates to create relatively differentiated
products at relatively low costs. A significant technological advance, FMS is a computer-
controlled process used to produce a variety of products in moderate, flexible quantities
with a minimum of manual intervention.!!¢

The goal of an FMS is to eliminate the “low cost versus product variety” trade-off
that is inherent in traditional manufacturing technologies. Firms use an FMS to change
quickly and easily from making one product to making another.!'” Used properly, an
FMS allows the firm to respond more effectively to changes in its customers’ needs,
while retaining low-cost advantages and consistent product quality.!'® Because an FMS
also enables the firm to reduce the lot size needed to manufacture a product efficiently,
the firm increases its capacity to serve the unique needs of a narrow competitive scope.

The effective use of an FMS is linked with a firm’s ability to understand the con-
straints these systems may create (in terms of materials handling and the flow of sup-



porting resources in scheduling, for example) and to design an effective mix of machines,
computer systems, and people.!'? In industries of all types, effective mixes of the firm’s
tangible assets (e.g., machines) and intangible assets (e.g., people’s skills) facilitate imple-
mentation of complex competitive strategies, especially the integrated cost leadership/
differentiation strategy.'?°

Information Networks

By linking companies with their suppliers, distributors, and customers, information
networks provide another source of flexibility. Among other outcomes, these networks,
when used effectively,'?! facilitate the firm’s efforts to satisfy customer expectations in
terms of product quality and delivery speed.!??

Earlier, we discussed the importance of managing the firm’s relationships with its
customers in order to understand their needs. Customer relationship management
(CRM) is one form of an information-based network process that firms use to do
this.!?* An effective CRM system provides a 360-degree view of the company’s relation-
ship with customers, encompassing all contact points, business processes, and commu-
nication media and sales channels.!?* The firm can then use this information to deter-
mine the trade-offs its customers are willing to make between differentiated features
and low cost, which is vital for companies using the integrated cost leadership/differen-
tiation strategy.

In addition to determining customers’ product needs in terms of cost and differen-
tiated features, effective information networks improve the flow of work and communi-
cations among employees producing a firm’s good or service.!?> Better work flow and
more effective communications allow workers to quickly identify problems and find
flexible ways of dealing with them.!?°

Total Quality Management Systems

Total quality management (TQM) is a “managerial innovation that emphasizes an
organization’s total commitment to the customer and to continuous improvement of
every process through the use of data-driven, problem-solving approaches based on
empowerment of employee groups and teams.”'?” Firms develop and use TQM systems
in order to (1) increase customer satisfaction, (2) cut costs, and (3) reduce the amount
of time required to introduce innovative products to the marketplace.!?® Ford Motor
Company is relying on TQM to help “root out” its quality flaws,'? while General
Motors is “scrambling to narrow the quality gap that its executives say is the main rea-
son consumers shy away from GM.”!** The focus by these firms on TQM to improve
product and service quality is appropriate,’®! in that while U.S. auto manufacturers
have made progress, “the Big Three still lag behind some foreign competitors, primarily
the Japanese, by most quality measures.”!*?

Firms able to simultaneously cut costs while enhancing their ability to develop
innovative products increase their flexibility, an outcome that is particularly helpful to
firms implementing the integrated cost leadership/differentiation strategy. Exceeding
customers’ expectations regarding quality is a differentiating feature, and eliminating
process inefficiencies to cut costs allows the firm to offer that quality to customers at a
relatively low price. Thus, an effective TQM system helps the firm develop the flexibility
needed to spot opportunities to simultaneously increase differentiation and reduce
costs.

Competitive Risks of the Integrated Cost
Leadership/Differentiation Strategy

The potential to earn above-average returns by successfully using the integrated cost
leadership/differentiation strategy is appealing. However, this is a risky strategy, as it is

Total quality management
is a managerial innovation
that emphasizes an organiza-
tion’s total commitment to the
customer and to continuous
improvement of every process
through the use of data-driven,
problem-solving approaches
based on empowerment of
employee groups and teams.
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difficult for firms to perform primary and support activities in ways that allow them to
produce relatively inexpensive products with levels of differentiation that create value
for the target customer. Moreover, to properly use this strategy across time, firms must
be able to simultaneously reduce costs incurred to produce products (as required by the
cost leadership strategy) while increasing products’ differentiation (as required by the
differentiation strategy).

