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4 PART 1 e OVERVIEW OF STRATEGIC MANAGEMENT

When CEOs from the big three American automakers, Ford, General Motors (GM), and
Chrysler, showed up without a clear strategic plan to ask congressional leaders for bailout
monies, they were sent home with instructions to develop a clear strategic plan for the
future. Austan Goolsbee, one of President Obama’s top economic advisers, said, “Asking
for a bailout without a convincing business plan was crazy.” Goolsbee also said, “If the
three auto CEOs need a bridge, it’s got to be a bridge to somewhere, not a bridge to
nowhere.”! This textbook gives the instructions on how to develop a clear strategic plan—
a bridge to somewhere rather than nowhere.

This chapter provides an overview of strategic management. It introduces a practical,
integrative model of the strategic-management process; it defines basic activities and terms
in strategic management.

This chapter also introduces the notion of boxed inserts. A boxed insert is provided in
each chapter to examine how some firms are doing really well competing in a global eco-
nomic recession. Some firms are strategically capitalizing on the harsh business climate
and prospering as their rivals weaken. These firms are showcased in this edition to reveal
how those companies achieved prosperity. Each boxed insert examines the strategies of
firms doing great amid the worst recession in almost 30 years, the biggest stock market
decline since 1937, high unemployment, record high and then record low oil prices, low
consumer confidence, low interest rates, bankruptcies, liquidations, unavailability of
credit, falling consumer demand for almost everything, and intense price competition as

Doing Great in a Weak Economy

McDonald’s Corporation

hen most firms were struggling in 2008,

McDonald's increased its revenues from $22.7
billion in 2007 to $23.5 billion in 2008. Headquartered
in Oak Brook, lllinois McDonald’s net income nearly
doubled during that time from $2.4 billion to
$4.3 billion—quite impressive. Fortune magazine in
2009 rated McDonald's as their 16th “Most Admired
Company in the World” in terms of their management
and performance.

McDonald’s added 650 new outlets in 2009
when many restaurants struggled to keep their doors
open. McDonald’s low prices and expanded menu
items have attracted millions of new customers
away from sit-down chains and independent eateries.

Jim Skinner, CEO of McDonald’s, says, “We do so well
because our strategies have been so well planned
out.” McDonald’s served about 60 million customers

every day in 2009, 2 million more than in 2008. Nearly
80 percent of McDonald’s are run by franchisees
(or affiliates).
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consumers today purchase only what they need rather than what they want. Societies
worldwide confront the most threatening economic conditions in nearly a century. The
boxed insert in each chapter showcases excellent strategic management under harsh
economic times.

The first company featured for excellent performance in the global recession is
McDonald’s Corporation, also showcased as the Cohesion Case in this 13th edition.
McDonald’s is featured as the Cohesion Case also because it is a well-known global firm
undergoing strategic change and well managed. By working through McDonald’s-related
Assurance of Learning Exercises at the end of each chapter, you will be well prepared to
develop an effective strategic plan for any company assigned to you this semester. The
end-of-chapter exercises apply chapter tools and concepts.

What Is Strategic Management?

Once there were two company presidents who competed in the same industry. These two
presidents decided to go on a camping trip to discuss a possible merger. They hiked deep
into the woods. Suddenly, they came upon a grizzly bear that rose up on its hind legs and
snarled. Instantly, the first president took off his knapsack and got out a pair of jogging
shoes. The second president said, “Hey, you can’t outrun that bear.” The first president
responded, “Maybe I can’t outrun that bear, but I surely can outrun you!” This story
captures the notion of strategic management, which is to achieve and maintain competitive
advantage.
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Defining Strategic Management

Strategic management can be defined as the art and science of formulating, implementing,
and evaluating cross-functional decisions that enable an organization to achieve its objec-
tives. As this definition implies, strategic management focuses on integrating management,
marketing, finance/accounting, production/operations, research and development, and
information systems to achieve organizational success. The term strategic management in
this text is used synonymously with the term strategic planning. The latter term is more
often used in the business world, whereas the former is often used in academia. Sometimes
the term strategic management is used to refer to strategy formulation, implementation, and
evaluation, with strategic planning referring only to strategy formulation. The purpose of
strategic management is to exploit and create new and different opportunities for tomorrow;
long-range planning, in contrast, tries to optimize for tomorrow the trends of today.

The term strategic planning originated in the 1950s and was very popular between the
mid-1960s and the mid-1970s. During these years, strategic planning was widely believed
to be the answer for all problems. At the time, much of corporate America was “obsessed”
with strategic planning. Following that “boom,” however, strategic planning was cast aside
during the 1980s as various planning models did not yield higher returns. The 1990s,
however, brought the revival of strategic planning, and the process is widely practiced
today in the business world.

A strategic plan is, in essence, a company’s game plan. Just as a football team needs a
good game plan to have a chance for success, a company must have a good strategic plan
to compete successfully. Profit margins among firms in most industries have been so
reduced by the global economic recession that there is little room for error in the overall
strategic plan. A strategic plan results from tough managerial choices among numerous
good alternatives, and it signals commitment to specific markets, policies, procedures, and
operations in lieu of other, “less desirable” courses of action.

The term strategic management is used at many colleges and universities as the subti-
tle for the capstone course in business administration. This course integrates material from
all business courses. The Strategic Management Club Online at www.strategyclub.com
offers many benefits for business policy and strategic management students. Professor
Hansen at Stetson University provides a strategic management slide show for this entire
text (www.stetson.edu/~rhansen/strategy).

Stages of Strategic Management

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

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

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


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

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

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

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

Peter Drucker says the prime task of strategic management is thinking through the
overall mission of a business:

... that is, of asking the question, “What is our business?”” This leads to the setting of
objectives, the development of strategies, and the making of today’s decisions for
tomorrow’s results. This clearly must be done by a part of the organization that can see
the entire business; that can balance objectives and the needs of today against the needs
of tomorrow; and that can allocate resources of men and money to key results.?

Integrating Intuition and Analysis

Edward Deming once said, “In God we trust. All others bring data.” The strategic-
management process can be described as an objective, logical, systematic approach for
making major decisions in an organization. It attempts to organize qualitative and quan-
titative information in a way that allows effective decisions to be made under conditions
of uncertainty. Yet strategic management is not a pure science that lends itself to a nice,
neat, one-two-three approach.

Based on past experiences, judgment, and feelings, most people recognize that
intuition is essential to making good strategic decisions. Intuition is particularly useful for
making decisions in situations of great uncertainty or little precedent. It is also helpful
when highly interrelated variables exist or when it is necessary to choose from several
plausible alternatives. Some managers and owners of businesses profess to have extraordi-
nary abilities for using intuition alone in devising brilliant strategies. For example, Will
Durant, who organized GM, was described by Alfred Sloan as “a man who would proceed
on a course of action guided solely, as far as I could tell, by some intuitive flash of bril-
liance. He never felt obliged to make an engineering hunt for the facts. Yet at times, he was
astoundingly correct in his judgment.”® Albert Einstein acknowledged the importance of
intuition when he said, “I believe in intuition and inspiration. At times I feel certain that
I am right while not knowing the reason. Imagination is more important than knowledge,
because knowledge is limited, whereas imagination embraces the entire world .4
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Although some organizations today may survive and prosper because they have intu-
itive geniuses managing them, most are not so fortunate. Most organizations can benefit
from strategic management, which is based upon integrating intuition and analysis in deci-
sion making. Choosing an intuitive or analytic approach to decision making is not an
either—or proposition. Managers at all levels in an organization inject their intuition and
judgment into strategic-management analyses. Analytical thinking and intuitive thinking
complement each other.

Operating from the I’ve-already-made-up-my-mind-don’t-bother-me-with-the-facts
mode is not management by intuition; it is management by ignorance.’ Drucker says,
“I believe in intuition only if you discipline it. ‘Hunch’ artists, who make a diagnosis but
don’t check it out with the facts, are the ones in medicine who kill people, and in manage-
ment kill businesses.”® As Henderson notes:

The accelerating rate of change today is producing a business world in which cus-
tomary managerial habits in organizations are increasingly inadequate. Experience
alone was an adequate guide when changes could be made in small increments. But
intuitive and experience-based management philosophies are grossly inadequate
when decisions are strategic and have major, irreversible consequences.’

In a sense, the strategic-management process is an attempt both to duplicate what goes
on in the mind of a brilliant, intuitive person who knows the business and to couple it with
analysis.

Adapting to Change

The strategic-management process is based on the belief that organizations should con-
tinually monitor internal and external events and trends so that timely changes can be
made as needed. The rate and magnitude of changes that affect organizations are
increasing dramatically as evidenced how the global economic recession has caught so
many firms by surprise. Firms, like organisms, must be “adept at adapting” or they will
not survive.

Corporate bankruptcies and defaults more than doubled in 2009 from an already bad
2008 year. All industries were hit hard, especially retail, chemicals, autos, and financial.
As lenders tightened restrictions on borrowers, thousands of firms could not avoid bank-
ruptcy. Even the economies of China, Japan, and South Korea stalled as demand for their
goods from the United States and Europe dried up. China’s annual growth slowed from 13
percent in 2007 to 9 percent in 2008 and then 5 percent for 2009. Consumer confidence
indexes were falling all over the world as were housing prices.

Nine of 10 stocks in the S&P 1500 lost value in 2008. The Nasdaq composite index
fell 40.5 percent in 2008, its worst year ever. S&P 500 stocks lost 38.5 percent of their
value in 2008, the worst year since 1937. The Dow Jones Industrial Average lost 33.8 per-
cent of its value in 2008, the worst loss since 1931 as shareholders lost $6.8 trillion in
wealth. Only three S&P 500 stocks rose in 2008: Family Dollar up 38 percent, making
it the best performer in the S&P 500; Wal-Mart Stores up 18 percent; and McDonald’s
up nearly 6 percent. The biggest decliner on the Dow in 2008 was GM, whose stock fell
87 percent. Citigroup lost 77 percent of its stock value in 2008. Even General Electric lost
56 percent of its value. Fannie Mae and Freddie Mac each slid 98 percent as did Fleetwood
Enterprises, which makes recreational vehicles. And losses were also extensive worldwide.
For example, Vanguard’s Europe/Pacific Index, composed of stocks firms based on those
continents, fell 43 percent in 2008.

To survive, all organizations must astutely identify and adapt to change. The strategic-
management process is aimed at allowing organizations to adapt effectively to change over
the long run. As Waterman has noted:

In today’s business environment, more than in any preceding era, the only constant is
change. Successful organizations effectively manage change, continuously adapting
their bureaucracies, strategies, systems, products, and cultures to survive the shocks
and prosper from the forces that decimate the competition.3
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E-commerce and globalization are external changes that are transforming business
and society today. On a political map, the boundaries between countries may be clear, but
on a competitive map showing the real flow of financial and industrial activity, the bound-
aries have largely disappeared. The speedy flow of information has eaten away at national
boundaries so that people worldwide readily see for themselves how other people live and
work. We have become a borderless world with global citizens, global competitors, global
customers, global suppliers, and global distributors! U.S. firms are challenged by large
rival companies in many industries. To say U.S. firms are being challenged in the automo-
bile industry is an understatement. But this situation is true in many industries.