Firms that fail to perform the primary and support activities in an optimum man-
ner become “stuck in the middle.”!*® Being stuck in the middle means that the firm’s
cost structure is not low enough to allow it to attractively price its products and that its
products are not sufficiently differentiated to create value for the target customer. When
this happens, the firm will not earn above-average returns and will earn average returns
only when the structure of the industry in which it competes is highly favorable.!’*
Thus, companies implementing the integrated cost leadership/differentiation strategy
must be able to perform the primary and support activities in ways that allow them to
produce products that offer the target customer some differentiated features at a rela-
tively low cost/price. As explained earlier, Southwest Airlines is able to do this and has
avoided becoming stuck in the middle.

Firms can also become stuck in the middle when they fail to successfully imple-
ment either the cost leadership or the differentiation strategy. In other words, industry-
wide competitors too can become stuck in the middle. Some speculate that this may be
what happened at Hewlett-Packard under former CEO Carly Fiorina’s leadership.
Hewlett-Packard (HP) is competing against Dell with a strong low cost position and
against IBM which has a strong differentiation strategy based on service. One analyst
suggested that HP was “competing on price one week, service the next, while trying to
sell through often conflicting, high-cost channels”!3> As explained in the Strategic
Focus, Maytag Corporation is another firm that suffered from being stuck in the mid-
dle. As you will read, becoming stuck in the middle reduced the firm’s ability to earn
above-average returns and caused it to become a takeover target. You will learn more
about Maytag’s fate in a Strategic Focus in Chapter 6.

SUMMARY

+ A business-level strategy is an integrated and coordinated set of  + Firms seeking competitive advantage through the cost leader-

-
w
o

| PART 2/ Strategic Actions: Strategy Formulation

commitments and actions the firm uses to gain a competitive
advantage by exploiting core competencies in specific product
markets. Five business-level strategies (cost leadership, differen-
tiation, focused cost leadership, focused differentiation, and
integrated cost leadership/differentiation) are examined in the
chapter.

Customers are the foundation of successful business-level
strategies. When considering customers, a firm simultaneously
examines three issues: who, what, and how. These issues, respec-
tively, refer to the customer groups to be served, the needs
those customers have that the firm seeks to satisfy, and the core
competencies the firm will use to satisfy customers’ needs.
Increasing segmentation of markets throughout the global
economy creates opportunities for firms to identify increasingly
unique customer needs they can try to serve by using one of
the business-level strategies.

ship strategy produce no-frills, standardized products for an
industry’s typical customer. However, these low-cost products
must be offered with competitive levels of differentiation.
Above-average returns are earned when firms continuously
drive their costs lower than those of their competitors, while
providing customers with products that have low prices and
acceptable levels of differentiated features.

Competitive risks associated with the cost leadership strategy
include (1) a loss of competitive advantage to newer technolo-
gies, (2) a failure to detect changes in customers’ needs, and (3)
the ability of competitors to imitate the cost leader’s competi-
tive advantage through their own unique strategic actions.

Through the differentiation strategy, firms provide customers
with products that have different (and valued) features. Differ-
entiated products must be sold at a cost that customers believe



Maytag Corporation: A Cost Leader? A Differentiator?

“For the better part of a century, Maytag brand appliances have been synonymous with .
dependability and quality.” Appearing on the Maytag Corporation’s Web site, this state- St rate g IC
ment suggests that Maytag believes that dependability (or reliability) and product quality

are competitive advantages for the firm. As competitive advantages, reliability and prod- FOC u S

uct quality are associated with use of a differentiation strategy rather than a cost leader-
ship strategy for firms targeting a broad competitive scope.

It is arguably difficult in today’s global appliance market to develop competitive
advantages on the basis of reliability and quality. Lower-cost competitors have learned
how to produce products that provide customers with years of solid, reliable service
(because of this, repairmen for Maytag’s competitors are also “lonely guys”). Global com-
petitors from Korean, LG Electronics and Samsung, and China’s Qingdao Haier Ltd. (more
commonly referred to as the Haier Group), produce appliances with reliability levels close
if not equal to Maytag's. Reliability is no longer a source of competitive advantage—it is
the price of market entry.In the words of an analyst talking about Maytag'’s efforts to out-
perform competitors:“Reliable products or service is the table stakes.You've either got
that or you aren't playing.”The same can be said about product quality. For a host of prod-
ucts, including appliances, quality is increasingly becoming a necessary but not sufficient
condition to attract customers’ purchases.This means that without quality, customers
won't consider buying a good or service. However, because virtually all firms are producing
products with acceptable to high levels of quality, it is difficult for a firm to outperform
competitors on the basis of the quality of its product.

If Maytag isn't able to differentiate its offerings in terms of reliability and quality as
the basis for successfully using a differentiation strategy, might it have the ability to earn
above-average returns through the cost leadership strategy? The evidence isn’t encourag-
ing here either. Maytag has high labor costs. Moreover, it is losing the battle to establish a
firm position in low-cost distribution channels. Maytag recently exited Best Buy and is los-
ing space to LG Electronics and Samsung at Home Depot. Relying on higher-cost distribu-
tion channels such as full-line department stores and independent retailers makes it diffi-
cult for Maytag to keep its costs low. In combination, then, Maytag has a host of
operational issues:“High labor costs, lack of innovation, and Asia-based rivals.” Stated very
directly, Maytag's costs are too high to allow it to compete as the low-cost leader,and it
lacks the innovation needed to consistently produce differentiated features that will cre-
ate unique value for customers on an industry-wide basis.

But Maytag Corporation does own valuable brands such as Jenn-Air, Amana, and
Hoover in addition to the core Maytag brand. Some competitors believe that there is hid-
den value in those brands and have launched bids to purchase the firm.In August 2005,
Whirlpool Corp. offered the highest bid to purchase Maytag. If the transaction is com-
pleted, analysts expected that Whirlpool would be able to “drive significant efficiencies to
help repair Maytag's overburdened cost structure [and] could better extend Maytag’s
pipeline of innovation.” As part of another corporation such as Whirlpool, Maytag might
be able to successfully implement the differentiation strategy and avoid being stuck in
the middle.
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is competitive given the product’s features as compared with
the cost/feature combination available through competitors’
offerings. Because of their uniqueness, differentiated goods or
services are sold at a premium price. Products can be differenti-
ated along any dimension that some customer group values.
Firms using this strategy seek to differentiate their products
from competitors’ goods or services along as many dimensions
as possible. The less similarity with competitors’ products, the
more buffered a firm is from competition with its rivals.

+ Risks associated with the differentiation strategy include (1) a
customer group’s decision that the differences between the dif-
ferentiated product and the cost leader’s good or service are no
longer worth a premium price, (2) the inability of a differenti-
ated product to create the type of value for which customers
are willing to pay a premium price, (3) the ability of competitors
to provide customers with products that have features similar to
those associated with the differentiated product, but at a lower
cost, and (4) the threat of counterfeiting, whereby firms produce
a cheap “knockoff” of a differentiated good or service.

+ Through the cost leadership and the differentiated focus strate-
gies, firms serve the needs of a narrow competitive segment
(e.g., a buyer group, product segment, or geographic area). This

REVIEW

QUESTIONS

—_

. What is a business-level strategy?

2. What is the relationship between a firm’'s customers and its
business-level strategy in terms of who, what, and how? Why is
this relationship important?

w

What are the differences among the cost leadership, differentia-
tion, focused cost leadership, focused differentiation, and inte-
grated cost leadership/differentiation business-level strategies?

EXPERIENTIAL

EXERCISES

Differentiation in
a Low-Cost World

One of the competitive realities of the market in the 21st century
is that very few firms can succeed by emphasizing only cost or dif-
ferentiation. When considering the value chain tool developed by

strategy is successful when firms have the core competencies
required to provide value to a narrow competitive segment that
exceeds the value available from firms serving customers on an
industry-wide basis.

+ The competitive risks of focus strategies include (1) a competi-

tor’s ability to use its core competencies to “outfocus” the
focuser by serving an even more narrowly defined competitive
segment, (2) decisions by industry-wide competitors to focus on
a customer group’s specialized needs, and (3) a reduction in dif-
ferences of the needs between customers in a narrow competi-
tive segment and the industry-wide market.