The need to adapt to change leads organizations to key strategic-management ques-
tions, such as “What kind of business should we become?” “Are we in the right
field(s)?” “Should we reshape our business?” “What new competitors are entering our
industry?” “What strategies should we pursue?” “How are our customers changing?”
“Are new technologies being developed that could put us out of business?”

Key Terms in Strategic Management

Before we further discuss strategic management, we should define nine key terms: competi-
tive advantage, strategists, vision and mission statements, external opportunities and threats,
internal strengths and weaknesses, long-term objectives, strategies, annual objectives, and
policies.

Competitive Advantage

Strategic management is all about gaining and maintaining competitive advantage. This
term can be defined as “anything that a firm does especially well compared to rival firms.”
When a firm can do something that rival firms cannot do, or owns something that rival firms
desire, that can represent a competitive advantage. For example, in a global economic reces-
sion, simply having ample cash on the firm’s balance sheet can provide a major competitive
advantage. Some cash-rich firms are buying distressed rivals. For example, BHP Billiton,
the world’s largest miner, is seeking to buy rival firms in Australia and South America.
Freeport-McMoRan Copper & Gold Inc. also desires to expand its portfolio by acquiring
distressed rival companies. French drug company SanofiAventis SA also is acquiring dis-
tressed rival firms to boost its drug development and diversification. Cash-rich Johnson &
Johnson in the United States also is acquiring distressed rival firms. This can be an excellent
strategy in a global economic recession.

Having less fixed assets than rival firms also can provide major competitive advan-
tages in a global recession. For example, Apple has no manufacturing facilities of its own,
and rival Sony has 57 electronics factories. Apple relies exclusively on contract manufac-
turers for production of all of its products, whereas Sony owns its own plants. Less fixed
assets has enabled Apple to remain financially lean with virtually no long-term debt. Sony,
in contrast, has built up massive debt on its balance sheet.

CEO Paco Underhill of Envirosell says, “Where it used to be a polite war, it’s now a
21st-century bar fight, where everybody is competing with everyone else for the customers’
money.” Shoppers are “trading down,” so Nordstrom is taking customers from Neiman
Marcus and Saks Fifth Avenue, T.J. Maxx and Marshalls are taking customers from most
other stores in the mall, and even Family Dollar is taking revenues from Wal-Mart.? Getting
and keeping competitive advantage is essential for long-term success in an organization.
The Industrial/Organizational (I/O) and the Resource-Based View (RBV) theories of orga-
nization (as discussed in Chapters 3 and 4, respectively) present different perspectives on
how best to capture and keep competitive advantage—that is, how best to manage strategi-
cally. Pursuit of competitive advantage leads to organizational success or failure. Strategic
management researchers and practitioners alike desire to better understand the nature and
role of competitive advantage in various industries.

Normally, a firm can sustain a competitive advantage for only a certain period due to
rival firms imitating and undermining that advantage. Thus it is not adequate to simply obtain
competitive advantage. A firm must strive to achieve sustained competitive advantage by

9
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(1) continually adapting to changes in external trends and events and internal capabilities,
competencies, and resources; and by (2) effectively formulating, implementing, and evaluat-
ing strategies that capitalize upon those factors. For example, newspaper circulation in the
United States is steadily declining. Most national newspapers are rapidly losing market
share to the Internet, and other media that consumers use to stay informed. Daily newspaper
circulation in the United States totals about 55 million copies annually, which is about the
same as it was in 1954. Strategists ponder whether the newspaper circulation slide can be
halted in the digital age. The six broadcast networks—ABC, CBS, Fox, NBC, UPN, and
WB—are being assaulted by cable channels, video games, broadband, wireless technologies,
satellite radio, high-definition TV, and digital video recorders. The three original broadcast
networks captured about 90 percent of the prime-time audience in 1978, but today their
combined market share is less than 50 percent.!?

An increasing number of companies are gaining a competitive advantage by using the
Internet for direct selling and for communication with suppliers, customers, creditors, part-
ners, shareholders, clients, and competitors who may be dispersed globally. E-commerce
allows firms to sell products, advertise, purchase supplies, bypass intermediaries, track inven-
tory, eliminate paperwork, and share information. In total, e-commerce is minimizing the
expense and cumbersomeness of time, distance, and space in doing business, thus yielding
better customer service, greater efficiency, improved products, and higher profitability.

The Internet has changed the way we organize our lives; inhabit our homes; and relate
to and interact with family, friends, neighbors, and even ourselves. The Internet promotes
endless comparison shopping, which thus enables consumers worldwide to band together
to demand discounts. The Internet has transferred power from businesses to individuals.
Buyers used to face big obstacles when attempting to get the best price and service, such as
limited time and data to compare, but now consumers can quickly scan hundreds of vendor
offerings. Both the number of people shopping online and the average amount they spend
is increasing dramatically. Digital communication has become the name of the game in
marketing. Consumers today are flocking to blogs, short-post forums such as Twitter,
video sites such as YouTube, and social networking sites such as Facebook, MySpace, and
LinkedIn instead of television, radio, newspapers, and magazines. Facebook and MySpace
recently unveiled features that further marry these social sites to the wider Internet. Users
on these social sites now can log on to many business shopping sites with their IDs from
their social site so their friends can see what items they have purchased on various shop-
ping sites. Both of these social sites want their members to use their IDs to manage all their
online identities. Most traditional retailers have learned that their online sales can boost
in-store sales as they utilize their Web sites to promote in-store promotions.

Strategists

Strategists are the individuals who are most responsible for the success or failure of an orga-
nization. Strategists have various job titles, such as chief executive officer, president, owner,
chair of the board, executive director, chancellor, dean, or entrepreneur. Jay Conger, profes-
sor of organizational behavior at the London Business School and author of Building
Leaders, says, “All strategists have to be chief learning officers. We are in an extended period
of change. If our leaders aren’t highly adaptive and great models during this period, then our
companies won’t adapt either, because ultimately leadership is about being a role model.”
Strategists help an organization gather, analyze, and organize information. They track
industry and competitive trends, develop forecasting models and scenario analyses, evaluate
corporate and divisional performance, spot emerging market opportunities, identify business
threats, and develop creative action plans. Strategic planners usually serve in a support or
staff role. Usually found in higher levels of management, they typically have considerable
authority for decision making in the firm. The CEO is the most visible and critical strategic
manager. Any manager who has responsibility for a unit or division, responsibility for
profit and loss outcomes, or direct authority over a major piece of the business is a strategic
manager (strategist). In the last five years, the position of chief strategy officer (CSO) has
emerged as a new addition to the top management ranks of many organizations, including
Sun Microsystems, Network Associates, Clarus, Lante, Marimba, Sapient, Commerce One,
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BBDO, Cadbury Schweppes, General Motors, Ellie Mae, Cendant, Charles Schwab, Tyco,
Campbell Soup, Morgan Stanley, and Reed-Elsevier. This new corporate officer title repre-
sents recognition of the growing importance of strategic planning in the business world.!!

Strategists differ as much as organizations themselves, and these differences must be
considered in the formulation, implementation, and evaluation of strategies. Some strate-
gists will not consider some types of strategies because of their personal philosophies.
Strategists differ in their attitudes, values, ethics, willingness to take risks, concern for
social responsibility, concern for profitability, concern for short-run versus long-run aims,
and management style. The founder of Hershey Foods, Milton Hershey, built the company
to manage an orphanage. From corporate profits, Hershey Foods today cares for over a
thousand boys and girls in its School for Orphans.

Vision and Mission Statements

Many organizations today develop a vision statement that answers the question “What do
we want to become?” Developing a vision statement is often considered the first step
in strategic planning, preceding even development of a mission statement. Many vision
statements are a single sentence. For example, the vision statement of Stokes Eye Clinic in
Florence, South Carolina, is “Our vision is to take care of your vision.”

Mission statements are “enduring statements of purpose that distinguish one business
from other similar firms. A mission statement identifies the scope of a firm’s operations in
product and market terms.”!2 It addresses the basic question that faces all strategists:
“What is our business?” A clear mission statement describes the values and priorities of an
organization. Developing a mission statement compels strategists to think about the nature
and scope of present operations and to assess the potential attractiveness of future markets
and activities. A mission statement broadly charts the future direction of an organization.
A mission statement is a constant reminder to its employees of why the organization exists
and what the founders envisioned when they put their fame and fortune at risk to breathe
life into their dreams. Here is an example of a mission statement for Barnes & Noble:

Our mission is to operate the best specialty retail business in America, regardless
of the product we sell. Because the product we sell is books, our aspirations must
be consistent with the promise and the ideals of the volumes which line our
shelves. To say that our mission exists independent of the product we sell is to
demean the importance and the distinction of being booksellers. As booksellers we
are determined to be the very best in our business, regardless of the size, pedigree,
or inclinations of our competitors. We will continue to bring our industry nuances
of style and approaches to bookselling which are consistent with our evolving
aspirations. Above all, we expect to be a credit to the communities we serve, a
valuable resource to our customers, and a place where our dedicated booksellers
can grow and prosper. Toward this end we will not only listen to our customers
and booksellers but embrace the idea that the Company is at their service.
(www.missionstatements.com)

External Opportunities and Threats

External opportunities and external threats refer to economic, social, cultural, demo-
graphic, environmental, political, legal, governmental, technological, and competitive
trends and events that could significantly benefit or harm an organization in the future.
Opportunities and threats are largely beyond the control of a single organization—thus the
word external. In a global economic recession, a few opportunities and threats that face
many firms are listed here:

 Availability of capital can no longer be taken for granted.
* Consumers expect green operations and products.

e Marketing has moving rapidly to the Internet.

e Consumers must see value in all that they consume.

* Global markets offer the highest growth in revenues.
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e As the price of oil has collapsed, oil rich countries are focused on supporting their
own economies, rather than seeking out investments in other countries.

* Too much debt can crush even the best firms.

e Layoffs are rampant among many firms as revenues and profits fall and credit
sources dry up.

e The housing market is depressed.

e Demand for health services does not change much in a recession. For example,
Almost Family Inc., a Louisville, Kentucky, provider of home nursing care, more
than doubled its stock price in 2008 to $45.

e Dramatic slowdowns in consumer spending are apparent in virtually all sectors,
except some discount retailers and restaurants.

* Emerging countries' economies could manage to grow 5 percent in 2009, but that is
three full percentage points lower than in 2007.

e U.S. unemployment rates continue to rise to 10 percent on average.

e Borrowers are faced with much bigger collateral requirements than in years past.

e Equity lines of credit often now are not being extended.

* Firms that have cash or access to credit have a competitive advantage over debt-laden
firms.

» Discretionary spending has fallen dramatically; consumers buy only essential items;
this has crippled many luxury and recreational businesses such as boating and cycling.

¢ The stock market crash of 2008 left senior citizens with retirement worries, so millions
of people cut back on spending to the bare essentials.

e The double whammy of falling demand and intense price competition is plaguing
most firms, especially those with high fixed costs.

e The business world has moved from a credit-based economy to a cash-based economy.

e There is reduced capital spending in response to reduced consumer spending.

The types of changes mentioned above are creating a different type of consumer and
consequently a need for different types of products, services, and strategies. Many compa-
nies in many industries face the severe external threat of online sales capturing increasing
market share in their industry.