+ Firms using the integrated cost leadership/differentiation strat-

egy strive to provide customers with relatively low-cost prod-
ucts that have some valued differentiated features. Flexibility is
required for the firm to learn how to use primary and support
activities in ways that allow them to produce somewhat differ-
entiated products at relatively low costs. The primary risk of this
strategy is that a firm might produce products that do not offer
sufficient value in terms of either low cost or differentiation.
When this occurs, the company is “stuck in the middle.” Firms
stuck in the middle compete at a disadvantage and are unable
to earn more than average returns.

L =]

4. How can each one of the business-level strategies be used to

position the firm relative to the five forces of competition in a
way that helps the firm earn above-average returns?

L

What are the specific risks associated with using each business-
level strategy?

Michel Porter, it is important to remember that the capabilities in
each activity have the goal of widening the profit margin whether
by positively affecting the cost to produce a good or service or by
the ability to differentiate a good or service from competitors’
offerings in ways that customers value, or both. Thus, it is impor-
tant for firms pursuing differentiation to determine where costs



can be cut without damaging the ability to meaningfully differen-
tiate their good or service in ways that will allow them to sell prod-
ucts at a high price. Similarly, low-cost firms need to look for
opportunities to add differentiation where they can without
increasing average unit costs. In this exercise, you will examine the
latter situation.

To complete this exercise, you should visit the firms involved. You
are likely familiar with the firms listed below and you probably
have some well-developed ideas about what each firm does to
find some differentiation opportunities in a low-cost competitive
environment. As the first step in this exercise, select one of the
industries listed below and conduct the associated research.

Discount Merchandising

Visit a Wal-Mart, preferably a Supercenter, and a “dollar store” such
as Family Dollar, Dollar General, or the Dollar Store. Assess how each
of these discount merchandisers pursues differentiation as part of
the means of implementing its cost leadership business-level strat-
egy. How does what you observe about these stores’ attempts to
offer some differentiated features match with the assumptions you
had before entering each store? If so, what are the changes? After
setting out the ways in which you see these firms differentiating
their product offerings and their store presentations, assess and
explain how and why these elements make sense.

Fast-Food Hamburgers

Visit a Wendy'’s, a Burger King, and a Hardee’s. Assess how each of
these fast-food restaurants pursues differentiation elements as a
key part of successfully implementing its cost leadership business-
level strategy. Check your assumptions going in about the differen-
tiation approaches of each restaurant. How have you changed
them or added to them? After setting out the ways in which you
see these firms differentiating their offerings and store presenta-
tions, assess and explain how and why these elements have the
potential to help firms create value for customers.

Blockbuster and Carl Icahn

Disagreements about the business-level strategy a firm's managers
have chosen to implement is one of the often cited reasons stock-

NOTES .

1. G. Gavetti & J .W. Rivkin, 2005, How strategists really think, Harvard Busi-
ness Review, 83(4): 54-63.

2. G. Gavetti, D. A. Levinthal, & J. W. Rivkin, 2005, Strategy making in novel
and complex worlds: The power of analogy, Strategic Management Jour-
nal, 26:691-712.

3. J.Tan & D. Tan, 2005, Environment-strategy co-evolution and co-align-
ment: A staged model of Chinese SOEs under transition, Strategic Man-
agement Journal, 26: 141-157.

holders decide to launch a proxy battle. One of the benefits for
observers and students of business is that these public battles pro-
vide a clear debate regarding the superior benefits of one stra-
tegy compared to another. Many times, the differences of opinion
revolve around the effects of the five forces on a firm’s ability to
earn above-average returns. In this exercise, you will study a set of
recent activities that is grounded in these realities. The battle to be
considered involves two stars: (1) a company that was a great
entrepreneurial success just two decades ago, Blockbuster Video,
and (2) Carl Icahn, a corporate raider.

The battle at Blockbuster surfaced in part because of the changing
nature of the five forces of competition in the video rental industry.
Those forces seemed to be changing in ways that created entrepre-
neurial opportunities for the two firms mentioned below to com-
pete against Blockbuster. That is, the competitive advantage that
Blockbuster had built to effectively position itself relative to the
industry’s five forces of competition was beginning to deteriorate.