Other opportunities and threats may include the passage of a law, the introduction of
a new product by a competitor, a national catastrophe, or the declining value of the dollar.
A competitor’s strength could be a threat. Unrest in the Middle East, rising energy costs,
or the war against terrorism could represent an opportunity or a threat.

A basic tenet of strategic management is that firms need to formulate strategies to
take advantage of external opportunities and to avoid or reduce the impact of external
threats. For this reason, identifying, monitoring, and evaluating external opportunities and
threats are essential for success. This process of conducting research and gathering and
assimilating external information is sometimes called environmental scanning or industry
analysis. Lobbying is one activity that some organizations utilize to influence external
opportunities and threats.

Internal Strengths and Weaknesses

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

Strengths and weaknesses are determined relative to competitors. Relative deficiency
or superiority is important information. Also, strengths and weaknesses can be determined
by elements of being rather than performance. For example, a strength may involve owner-
ship of natural resources or a historic reputation for quality. Strengths and weaknesses may
be determined relative to a firm’s own objectives. For example, high levels of inventory
turnover may not be a strength to a firm that seeks never to stock-out.
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Internal factors can be determined in a number of ways, including computing ratios,
measuring performance, and comparing to past periods and industry averages. Various
types of surveys also can be developed and administered to examine internal factors such
as employee morale, production efficiency, advertising effectiveness, and customer loyalty.

Long-Term Objectives

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

Strategies

Strategies are the means by which long-term objectives will be achieved. Business strate-
gies may include geographic expansion, diversification, acquisition, product development,
market penetration, retrenchment, divestiture, liquidation, and joint ventures. Strategies
currently being pursued by some companies are described in Table 1-1.

Strategies are potential actions that require top management decisions and large
amounts of the firm’s resources. In addition, strategies affect an organization’s long-term
prosperity, typically for at least five years, and thus are future-oriented. Strategies have
multifunctional or multidivisional consequences and require consideration of both the
external and internal factors facing the firm.

Annual Objectives

Annual objectives are short-term milestones that organizations must achieve to reach long-
term objectives. Like long-term objectives, annual objectives should be measurable, quanti-
tative, challenging, realistic, consistent, and prioritized. They should be established at the

Sample Strategies in Action in 2009
Best Buy

As soon as Best Buy Company became victorious over longtime archrival Circuit City Stores,
Best Buy ran head on into a much larger, formidable competitor: Wal-Mart Stores. Based in
Richfield, Minnesota, and having 3,900 stores worldwide, Best Buy reported a 20 percent
decline in March 2009 earnings as its new rival Wal-Mart gained thousands of the old Circuit
City customers. But Best Buy now meets Wal-Mart’s prices on electronics items and provides
great one-on-one customer service with its blue-shirted employees. Best Buy remains well
ahead of Wal-Mart in U.S. electronics sales, but Wal-Mart is gaining strength.

Levi Strauss

San Francisco-based Levi Strauss added 30 new stores and acquired 72 others during the second
quarter of 2009. Known worldwide for its jeans, Levi Strauss is expanding and entrenching world-
wide while other retailers are faltering in the ailing economy. For that quarter, Levi’s revenues in

the Americas were up 8 percent to $518 million, although its Europe and Asia/Pacific revenues
declined 17 percent and 13 percent respectively. Levi’s CEO John Anderson says slim fit and skinny
jeans are selling best; and the two most popular colors today are very dark and the distressed look.

New York Times Company

New York Times Company’s CEO, Janet Robinson, says her company is selling off assets
and investing heavily in Internet technology in order to convince advertisers that the news-
paper is getting ahead of technological changes rapidly eroding the newspaper business.

Ms. Robinson is considering plans to begin charging customers for access to the newspaper’s
online content, because online advertising revenues are not sufficient to support the business.
The 160-year-old New York Times Company’s advertising revenues fell 30 percent in the
second quarter of 2009.
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Percentage of People Who
Smoke in Selected Countries

Country Percentage

Greece 50
Russia High

Austria
Spain
U.K.
France
Germany
Italy
Belgium

Switzerland y Low
USA 19

Source: Based on Christina Passariello, “Smoking Culture Persists in
Europe, Despite Bans,” Wall Street Journal (January 2, 2009): AS.

corporate, divisional, and functional levels in a large organization. Annual objectives should
be stated in terms of management, marketing, finance/accounting, production/operations,
research and development, and management information systems (MIS) accomplishments.
A set of annual objectives is needed for each long-term objective. Annual objectives
are especially important in strategy implementation, whereas long-term objectives are
particularly important in strategy formulation. Annual objectives represent the basis for
allocating resources.

Policies

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

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

Substantial research suggests that a healthier workforce can more effectively and effi-
ciently implement strategies. Smoking has become a heavy burden for Europe’s state-run
social welfare systems, with smoking-related diseases costing well over $100 billion a
year. Smoking also is a huge burden on companies worldwide, so firms are continually
implementing policies to curtail smoking. Table 1-2 gives a ranking of some countries by
percentage of people who smoke.

The Strategic-Management Model

The strategic-management process can best be studied and applied using a model. Every
model represents some kind of process. The framework illustrated in Figure 1-1 is a widely
accepted, comprehensive model of the strategic-management process.'? This model does
not guarantee success, but it does represent a clear and practical approach for formulating,
implementing, and evaluating strategies. Relationships among major components of the
strategic-management process are shown in the model, which appears in all subsequent
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A Comprehensive Strategic-Management Model
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chapters with appropriate areas shaped to show the particular focus of each chapter. These
are three important questions to answer in developing a strategic plan:

Where are we now?
Where do we want to go?

How are we going to get there?

Identifying an organization’s existing vision, mission, objectives, and strategies is the
logical starting point for strategic management because a firm’s present situation and con-
dition may preclude certain strategies and may even dictate a particular course of action.
Every organization has a vision, mission, objectives, and strategy, even if these elements
are not consciously designed, written, or communicated. The answer to where an organiza-
tion is going can be determined largely by where the organization has been!

The strategic-management process is dynamic and continuous. A change in any one
of the major components in the model can necessitate a change in any or all of the other
components. For instance, a shift in the economy could represent a major opportunity and
require a change in long-term objectives and strategies; a failure to accomplish annual
objectives could require a change in policy; or a major competitor’s change in strategy
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could require a change in the firm’s mission. Therefore, strategy formulation, implementa-
tion, and evaluation activities should be performed on a continual basis, not just at the end
of the year or semiannually. The strategic-management process never really ends.

Note in the strategic-management model that business ethics/social responsibility/
environmental sustainability issues impact all activities in the model as described in full in
Chapter 10. Also, note in the model that global/international issues also impact virtually all
strategic decisions today, even for small firms, as described in detail in Chapter 11. (Both
Chapter 10 and Chapter 11 are new to this edition.)

The strategic-management process is not as cleanly divided and neatly performed in
practice as the strategic-management model suggests. Strategists do not go through the
process in lockstep fashion. Generally, there is give-and-take among hierarchical levels of an
organization. Many organizations semiannually conduct formal meetings to discuss and
update the firm’s vision/mission, opportunities/threats, strengths/weaknesses, strategies,
objectives, policies, and performance. These meetings are commonly held off-premises and
are called retreats. The rationale for periodically conducting strategic-management meetings
away from the work site is to encourage more creativity and candor from participants. Good
communication and feedback are needed throughout the strategic-management process.

Application of the strategic-management process is typically more formal in larger
and well-established organizations. Formality refers to the extent that participants, respon-
sibilities, authority, duties, and approach are specified. Smaller businesses tend to be less
formal. Firms that compete in complex, rapidly changing environments, such as technol-
ogy companies, tend to be more formal in strategic planning. Firms that have many
divisions, products, markets, and technologies also tend to be more formal in applying
strategic-management concepts. Greater formality in applying the strategic-management
process is usually positively associated with the cost, comprehensiveness, accuracy, and
success of planning across all types and sizes of organizations.'*

Benefits of Strategic Management

Strategic management allows an organization to be more proactive than reactive in shaping
its own future; it allows an organization to initiate and influence (rather than just respond
to) activities—and thus to exert control over its own destiny. Small business owners, chief
executive officers, presidents, and managers of many for-profit and nonprofit organizations
have recognized and realized the benefits of strategic management.

Historically, the principal benefit of strategic management has been to help organi-
zations formulate better strategies through the use of a more systematic, logical, and
rational approach to strategic choice. This certainly continues to be a major benefit of
strategic management, but research studies now indicate that the process, rather than the
decision or document, is the more important contribution of strategic management.!3
Communication is a key to successful strategic management. Through involvement in
the process, in other words, through dialogue and participation, managers and employ-
ees become committed to supporting the organization. Figure 1-2 illustrates this intrinsic

Benefits to a Firm That Does Strategic Planning
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benefit of a firm engaging in strategic planning. Note that all firms need all employees
on a mission to help the firm succeed.

The manner in which strategic management is carried out is thus exceptionally
important. A major aim of the process is to achieve the understanding of and commitment
from all managers and employees. Understanding may be the most important benefit
of strategic management, followed by commitment. When managers and employees
understand what the organization is doing and why, they often feel they are a part of the
firm and become committed to assisting it. This is especially true when employees
also understand linkages between their own compensation and organizational perfor-
mance. Managers and employees become surprisingly creative and innovative when they
understand and support the firm’s mission, objectives, and strategies. A great benefit of
strategic management, then, is the opportunity that the process provides to empower
individuals. Empowerment is the act of strengthening employees’ sense of effectiveness
by encouraging them to participate in decision making and to exercise initiative and
imagination, and rewarding them for doing so.

More and more organizations are decentralizing the strategic-management process,
recognizing that planning must involve lower-level managers and employees. The notion of
centralized staff planning is being replaced in organizations by decentralized line-manager
planning. For example, Walt Disney Co. dismantled its strategic-planning department and
gave those responsibilities back to the Disney business divisions. Former CEO Michael
Eisner had favored the centralized strategic-planning approach, but CEO Robert Iger
dissolved Disney’s strategic-planning department within weeks of his taking over the top
office at Disney.

The process is a learning, helping, educating, and supporting activity, not merely a
paper-shuffling activity among top executives. Strategic-management dialogue is more
important than a nicely bound strategic-management document.'® The worst thing strategists
can do is develop strategic plans themselves and then present them to operating managers
to execute. Through involvement in the process, line managers become “owners” of the
strategy. Ownership of strategies by the people who have to execute them is a key to success!

Although making good strategic decisions is the major responsibility of an organiza-
tion’s owner or chief executive officer, both managers and employees must also be
involved in strategy formulation, implementation, and evaluation activities. Participation is
a key to gaining commitment for needed changes.

An increasing number of corporations and institutions are using strategic management
to make effective decisions. But strategic management is not a guarantee for success; it can
be dysfunctional if conducted haphazardly.

Financial Benefits

Research indicates that organizations using strategic-management concepts are more
profitable and successful than those that do not.!” Businesses using strategic-management
concepts show significant improvement in sales, profitability, and productivity compared
to firms without systematic planning activities. High-performing firms tend to do system-
atic planning to prepare for future fluctuations in their external and internal environments.
Firms with planning systems more closely resembling strategic-management theory gener-
ally exhibit superior long-term financial performance relative to their industry.

High-performing firms seem to make more informed decisions with good anticipation
of both short- and long-term consequences. In contrast, firms that perform poorly often
engage in activities that are shortsighted and do not reflect good forecasting of future con-
ditions. Strategists of low-performing organizations are often preoccupied with solving
internal problems and meeting paperwork deadlines. They typically underestimate their
competitors’ strengths and overestimate their own firm’s strengths. They often attribute
weak performance to uncontrollable factors such as a poor economy, technological
change, or foreign competition.

More than 100,000 businesses in the United States fail annually. Business failures
include bankruptcies, foreclosures, liquidations, and court-mandated receiverships.
Although many factors besides a lack of effective strategic management can lead to
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business failure, the planning concepts and tools described in this text can yield substantial
financial benefits for any organization. An excellent Web site for businesses engaged in
strategic planning is www.checkmateplan.com.

Nonfinancial Benefits

Besides helping firms avoid financial demise, strategic management offers other tangible
benefits, such as an enhanced awareness of external threats, an improved understanding of
competitors’ strategies, increased employee productivity, reduced resistance to change,
and a clearer understanding of performance—reward relationships. Strategic management
enhances the problem-prevention capabilities of organizations because it promotes interac-
tion among managers at all divisional and functional levels. Firms that have nurtured their
managers and employees, shared organizational objectives with them, empowered them to
help improve the product or service, and recognized their contributions can turn to them
for help in a pinch because of this interaction.

In addition to empowering managers and employees, strategic management often
brings order and discipline to an otherwise floundering firm. It can be the beginning of
an efficient and effective managerial system. Strategic management may renew confi-
dence in the current business strategy or point to the need for corrective actions. The
strategic-management process provides a basis for identifying and rationalizing the need
for change to all managers and employees of a firm; it helps them view change as an
opportunity rather than as a threat.

Greenley stated that strategic management offers the following benefits:

It allows for identification, prioritization, and exploitation of opportunities.

It provides an objective view of management problems.

It represents a framework for improved coordination and control of activities.

It minimizes the effects of adverse conditions and changes.

It allows major decisions to better support established objectives.

It allows more effective allocation of time and resources to identified opportunities.

It allows fewer resources and less time to be devoted to correcting erroneous

or ad hoc decisions.

8. It creates a framework for internal communication among personnel.

9. It helps integrate the behavior of individuals into a total effort.

10. It provides a basis for clarifying individual responsibilities.

11. It encourages forward thinking.

12. Tt provides a cooperative, integrated, and enthusiastic approach to tackling problems
and opportunities.

13. It encourages a favorable attitude toward change.

14. Tt gives a degree of discipline and formality to the management of a business.!8

Nk b=

Why Some Firms Do No Strategic Planning

Some firms do not engage in strategic planning, and some firms do strategic planning but
receive no support from managers and employees. Some reasons for poor or no strategic
planning are as follows:

e Lack of knowledge or experience in strategic planning—No training in strategic
planning.

e Poor reward structures—When an organization assumes success, it often fails to
reward success. When failure occurs, then the firm may punish.

e Firefighting—An organization can be so deeply embroiled in resolving crises and
firefighting that it reserves no time for planning.

e Waste of time—Some firms see planning as a waste of time because no marketable
product is produced. Time spent on planning is an investment.

e Too expensive—Some organizations see planning as too expensive in time and
money.

e Laziness—People may not want to put forth the effort needed to formulate a plan.
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e Content with success—Particularly if a firm is successful, individuals may feel there
is no need to plan because things are fine as they stand. But success today does not
guarantee success tomorrow.

* Fear of failure—By not taking action, there is little risk of failure unless a problem
is urgent and pressing. Whenever something worthwhile is attempted, there is some
risk of failure.

e Overconfidence—As managers amass experience, they may rely less on formalized
planning. Rarely, however, is this appropriate. Being overconfident or overestimating
experience can bring demise. Forethought is rarely wasted and is often the mark of
professionalism.

* Prior bad experience—People may have had a previous bad experience with planning,
that is, cases in which plans have been long, cumbersome, impractical, or inflexible.
Planning, like anything else, can be done badly.

e Self-interest—When someone has achieved status, privilege, or self-esteem through
effectively using an old system, he or she often sees a new plan as a threat.

* Fear of the unknown—People may be uncertain of their abilities to learn new skills,
of their aptitude with new systems, or of their ability to take on new roles.

* Honest difference of opinion—People may sincerely believe the plan is wrong.
They may view the situation from a different viewpoint, or they may have aspirations
for themselves or the organization that are different from the plan. Different people
in different jobs have different perceptions of a situation.

* Suspicion—Employees may not trust management. !

Pitfalls in Strategic Planning

Strategic planning is an involved, intricate, and complex process that takes an organization
into uncharted territory. It does not provide a ready-to-use prescription for success;
instead, it takes the organization through a journey and offers a framework for addressing
questions and solving problems. Being aware of potential pitfalls and being prepared to
address them is essential to success.

Some pitfalls to watch for and avoid in strategic planning are these:

» Using strategic planning to gain control over decisions and resources

* Doing strategic planning only to satisfy accreditation or regulatory requirements
e Too hastily moving from mission development to strategy formulation

* Failing to communicate the plan to employees, who continue working in the dark
e Top managers making many intuitive decisions that conflict with the formal plan
* Top managers not actively supporting the strategic-planning process

* Failing to use plans as a standard for measuring performance

* Delegating planning to a “planner” rather than involving all managers

» Failing to involve key employees in all phases of planning

» Failing to create a collaborative climate supportive of change

e Viewing planning as unnecessary or unimportant

* Becoming so engrossed in current problems that insufficient or no planning is done
* Being so formal in planning that flexibility and creativity are stifled??

Guidelines for Effective Strategic Management

Failing to follow certain guidelines in conducting strategic management can foster criti-
cisms of the process and create problems for the organization. Issues such as “Is strategic
management in our firm a people process or a paper process?” should be addressed.

Even the most technically perfect strategic plan will serve little purpose if it is not
implemented. Many organizations tend to spend an inordinate amount of time,
money, and effort on developing the strategic plan, treating the means and circum-
stances under which it will be implemented as afterthoughts! Change comes through
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On May 5, 2009, McDonald’s Corporation (MCD, hereafter) and Starbucks went full force cam-
paigning for the attention of coffee connoisseurs. Following its success with McCafés in Europe,
MCD surprised Starbucks with its announcement to offer lattes and mochas in its McCafés in the
United States. In an attempt to woo rival Starbucks’ customers, MCD promised to offer premium
taste at bargain prices. This announcement came at a time when Starbucks, hard hit by losses, was
closing hundreds of stores in the United States. The MCD—-Starbucks fight is everywhere on the
tube, in print, and the airwaves. MCD even taunts Starbucks with ads on buses and billboards that
read “4 bucks is dumb.” Starbucks is retaliating by placing newspaper ads that read “Beware of a
cheaper cup of coffee. It comes with a price.”

In April 2009, MCD reported strong sales growth in the first quarter of 2009 in spite of reces-
sionary conditions worldwide. MCD sales in the United States increased by 4.7 percent, in Europe
by 3.2 percent, and in Asia/Pacific, Middle East, and Africa by 5.5 percent. But as the U.S. dollar
gained strength against most currencies, especially the euro, British pound, Australian dollar,
Canadian dollar, and the Russian ruble, MCD experienced $642 million in foreign currency
translation losses in the first quarter of 2009, as indicated in Exhibit 1. Undeterred, however, MCD
is forging ahead with a renewed commitment to allure coffee enthusiasts away from rivals, big
and small.

History

MCD was launched in 1940 when brothers Dick and Mac McDonald opened a restaurant in San
Bernadino, California. However, the credit of growing the corporation into a franchised, global oper-
ation is attributed to Ray Kroc, who acquired equity from the McDonald brothers and took the firm
public in 1965. MCD has a really cool history timeline called “Travel in Time with Us” located at the
http://www.aboutmcdonalds.com/mcd/our_company/mcd_history.html Web page. It reveals informa-
tion such as the following:

1979 MCD introduced Happy Meals

1981 MCD opened stores in Spain, Denmark, and the Philippines
1983 MCD entered its 32nd country

1984 Ray Kroc passed away

1987 MCD introduced Fresh Salads

1990 MCD opened a store in Moscow, Russia

1992 MCD opened a store in Warsaw, Poland

1995 MCD’s new ad was “Have You Had Your Break Today?”
1996 www.mcdonalds.com Web site introduced

1997 MCD’s new ad was “Did Somebody Say McDonald’s?”
2001 The Big N’Tasty sandwich introduced

2003 MCD introduced Premium Salads and its “Plan to Win” strategy
2006 MCD introduced Snack Wraps


www.mcdonalds.com
http://www.aboutmcdonalds.com/mcd/our_company/mcd_history.html
www.mcdonalds.com
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Impact of Foreign Currency Translation ($ in millions, except

per share data)

Currency

Translation

Profit/(Loss)
Quarter ended March 31 2009 2008 in 2009
Revenues $5,077.4 $5,614.8 (642.4)
Company-operated margins 564.2 659.2 (72.5)
Franchised margins 1,296.0 1,316.2 (109.0)
Selling, general, and administrative expenses 497.3 552.4 43.0
Operating income 1,400.4 1,462.8 (137.9)
Net income 979.5 946.1 (86.2)
Earnings per share—diluted 0.87 0.81 (0.08)

Source: SEC 10-Q, May 5, 2009.

Today, MCD is the largest global food service retailer, with over 31,000 restaurants in
118 countries serving more than 58 million customers each day. Exhibit 2 shows MCD’s global
locations. The number of restaurants held and operated by MCD in 2008 and 2009 in each group
indicates steady growth in every country of operation except for the United Kingdom, where the

growth is flat.

MCD’s Number of Restaurants Worldwide

As of March 31 2009 2008 Increase
U.S. 13,898 13,871 27
Europe

Germany 1,337 1,301 36
United Kingdom 1,192 1,192 —
France 1,135 1,108 27
Spain 393 379 14
Italy 381 363 18
Other 2,212 2,142 70
Total Europe 6,650 6,485 165
APMEA (Asia/Pacific/ Middle East/Asia)

Japan 3,746 3,737 9
China 1,074 911 163
Australia 782 762 20
Taiwan 347 346 1
Other 2,378 2,216 162
Total APMEA 8,327 7,972 355
Other Countries and Corporate

Canada 1,419 1,408 11
Brazil 563 553 10
Mexico 382 365 17
Other 821 785 36
Total Other Countries and Corporate 3,185 3,111 74
Systemwide restaurants 32,060 31,439 621
Total Countries 118 118 —

Source: SEC 10-K, dated February 25, 2009.




Internal Issues

Organizational Structure

MCD’s top leadership has seen some turnover recently. The position of controller stands vacant,
and the McDonald’s USA group currently includes new executives to head its East and West
Divisions. Exhibit 3 provides a list of MCD’s top leadership as well as the firm’s organizational
chart.

Note that MCD’s operations are organized into a geographical structure with four key segments.
These four segments are (1) McDonald’s—USA, (2) McDonald’s—Europe, (3) McDonald’s—
APMEA (Asia/Pacific, Middle East, and Africa), and (4) McDonald’s—Other Countries and
Corporate.