Part One

Using the Internet or a library’s resources, research the proxy battle
that Carl Icahn waged against Blockbuster CEO John Antioco over
the future of the company in 2005. When completing this research,
also examine two other firms: Netflix (NFLX) and Comcast
(CMCSA).To assess Icahn’s and Antioco’s views, you need to
develop an understanding of the changing nature of competition
in the entertainment industry (as indicated by an analysis of the
five forces) that confronts Blockbuster, Netflix, and Comcast.

Part Two

Using the information gained from Part One, systematically assess
the effects of the changing five forces of competition on each of
the three firms’ business-level strategies. Given the changes with
respect to the five forces and in light of the emerging competition
Blockbuster faces from Netflix and Comcast, do you think that CEO
Antioco or corporate raider Icahn better understood the effects of
changes to the five forces of competition when it comes to Block-
buster’s ability to defend itself against the newly emerging nature
of the five forces?

4. G.George, J. Wiklund, & S. A. Zahra, 2005, Ownership and the internation-
alization of small firms, Journal of Management, 31:210-233.

5. E.Kim, D. Nam, & J. L. Stimpert, 2004, The applicability of Porter’s generic
strategies in the digital age: Assumptions, conjectures, and suggestions,
Journal of Management, 30: 569-589; R. D. Ireland, M. A. Hitt, S. M. Camp, &
D. L. Sexton, 2001, Integrating entrepreneurship and strategic manage-
ment actions to create firm wealth, Academy of Management Executive,
15(1): 49-63.
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Studying this chapter should provide you with the strategic management knowledge needed to:

1. Define competitors, competitive rivalry,competitive 4. Discuss factors affecting the likelihood a competitor
- behavior,and competitive dynamics. will take competitive actions.
2. Describe market commonality and resource similarity 5. Discuss factors affecting the likelihood a competitor
as the building blocks of a competitor analysis. will respond to actions taken against it.

3. Explain awareness, motivation, and ability as drivers of 6. Explain competitive dynamics in slow-cycle, fast-cycle,
competitive behavior. and standard-cycle markets.
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Southwest Airlines owes its success in part to its excellent customer service.




Southwest Airlines: The King of the Hill That Is

Changing an Industry

uch has been written about Southwest Airlines
but more should be said. It is arguably the best
airline in the United States and among the best
in the world. Most competitors and analysts focus
on Southwest’s low-cost strategy. However, as we
explained in Chapter 4, Southwest follows an
integrated cost leadership/differentiation strategy.
It differentiates its service with excellent human
capital. The firm has fewer customer complaints
than most competitors and has high “on-time”
performance, among other distinctions.
Southwest’s leadership in implementing the
integrated strategy is changing the airline indus-
try. Many of the “full service” airlines have tried
to imitate Southwest’s strategy but have been
unable to manage costs effectively and/or offer
comparable levels of service. Southwest contin-
ues to best most of its competitors such that
they will have to change or die.In other words,
Southwest is literally killing its competition. In
the second quarter of 2005, Southwest announced
a record increase in profits of 41 percent.Such
an increase would be impressive enough under
normal business conditions; coming at a time
when the price of fuel is at record levels, causing
most other airlines to announce major net losses,
it is almost incredible. How was Southwest Air-
lines able to make such profits? It is effective in
managing its costs, particularly through its hedg-
ing program. Gary Kelly, the CEO of Southwest
Airlines, has suggested that no airline can make
a profit when the price of oil is above $50 a bar-

rel. As a result, Southwest has negotiated hedging
agreements that extend through 2009 to pay no
more than $35 a barrel for at least 25 percent of
its fuel needs. It holds options for approximately
85 percent of its oil for $26 a barrel. It has been
hedging the cost of its fuel since 2001, when the
price of a barrel of oil was only $17.In recent
times, the cost for a barrel of oil has been greater
than $70.These types of decisions have helped
Southwest to achieve 57 straight profitable
quarters and allow the executives the flexibility
to never lay off employees (even following Sep-
tember 11,2001, when many large companies
and most other airlines experienced major
employee layoffs).

Southwest has also become increasingly
aggressive in competitive actions. For example, it
acquired an interest in AirTran Airways, thereby
obtaining access to six additional gates at Mid-
way Airport in Chicago. At a time when most of
Southwest’s competitors are reducing capacity,
Southwest plans to add 29 planes to its fleet,
bringing the total to 417,in order to increase its
capacity for flights and passengers by 10 percent.
“| feel very good about our