Finances
In addition to the steady growth in the number of restaurants, MCD exhibited strong financial per-
formance by geographic segment between 2008 and 2009, even as the worldwide economic crisis
negatively impacted MCD’s key competitors. As shown in Exhibit 4, revenues and operating mar-
gins in the three key segments (United States, Europe, and APMEA) rose steadily in 2006 through
2008, offsetting declines in the “Other and Corporate” segment.

MCD delivers consistently good performance, making it a darling for investors. In April 2009,
major industry analysts rated MCD as a “buy,” suggesting low levels of risk for investors. MCD’s

McDonald’s Corporation: Executive Officers and Organizational Chart

James A. Skinner,
Vice Chairman and
Chief Executive
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Officer
v v Y Y Y Y
Jeffrey P. A /Gloria Santona,\ Richard h /Ralph Alvarez,\ Peter J. Bensen, /Mary N. Dillon,\
Stratton, Corporate Floersch, President and Executive Vice Corporate
Executive Vice Executive Executive Vice Chief President and Executive Vice
President- Vice President, President and Operating Chief Financial President &
Chief General Chief Human Officer Officer Global Chief
Restaurant Counsel, and Resources Marketing
Officer Secretary Officer Officer
\ V. A ) A J A J - J A J

Y Y

Timothy J. Fenton,
President,
McDonald’s
Asia/Pacific, Middle
East and Africa

Janice Fields,
Executive Vice
President and Chief
Operating Officer,
McDonald'’s USA

Jose Armario,
Group President-

McDonalds Canada
and Latin America

Denis Hennequin,
President of

McDonald’s Europe

7 ¥

Jim Johanessen, Karen King, Steve Plotkin,

President, East Division for West Division for
Central Division McDonald’s McDonald’s USA
for McDonald'’s USA

USA

Source: http:/www.aboutmcdonalds.com/mcd/our_company/bios.html

Donald Thompson,
President of

McDonald’s USA
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Select Financial Data by Geographic Segment

In millions 2008 2007 2006
U.S. $ 8,078.3 $ 7,905.5 $ 7,464.1
Europe 9,922.9 8,926.2 7,637.7
APMEA (Asia/Pacific/Middle East/Africa) 4,230.8 3,598.9 3,053.5
Other Countries & Corporate 1,290.4 2,356.0 2,739.9
Total revenues $23,522.4 $22.,786.6 $20,895.2
U.S. $ 3,059.7 $ 2,841.9 $ 2,657.0
Europe 2,608.0 2,125.4 1,610.2
APMEA 818.8 616.3 364.4
Other Countries & Corporate (43.6) (1,704.6) (198.6)
Total operating income $ 6,442.9 $ 3,879.0 $ 44330
U.S. $10,356.7 $10,031.8 $ 94774
Europe 10,532.7 11,380.4 10,413.9
APMEA 4,074.6 4,145.3 3,727.6
Other Countries & Corporate 3,497.5 3,834.2 3,529.4
Businesses held for sale 1,631.5
Discontinued operations 194.7
Total assets $28,461.5 $29,391.7 $28,974.5
U.S. $837.4 $ 805.1 $ 7743
Europe 864.1 687.4 504.9
APMEA 360.6 302.8 208.1
Other Countries & Corporate 73.6 97.3 85.4
43.7 87.0
10.3 82.2
Total capital expenditures $ 2,135.7 $ 1,946.6 $ 1,741.9
U.S. $ 4009 $ 4027 $ 3905
Europe 506.3 473.3 436.4
APMEA 1934 178.1 171.8
Other Countries & Corporate 107.2 112.6 1104
26.1 81.8
21.3 59.0
$ 1,207.8 $ 1,214.1 $ 1,249.9

Source: SEC 10-K, February 25, 2009.

financial statements presented in Exhibit 5 demonstrate the enthusiasm of the analyst community.
The MCD income statement provided in the exhibit demonstrates continuous and steady
revenue growth. Total revenues grew from $20.9 billion in 2006 to $22.8 billion in 2007 and
$23.5 billion in 2008. That translates into an annual growth of about 9.1 percent from 2006 to
2007 and 3.1 percent from 2007 to 2008. Net income shows a slightly different trend. Net income
declined by 32.4 percent between 2006 and 2007 but regains momentum by growing 80 percent
from 2007 to 2008.

MCD’s consolidated balance sheet presented in Exhibit 6 depicts a decline in total assets held by
the company from about $29.02 billion in 2006 to about $28.5 billion in 2008. At the same time, both
long term debt and retained earnings increased significantly. Because the interest rate on short-term
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McDonald’s Consolidated Statement of Income

In millions, except per share data Years ended December 31 2008 2007 2006

REVENUES

Sales by Company-operated restaurants $16,560.9 $16,611.0 $15,402.4

Revenues from franchised restaurants 6,961.5 6,175.6 5,492.8
Total revenues 23,5224 22,786.6 20,895.2

OPERATING COSTS AND EXPENSES
Company-operated restaurant expenses

Food & paper 5,586.1 5,487.4 5,111.8

Payroll & employee benefits 4,300.1 4,331.6 3,991.1

Occupancy & other operating expenses 3,766.7 3,922.7 3,802.2
Franchised restaurants—occupancy expenses 1,230.3 1,139.7 1,058.1
Selling, general & administrative expenses 2,355.5 2,367.0 2,295.7
Impairment and other charges, net 6.0 1,670.3 134.2
Other operating (income) expense, net (165.2) (11.1) 69.1

Total operating costs and expenses 17,079.5 18,907.6 16,462.2

Operating income 6,442.9 3,879.0 4,433.0
Interest expense—net of capitalized interest of $12.3, $6.9 and $5.4 522.6 410.1 401.9
Nonoperating (income) expense, net (77.6) (103.2) (123.3)
Gain on sale of investment (160.1)
Income from continuing operations before provision for income taxes 6,158.0 3,572.1 4,154.4
Provision for income taxes 1,844.8 1,237.1 1,288.3
Income from continuing operations 4,313.2 2,335.0 2,866.1
Income from discontinued operations (net of taxes of $34.5 and $101.9) 60.1 678.1
Net income $4,313.2 $2,395.1 $3,544.2
Per common share-basic:
Continuing operations $ 383 $ 196 $ 232
Discontinued operations 0.05 0.55
Net income $ 3.83 $ 202 $ 2487
Per common share-diluted:
Continuing operations $ 376 $ 193 $ 229
Discontinued operations 0.05 0.54
Net income $ 376 $ 198 $ 283
Dividends declared per common share $ 1.625 $ 1.50 $ 1.00
Weighted-average shares outstanding—basic 1,126.6 1,188.3 1,234.0
Weighted-average shares outstanding—diluted 1,146.0 1,211.8 1,251.7

Source: SEC 10-K, February 25, 2009.

debt for MCD is less than 6 percent for both short- and long-term debt, an increase in MCD’s borrow-
ing should not be cause for concern.

Social Responsibility

MCD views its Plan to Win strategy, composed of the 5 P’s (people, products, place, price, and pro-
motion) as fundamental to its business success and to becoming better rather than just bigger. This
plan aims at delivering exceptional customer experiences by undertaking several initiatives focused
on each of the five P’s grounded in a set of the corporate values shown in Exhibit 7.
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MCD’s Balance Sheet

Source: http://finance.yahoo.com.

PERIOD ENDING 31-Dec-08 31-Dec-07 31-Dec-06
Assets
Current Assets
Cash and Cash Equivalents $2,063,400 $1,981,300 $2,136,400
Short Term Investments — — —
Net Receivables 931,200 1,053,800 904,200
Inventory 111,500 125,300 149,000
Other Current Assets 411,500 421,500 435,700
Total Current Assets 3,517,600 3,581,900 3,625,300
Long Term Investments 1,222,300 1,156,400 1,036,200
Property Plant and Equipment 20,254,500 20,984,700 20,845,700
Goodwill 2,237,400 2,301,300 2,209,200
Intangible Assets — — —
Accumulated Amortization — — —
Other Assets 1,229,700 1,367,400 1,307,400
Deferred Long Term Asset Charges — — —
Total Assets 28,461,500 29,391,700 29,023,800
Liabilities
Current Liabilities
Accounts Payable 2,506,100 3,634,000 2,739,000
Short/Current Long Term Debt 31,800 864,500 17,700
Other Current Liabilities — — 251,400
Total Current Liabilities 2,537,900 4,498,500 3,008,100
Long Term Debt 10,186,000 7,310,000 8,416,500
Other Liabilities 1,410,100 1,342,500 1,074,900
Deferred Long Term Liability Charges 944,900 960,900 1,066,000
Minority Interest — — —
Negative Goodwill — — —
Total Liabilities 15,078,900 14,111,900 13,565,500
Stockholders’ Equity
Misc. Stocks Options Warrants — — —
Redeemable Preferred Stock — — —
Preferred Stock — — —
Common Stock 16,600 16,600 16,600
Retained Earnings 28,953,900 26,461,500 25,845,600
Treasury Stock (20,289,400) (16,762,400) (13,552,200)
Capital Surplus 4,600,200 4,226,700 3,445,000
Other Stockholders’ Equity 101,300 1,337,400 (296,700)
Total Stockholders’ Equity 13,382,600 15,279,800 15,458,300
Total Liabilities and SE $28,461,500 $29,391,700 $29,023,800
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McDonald’s Corporation’s Values

We place the customer experience at the core of all we do

Our customers are the reason for our existence. We demonstrate our appreciation by providing
them with high quality food and superior service, in a clean, welcoming environment, at a
great value.

We are committed to our people

We provide opportunity, nurture talent, develop leaders and reward achievement. We believe
that a team of well-trained individuals with diverse backgrounds and experiences, working
together in an environment that fosters respect and drives high levels of engagement, is
essential to our continued success.

We believe in the McDonald’s system

McDonald’s business model, depicted by the “three-legged stool” of owner/operators, suppliers,
and company employees, is our foundation, and the balance of interests among the three groups
is key.

We operate our business ethically

Sound ethics is good business. At McDonald’s, we hold ourselves and conduct our business to
high standards of fairness, honesty, and integrity. We are individually accountable and
collectively responsible.

We give back to our communities

We take seriously the responsibilities that come with being a leader. We help our customers build
better communities, support Ronald McDonald House Charities, and leverage our size, scope and
resources to help make the world a better place.

We grow our business profitably

McDonald’s is a publicly traded company. As such, we work to provide sustained profitable
growth for our shareholders. This requires a continuing focus on our customers and the health
of our system.

We strive continually to improve

We are a learning organization that aims to anticipate and respond to changing customer,
employee and system needs through constant evolution and innovation.

Source: http://www.crmcdonalds.com.

MCD has made significant changes to become a socially and environmentally friendly company.
It has been recognized for its efforts in inclusive excellence with respect to employing and creating
opportunities for minorities. MCD has been listed among the “top 40 companies” by Black Enterprise
Magazine for 2005 through 2007. It established its first Global Environmental Commitment in 1989.
Since then it has been actively seeking to reduce its carbon footprint by using recycled packaging.
Additionally, Ronald McDonald’s Foundations raise millions of dollars each year for children-cen-
tered causes in the community.

According to Skinner, MCD’s CEO, “Corporate responsibility means many things to many peo-
ple. At McDonald’s, being a responsible company means living our values to enable us to serve food
responsibly, and work toward a sustainable future.” (MCD either does not have a written mission
statement nor vision statement or these documents are not publicly available because I could not
locate either of these at the time this case was written.)

Competitors

The food service industry, also known as the restaurant industry, is large and lucrative with a market
capitalization of $104 billion and a price-to-earnings (P/E) ratio of 80.2. Yet it is highly fragmented
with over 550,000 restaurants ranging from small local eateries to global giants like MCD and Yum!
Brands, Inc. MCD towers over its direct competitors in the industry with a market cap of $59.8 bil-
lion in May 2009. Yum! Brands, which has a market cap of only $16.3 billion, and Burger King
Holdings, Inc., whose market cap is $2.46 billion, are second and third, respectively. Even though
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Wendy’s directly competes with MCD in this industry, Wendy’s is currently owned by a private
holding company, the Wendy’s/Arby’s Group. A brief summary of competitor financial highlights is
provided in Exhibit 8.

Burger King (BKC)

Founded in Miami, Florida, in 1954 under the name “Insta Burger King” by James McLamore and
David Edgerton, Burger King Corporation (BKC), a subsidiary of Burger King Holdings, Inc.,
owns or franchises about 11,500 restaurants in the United States and 70 foreign countries, including
Canada, Europe, the Middle East, Africa, the Asia Pacific, and Latin America. Even though it is
considered the second largest burger chain in the world, it ranks third in size in the food service
industry. With a market capitalization of $2.46 billion, revenues of $2.55 billion, and 41,000 full-
time employees, BKC trails behind McDonald’s in several categories in the fast-food industry,
including operating margins, earnings per share (EPS), and P/E ratio.

In addition to its famous “Whopper sandwich,” BKC offers a variety of burgers, chicken sand-
wiches, breakfast items, and salads that compete directly with MCD. BKC, since the 1980s, has a
long-standing contract with the Army and Air Force Exchange Service. As such, every major army
and air force location worldwide has a Burger King restaurant on its premises.

Yum! Brands (YUM)

Yum! Brands, Inc., formerly known as TRICON Global Restaurants, Inc., was founded in 1997
and changed its name to Yum! Brands, Inc. in 2002. Yum! operates over 36,000 restaurants in 110
countries. Yum! owns prominent restaurant chains, such as Kentucky Fried Chicken (KFC), Pizza
Hut, Taco Bell, Long John Silver’s, and A&W. Headquartered in Louisville, Kentucky, it has a
market cap of $15.56 billion, has 50,400 employees as of May 7, 2009, and is the closest
competitor in size to McDonald’s. Headquartered in Louisville, Kentucky, Yum! is considered the
second largest in the global fast-food service industry. Offering more than one brand at a single
location has helped Yum! increase traffic at a single real estate location. Each of its flagship
brands also dominates the segment. For example, Taco Bell holds 60% of the Mexican fast-food
segment, KFC holds a respectable 45% of the fast-food chicken business, and Pizza Hut leads the
pizza business with a 15% market share in the pizza business segment. In addition to seeking
growth through acquisition of prominent brands, since its restructuring in 2006, Yum! has been
pursuing aggressive expansion overseas by expanding at the rate of 700 new locations for the
seventh consecutive year since 1999. In China alone, it has more than 2,600 restaurants, account-
ing for 15% of its revenues.

McDonald’s versus Rivals, Year-end 2008
(B = $billion; M = $million)

(Fast) Food Specialty
Service Eateries
MCD YUM BKC Industry SBUX Industry
Market Cap 61.17B 1557B 245B 161.69 M 10.1 B 1.64 B
Employees 400,000 50,400 41,000 5,700 176,000 2,140
Revenue 2299B 11.08B 2.55B 403.14 M 10.04 B 1.31B
Gross Margin 37.09%  24.53% 33.13% 21.51% 54.24% 32.2%
Net Income 435B 928 M 192 M N/A 88 M N/A
EPS 3.827 1.914 1.402 0.09 0.119 0.12
P/E 14.35 17.65 13.01 17.91 114.79 22.33

MCD = McDonald’s Corporation
BKC = Burger King Holdings, Inc.
YUM = Yum! Brands, Inc.

SBUX = Starbucks

Source: Based on http://finance.yahoo.com.
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Wendy's (WEN)

Founded in 1969, based in Dublin, Ohio, and operating over 6,600 restaurants, Wendy’s
International, Inc., owns 1,400 of the 6,600 restaurants. With 44,000 employees in 2007, Wendy’s
ranks fourth in the industry, behind McDonald’s, Yum!, and Burger King. The company is well
known for its unique square single, double, or triple made-to-order burgers and fries, and alterna-
tive menu items, such as baked potato, chili, and salads. Its new low-priced menus directly com-
pete for market share with MCD. It holds a unique position in the industry as an old-fashioned
eating place in the fast-food business and was recognized in 1986 as the most favorite quality
brand by QSR Magazine for the second year in a row and earned first place for customer satisfac-
tion in the “limited service restaurants” category in that year’s American Customer Satisfaction
Index survey. With revenues of $2,450 million in 2007, Wendy’s currently operates as a subsidiary
of the Wendy’s/Arby’s Group, a private company.

Starbucks Corporation (SBX)

Even though Starbucks is no direct competition for MCD’s core business, MCD is now in the
fighting ring with Starbucks for the specialty coffee niche. Therefore it is important to view
Starbucks as a new direct competitor. Starbucks was founded in 1985 by Howard Schultz, who
recently came out of retirement to serve as chairman, CEO, and president. The company is usually
grouped with the high-priced, high-margins specialty eateries industry. Starbucks’ annual rev-
enues are $10.04 billion, less than half of MCD’s. Starbuck’s gross margins at 54.24 percent are
17 percent points higher than McDonald’s. With 176,000 employees and strong brand recognition,
Starbucks is seen as a leader in the specialty eateries industry.

External Threats

Because of its global reach and brand recognition, MCD continues to face significant threats to its
aggressive growth strategy at home, one of which is the growing awareness among the medical and
scientific community as well as the public of the direct relationship between diet and health. A joint
research study recently conducted at the University of California, Berkeley, and Columbia
University and published in March 2009 concluded that the presence of a fast-food restaurant
within 500 feet of a school is associated with at least a 5.2 percent increase in the obesity rate in
that school, suggesting significant health benefits of banning fast-food restaurants close to schools
if communities are interested in fighting the growing epidemic of obesity among young adolescents
in America.

MCD continues to encounter lawsuits brought about around the world by activists and irate par-
ents of children less than 18 years of age. In 1990, in the McLibel Trial, also known as McDonald’s
Restaurants v. Morris & Steel, activists from a small group known as London Greenpeace with no
affiliation with the Greenpeace organization printed and distributed information under the title,
“What’s wrong with McDonald’s?” In that printed information that was widely circulated in London,
they criticized MCD’s environmental, health, and labor record. The corporation wrote to the group
demanding them to retract and apologize, but when the two key activists refused to back down, MCD
sued them for libel. It turned out to be not only one of the longest cases in British civil law, but it also
turned out to be a public relations nightmare for MCD. A documentary film capturing this saga con-
tinues to been shown in several countries, including the United States.

MCD’s premises continue to draw antiglobalization activists from around the world. In 1999,
French activist José Bové vandalized a half-built McDonald’s to protest against the introduction of
fast food in the region. As recently as 2009, activists vandalized MCD’s restaurants during the G-20
summit in protest of the poverty and income inequalities brought about by globalization.

The documentary film, Super Size Me, which argued that MCD’s menu was contributing to the
obesity epidemic and that the company provided no nutritional information about its products, caught
MCD executive’s attention quickly. Within six weeks after the film’s debut, MCD eliminated the
supersize option from its meal options.

In April 2006, the global activist organization Greenpeace alleged that MCD, as a client of the
agricultural behemoth Cargill, was contributing to the destruction of the Amazon rain forest in Brazil
and the invasion of the indigenous people’s lands when it bought chickens fed with Brazilian soya.
Furthermore, global activists argue that MCD’s operations overburden scarce drinking water supply
away from the poor local communities by diverting it to the frivolous production of supplies to
support MCD.

Unfavorable changes on the sociopolitical, legal, and environmental fronts at home and over-
seas as well as currency rates may adversely affect MCD without prior notice. Cost of supplies may
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increase cutting into MCD’s gross margins as is evident from its income statement (Exhibit 8).
Total operating costs and expenses increased rose from about $16.5 billion in 2006 to $18.9 billion
in 2007. Foreign currency translation losses displayed in Exhibit 1 show the extent of damage that
global companies like MCD encounter due to the uncertainties in the global environment that no
one has control over. In February 2009, MCD cut prices of its popular menu items in China by as
much as 40 percent to reverse declining sales.

Conclusion

Success today is no guarantee for success tomorrow. However, McDonald’s added 40 restaurants in
India in 2008 and another 25 in 2009. Although people in India are predominantly Hindu and revere
the cow, thus eating no beef, they love McDonald’s, especially Chicken McNuggets, which were first
introduced in India in May 2009. MCD’s vegetable patties also are a big hit now in India.

For the second quarter, which ended June 30, 2009, MCD had positive global comparable sales in
every area of the world, as well as higher revenues, operating income, and earnings per share com-
pared with the prior year. “We’re driving results by staying focused on our global business strategy,
the Plan to Win,” said Chief Executive Officer Jim Skinner. “As consumers find themselves more
cash-strapped and time-challenged, they continue to count on McDonald’s for value, convenience,
and variety across our menu.” MCD’s second quarter 2009 results included global comparable sales
up 4.8% with the United States up 3.5%, Europe up 6.9%, and Asia/Pacific, Middle East and Africa
up 4.4% McDonald’s Europe delivered strong second quarter comparable sales led by performance in
the U.K., France, and Russia. In Asia/Pacific, Middle East, and Africa (APMEA), Australia led the
segment’s second quarter operating income increase of 34% in constant currencies.

Exhibit 9 provides mid-year 2009 MCD financials:

MCD Financial Highlights, Second Quarter 2009
(dollars in millions, except per share data)

Quarter ended June 30 Six months ended June 30

2009 2008 2009 2008
Revenues $5,647.2 $6,075.3 $10,724.6 $11,690.1
Operating income 1,681.5 1,654.2 3,081.9 3,117.0
Net income 1,093.7 1,190.5 2,073.2 2,136.6

Earnings per share 0.98 1.04 1.85 1.85
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ASSURANCE OF LEARNING EXERCISES

Assurance of Learning Exercise 1A

Gathering Strategy Information

Purpose

The purpose of this exercise is to get you familiar with strategy terms introduced and defined
in Chapter 1. Let’s apply these terms to McDonald’s Corporation (stock symbol = MCD).

Instructions

Step 1 Go to www.mcdonalds.com, which is McDonald’s Web site. Click on the word Search.
Then type in the words Annual Report. Then print the 2009 McDonald’s Annual Report.
This document may be 100 pages, so you may want to print it in your college library or
order the report directly from McDonald’s as indicated on the Web site. The Annual Report
contains excellent information for developing a list of internal strengths and weaknesses for
MCD.

Step 2 Go to your college library and make a copy of Standard & Poor’s Industry Surveys for the
restaurant industry. This document will contain excellent information for developing a list of
external opportunities and threats facing MCD.

Step 3 Go to the www.finance.yahoo.com Web site. Enter MCD. Note the wealth of information
on McDonald’s that may be obtained by clicking any item along the left column. Click on
Competitors down the left column. Then print out the resultant tables and information.
Note that McDonald’s two major competitors are Yum! Brands, Inc. and Burger King
Holdings.

Step 4 Using the Cohesion Case, the www.finance.yahoo information, the 2009 Annual Report,
and the Industry Survey document, on a separate sheet of paper list what you consider to
be MCD'’s three major strengths, three major weaknesses, three major opportunities, and
three major threats. Each factor listed for this exercise must include a %, #, $, or ratio to
reveal some quantified fact or trend. These factors provide the underlying basis for a
strategic plan because a firm strives to take advantage of strengths, improve weaknesses,
avoid threats, and capitalize on opportunities.

Step 5 Through class discussion, compare your lists of external and internal factors to those developed
by other students and add to your lists of factors. Keep this information for use in later exercises
at the end of other chapters.

Step 6 Be mindful that whatever case company is assigned to your team of students this semester, you
can start to update the information on your company by following the steps just listed for any
publicly-held firm.

Assurance of Learning Exercise 1B

Strategic Planning for My University

Purpose

External and internal factors are the underlying bases of strategies formulated and implemented
by organizations. Your college or university faces numerous external opportunities/threats and
has many internal strengths/weaknesses. The purpose of this exercise is to illustrate the process
of identifying critical external and internal factors.
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External influences include trends in the following areas: economic, social, cultural,
demographic, environmental, technological, political, legal, governmental, and competitive.
External factors could include declining numbers of high school graduates; population shifts;
community relations; increased competitiveness among colleges and universities; rising
numbers of adults returning to college; decreased support from local, state, and federal agen-
cies; increasing numbers of foreign students attending U.S. colleges; and a rising number of
Internet courses.

Internal factors of a college or university include faculty, students, staff, alumni, athletic
programs, physical plant, grounds and maintenance, student housing, administration, fund-
raising, academic programs, food services, parking, placement, clubs, fraternities, sororities,
and public relations.

Instructions

Step 1 On a separate sheet of paper, write four headings: External Opportunities, External Threats,
Internal Strengths, and Internal Weaknesses.

Step 2 As related to your college or university, list five factors under each of the four headings.

Step 3 Discuss the factors as a class. Write the factors on the board.

Step 4 What new things did you learn about your university from the class discussion? How could this

type of discussion benefit an organization?

Assurance of Learning Exercise 1C

Strategic Planning at a Local Company

Purpose

This activity is aimed at giving you practical knowledge about how organizations in your city
or town are doing strategic planning. This exercise also will give you experience interacting
on a professional basis with local business leaders.

Instructions

Step 1 Use the telephone to contact business owners or top managers. Find an organization that does
strategic planning. Make an appointment to visit with the strategist (president, chief executive
officer, or owner) of that business.

Step 2 Seek answers to the following questions during the interview:

B How does your firm formally conduct strategic planning? Who is involved in the
process? Does the firm hold planning retreats? If yes, how often and where?

® Does your firm have a written mission statement? How was the statement developed?
When was the statement last changed?

B What are the benefits of engaging in strategic planning?

B What are the major costs or problems in doing strategic planning in your business?

B Do you anticipate making any changes in the strategic-planning process at your
company? If yes, please explain.

Step 3 Report your findings to the class.

Assurance of Learning Exercise 1D

Getting Familiar with SMCO

Purpose

This exercise is designed to get you familiar with the Strategic Management Club Online
(SMCO), which offers many benefits for the strategy student. The SMCO site also offers tem-
plates for doing case analyses in this course.
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PART 2

Strategy Formulation

CHAPTER 2

The Business Vision
and Mission

CHAPTER OBIJECTIVES

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

1. Describe the nature and role of vision 4. Discuss how clear vision and
and mission statements in strategic mission statements can benefit other
management. strategic-management activities.

2. Discuss why the process of developing a 5. Evaluate mission statements of
mission statement is as important as the different organizations.

TR In) Cloauins 6. Write good vision and mission

3. Identify the components of mission statements.
statements.

Assurance of Learning Exercises

Assurance of Assurance of Assurance of Assurance of
Learning Exercise 2A Learning Exercise 2B Learning Exercise 2C Learning Exercise 2D

Evaluating Mission Writing a Vision and Mission  Writing a Vision and Mission  Conducting Mission

Statements Statement for McDonald's Statement for My University  Statement Research




Source: Shutterstock/Photographer Dmitriy Shironosov

“Notable Quotes”

"A business is not defined by its name, statutes, or
articles of incorporation. It is defined by the business
mission. Only a clear definition of the mission and purpose
of the organization makes possible clear and realistic
business objectives."

—Peter Drucker

"A corporate vision can focus, direct, motivate, unify, and

even excite a business into superior performance. The job

of a strategist is to identify and project a clear vision.”
—John Keane

"Where there is no vision, the people perish.”
—Proverbs 29:1&

"The last thing IBM needs right now is a vision. (July 1993)
What IBM needs most right now is a vision. (March 1996)"
—Louis V. Gerstner Jr., CEO, IBM Corporation

"The best laid schemes of mice and men often go awry."
—Robert Burns (paraphrased)

"A strategist’s job is to see the company not asitis ...
but as it can become."
—John W. Teets, Chairman of Greyhound, Inc.

"That business mission is so rarely given adequate
thought is perhaps the most important single cause of
business frustration."

—Peter Drucker

"The very essence of leadership is that you have to have
vision. You can’t blow an uncertain trumpet.”
—Theodore Hesburgh
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This chapter focuses on the concepts and tools needed to evaluate and write business
vision and mission statements. A practical framework for developing mission statements is
provided. Actual mission statements from large and small organizations and for-profit and
nonprofit enterprises are presented and critically examined. The process of creating a
vision and mission statement is discussed. The global economic recession has resulted in
many firms changing direction and thereby altering their entire vision and mission in order
to survive. For example, in the Philippines, the largest food and beverage company, San
Miguel Corp., recently diversified by purchasing Petron Corp., the country’s largest oil
refiner. San Miguel also purchased Meralco, formally named Manila Electric, thus broad-
ening its mission to include energy-related businesses.
The boxed insert company examined in this chapter is Wal-Mart, which has a clear
vision/mission and strategic plan. Wal-Mart is doing great in the global economic
recession.

Doing Great in a Weak Economy

Wal-Mart

hen most firms were struggling in 2008, Wal-
Mart increased its revenues from $348 billion in
2007 to $378 billion in 2008. Wal-Mart's net income
increased too, from $11.2 billion to $12.7 billion—quite
impressive. Fortune magazine in 2009 rated Wal-Mart
as their 11th “Most Admired Company in the World” in
terms of their management and performance.
Wal-Mart Stores continues to expand internation-
ally, particularly in emerging countries such as Brazil and
India. From 2009 to 2013, Wal-Mart plans to devote 53
percent of its international spending to emerging mar-
kets, up from 33 percent in the prior five years. The
company plans include remodeling U.S. stores rather

than adding new stores and going to smaller stores.
Wal-Mart's capital expenditures in the year ending
January 2010 were $5.3 billion, up from $4.8 billion the
prior year.

As electronics retailer Circuit City was declaring
bankruptcy and liquidating in 2008, Wal-Mart was
beefing up its electronics product line, directly attacking
Best Buy. The two firms today are in a dogfight to
obtain the millions of electronics products customers.
Best Buy was Fortune's 44th “Most Admired Company
in the World” in 2009.

Wal-Mart recently revamped the electronics depart-
ments in its 3,500 U.S. stores to make them much
more interactive and roomier. The company wants
all the business that Circuit City's failure left and
also wants all of Best Buy’s and Amazon’s business.
Wal-Mart now carries sophisticated electronics prod-
ucts such as Research in Motion Ltd.’s Blackberry
smart phones, Palm Inc.'s Pre smart phone, and
Blu-ray disc players. Wal-Mart in June 2009 began
selling Dell Inc.’s new Studio One 19 touch-screen
computers.



Wal-Mart Stores is bigger than Europe’s Carrefour,
Tesco, and Metro AG combined. It is the world’s number
one retailer, with more than 7,870 stores, including
about 890 discount stores, 2,970 combination discount
and grocery stores (Wal-Mart Supercenters in the United
States and ASDA in the United Kingdom), and 600 ware-
house stores (Sam’s Club). About 55 percent of its Wal-
Mart stores are in the United States, but the company
continues expanding internationally; it is the number-
one retailer in Canada and Mexico and it has operations
in Asia (where it owns a 95 percent stake in Japanese
retailer SEIYU), Europe, and South America. Founder
Sam Walton’s heirs own about 40 percent of Wal-Mart.

Wal-Mart is a corporate leader in sustainability. The
company in 2009 alone installed rooftop solar arrays on
20 stores and warehouses in California and Hawaii.
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A Wal-Mart partner, BP Solar, installs, maintains, and
owns these systems.

Perhaps more importantly, Wal-Mart in July 2009
unveiled a new environmental labeling program that
requires all its vendors to calculate and disclose the full
environmental costs of making their products. All ven-
dors must soon distill that information into Wal-Mart's
new labeling system, thus providing product environ-
mental impact information to all Wal-Mart shoppers.
This new Wal-Mart program may redefine the whole
consumer products labeling process globally by the year
2012.

Source: Based on Geoff Colvin, “The World’s Most Admired
Companies,” Fortune (March 16, 2009): 76-86; and Miguel Bustillo,
“Wal-Mart Puts Green Movement Into Stores,” Wall Street Journal
(July 16, 2009): Al

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

Vision and mission statements often can be found in the front of annual reports. They
often are displayed throughout a firm’s premises and are distributed with company infor-
mation sent to constituencies. The statements are part of numerous internal reports, such as
loan requests, supplier agreements, labor relations contracts, business plans, and customer
service agreements. In a recent study, researchers concluded that 90 percent of all compa-
nies have used a mission statement sometime in the previous five years.!

What Do We Want to Become?

It is especially important for managers and executives in any organization to agree on the
basic vision that the firm strives to achieve in the long term. A vision statement should
answer the basic question, “What do we want to become?” A clear vision provides the
foundation for developing a comprehensive mission statement. Many organizations have
both a vision and mission statement, but the vision statement should be established first
and foremost. The vision statement should be short, preferably one sentence, and as many
managers as possible should have input into developing the statement.
Several example vision statements are provided in Table 2-1.

What Is Our Business?

Current thought on mission statements is based largely on guidelines set forth in the mid-1970s
by Peter Drucker, who is often called “the father of modern management” for his pioneering
studies at General Motors Corporation and for his 22 books and hundreds of articles. Harvard
Business Review has called Drucker “the preeminent management thinker of our time.”
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Vision Statement Examples

Tyson Foods’ vision is to be the world’s first choice for protein solutions while maximizing shareholder value. (Author comment:
Good statement, unless Tyson provides nonprotein products)

General Motors’ vision is to be the world leader in transportation products and related services. (Author comment: Good statement)
PepsiCo’s responsibility is to continually improve all aspects of the world in which we operate—environment, social, economic—
creating a better tomorrow than today. (Author comment: Statement is too vague; it should reveal beverage and food business)
Dell’s vision is to create a company culture where environmental excellence is second nature. (Author comment: Statement is too
vague; it should reveal computer business in some manner; the word environmental is generally used to refer to natural environment
so is unclear in its use here)

The vision of First Reliance Bank is to be recognized as the largest and most profitable bank in South Carolina. (Author comment:
This is a very small new bank headquartered in Florence, South Carolina, so this goal is not achievable in five years; the statement
is too futuristic)

Samsonite’s vision is to provide innovative solutions for the traveling world. (Author comment: Statement needs to be more specific,
perhaps mention luggage; statement as is could refer to air carriers or cruise lines, which is not good)

Royal Caribbean’s vision is to empower and enable our employees to deliver the best vacation experience for our guests, thereby
generating superior returns for our shareholders and enhancing the well-being of our communities. (Author comment: Statement is
good but could end after the word “guests”)

Procter & Gamble’s vision is to be, and be recognized as, the best consumer products company in the world. (Author comment:
Statement is too vague and readability is not that good)

Drucker says that asking the question “What is our business?” is synonymous with
asking the question “What is our mission?” An enduring statement of purpose that
distinguishes one organization from other similar enterprises, the mission statement is a
declaration of an organization’s “reason for being.” It answers the pivotal question “What
is our business?”” A clear mission statement is essential for effectively establishing objec-
tives and formulating strategies.

Sometimes called a creed statement, a statement of purpose, a statement of philoso-
phy, a statement of beliefs, a statement of business principles, or a statement “defining our
business,” a mission statement reveals what an organization wants to be and whom it wants
to serve. All organizations have a reason for being, even if strategists have not consciously
transformed this reason into writing. As illustrated in Figure 2-1, carefully prepared state-
ments of vision and mission are widely recognized by both practitioners and academicians
as the first step in strategic management.

Some example mission statements are provided in Table 2-2. Drucker has the
following to say about mission statements:

A business mission is the foundation for priorities, strategies, plans, and work
assignments. It is the starting point for the design of managerial jobs and, above all,
for the design of managerial structures. Nothing may seem simpler or more obvious
than to know what a company’s business is. A steel mill makes steel, a railroad runs
trains to carry freight and passengers, an insurance company underwrites fire risks,
and a bank lends money. Actually, “What is our business?” is almost always a diffi-
cult question and the right answer is usually anything but obvious. The answer to this
question is the first responsibility of strategists. Only strategists can make sure that
this question receives the attention it deserves and that the answer makes sense and
enables the business to plot its course and set its objectives.?

Some strategists spend almost every moment of every day on administrative and
tactical concerns, and strategists who rush quickly to establish objectives and implement
strategies often overlook the development of a vision and mission statement. This problem
is widespread even among large organizations. Many corporations in America have not yet
developed a formal vision or mission statement.> An increasing number of organizations
are developing these statements.

Some companies develop mission statements simply because they feel it is fashion-
able, rather than out of any real commitment. However, as described in this chapter, firms
that develop and systematically revisit their vision and mission statements, treat them as
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A Comprehensive Strategic-Management Model
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living documents, and consider them to be an integral part of the firm’s culture realize
great benefits. Johnson & Johnson (J&J) is an example firm. J&J managers meet regularly
with employees to review, reword, and reaffirm the firm’s vision and mission. The entire
J&J workforce recognizes the value that top management places on this exercise, and these
employees respond accordingly.

Vision versus Mission

Many organizations develop both a mission statement and a vision statement. Whereas the
mission statement answers the question “What is our business?” the vision statement
answers the question “What do we want to become?”” Many organizations have both a mis-
sion and vision statement.

It can be argued that profit, not mission or vision, is the primary corporate motivator.
But profit alone is not enough to motivate people.* Profit is perceived negatively by some
employees in companies. Employees may see profit as something that they earn and
management then uses and even gives away to shareholders. Although this perception is
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Example Mission Statements

Fleetwood Enterprises will lead the recreational vehicle and manufactured housing industries (2, 7) in providing quality products,
with a passion for customer-driven innovation (1). We will emphasize training, embrace diversity and provide growth opportunities
for our associates and our dealers (9). We will lead our industries in the application of appropriate technologies (4). We will operate
at the highest levels of ethics and compliance with a focus on exemplary corporate governance (6). We will deliver value to our
shareholders, positive operating results and industry-leading earnings (5). (Author comment: Statement lacks two components:
Markets and Concern for Public Image)

We aspire to make PepsiCo the world’s (3) premier consumer products company, focused on convenient foods and beverages (2).
We seek to produce healthy financial rewards for investors (5) as we provide opportunities for growth and enrichment to our employ-
ees (9), our business partners and the communities (8) in which we operate. And in everything we do, we strive to act with honesty,
openness, fairness and integrity (6). (Author comment: Statement lacks three components: Customers, Technology, and Self-Concept)

We are loyal to Royal Caribbean and Celebrity and strive for continuous improvement in everything we do. We always provide
service with a friendly greeting and a smile (7). We anticipate the needs of our customers and make all efforts to exceed our
customers’ expectations (1). We take ownership of any problem that is brought to our attention. We engage in conduct that enhances
our corporate reputation and employee morale (9). We are committed to act in the highest ethical manner and respect the rights and
dignity of others (6). (Author comment: Statement lacks five components: Products/Services, Markets, Technology, Concern for
Survival/Growth/Profits, Concern for Public Image)

Dell’s mission is to be the most successful computer company (2) in the world (3) at delivering the best customer experience in
markets we serve (1). In doing so, Dell will meet customer expectations of highest quality; leading technology (4); competitive
pricing; individual and company accountability (6); best-in-class service and support (7); flexible customization capability (7);
superior corporate citizenship (8); financial stability (5). (Author comment: Statement lacks only one component: Concern for
Employees)

Procter & Gamble will provide branded products and services of superior quality and value (7) that improve the lives of the world’s
(3) consumers. As a result, consumers (1) will reward us with industry leadership in sales, profit (5), and value creation, allowing our
people (9), our shareholders, and the communities (8) in which we live and work to prosper. (Author comment: Statement lacks three
components: Products/Services, Technology, and Philosophy)

At L’Oreal, we believe that lasting business success is built upon ethical (6) standards which guide growth and on a genuine sense
of responsibility to our employees (9), our consumers, our environment and to the communities in which we operate (8). (Author
comment: Statement lacks six components: Customers, Products/Services, Markets, Technology, Concern for
Survival/Growth/Profits, Concern for Public Image)

Note: The numbers in parentheses correspond to the nine components listed on page 51; author comment also refers to those components.

undesired and disturbing to management, it clearly indicates that both profit and vision are
needed to motivate a workforce effectively.

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

The Process of Developing Vision and Mission Statements

As indicated in the strategic-management model, clear vision and mission statements are
needed before alternative strategies can be formulated and implemented. As many man-
agers as possible should be involved in the process of developing these statements because
through involvement, people become committed to an organization.

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

During the process of developing vision and mission statements, some organiza-
tions use discussion groups of managers to develop and modify existing statements.
Some organizations hire an outside consultant or facilitator to manage the process
and help draft the language. Sometimes an outside person with expertise in developing
such statements, who has unbiased views, can manage the process more effectively
than an internal group or committee of managers. Decisions on how best to com-
municate the vision and mission to all managers, employees, and external con-
stituencies of an organization are needed when the documents are in final form. Some
organizations even develop a videotape to explain the statements, and how they were
developed.

An article by Campbell and Yeung emphasizes that the process of developing a
mission statement should create an “emotional bond” and “sense of mission” between the
organization and its employees.> Commitment to a company’s strategy and intellectual
agreement on the strategies to be pursued do not necessarily translate into an emotional
bond; hence, strategies that have been formulated may not be implemented. These
researchers stress that an emotional bond comes when an individual personally identifies
with the underlying values and behavior of a firm, thus turning intellectual agreement and
commitment to strategy into a sense of mission. Campbell and Yeung also differentiate
between the terms vision and mission, saying that vision is “a possible and desirable future
state of an organization” that includes specific goals, whereas mission is more associated
with behavior and the present.

Importance (Benefits) of Vision and Mission
Statements

The importance (benefits) of vision and mission statements to effective strategic
management is well documented in the literature, although research results are mixed.
Rarick and Vitton found that firms with a formalized mission statement have twice the
average return on shareholders’ equity than those firms without a formalized mission
statement have; Bart and Baetz found a positive relationship between mission state-
ments and organizational performance; BusinessWeek reports that firms using mission
statements have a 30 percent higher return on certain financial measures than those
without such statements; however, some studies have found that having a mission state-
ment does not directly contribute positively to financial performance.® The extent of
manager and employee involvement in developing vision and mission statements can
make a difference in business success. This chapter provides guidelines for developing
these important documents. In actual practice, wide variations exist in the nature,
composition, and use of both vision and mission statements. King and Cleland recom-
mend that organizations carefully develop a written mission statement in order to reap
the following benefits:

To ensure unanimity of purpose within the organization

To provide a basis, or standard, for allocating organizational resources

To establish a general tone or organizational climate

To serve as a focal point for individuals to identify with the organization’s purpose

and direction, and to deter those who cannot from participating further in the orga-

nization’s activities

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

6. To specify organizational purposes and then to translate these purposes into objec-

tives in such a way that cost, time, and performance parameters can be assessed and

controlled.”

Sl
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Reuben Mark, former CEO of Colgate, maintains that a clear mission increasingly
must make sense internationally. Mark’s thoughts on vision are as follows:

When it comes to rallying everyone to the corporate banner, it’s essential to push one
vision globally rather than trying to drive home different messages in different cul-
tures. The trick is to keep the vision simple but elevated: “We make the world’s
fastest computers” or “Telephone service for everyone.” You're never going to get
anyone to charge the machine guns only for financial objectives. It’s got to be some-
thing that makes people feel better, feel a part of something.®

A Resolution of Divergent Views

Another benefit of developing a comprehensive mission statement is that divergent views
among managers can be revealed and resolved through the process. The question “What is
our business?” can create controversy. Raising the question often reveals differences
among strategists in the organization. Individuals who have worked together for a long
time and who think they know each other suddenly may realize that they are in fundamen-
tal disagreement. For example, in a college or university, divergent views regarding the
relative importance of teaching, research, and service often are expressed during the
mission statement development process. Negotiation, compromise, and eventual agree-
ment on important issues are needed before people can focus on more specific strategy
formulation activities.

“What is our mission?” is a genuine decision; and a genuine decision must be based
on divergent views to have a chance to be a right and effective decision. Developing
a business mission is always a choice between alternatives, each of which rests on
different assumptions regarding the reality of the business and its environment. It is
always a high-risk decision. A change in mission always leads to changes in
objectives, strategies, organization, and behavior. The mission decision is far too
important to be made by acclamation. Developing a business mission is a big step
toward management effectiveness. Hidden or half-understood disagreements on the
definition of a business mission underlie many of the personality problems, commu-
nication problems, and irritations that tend to divide a top-management group.
Establishing a mission should never be made on plausibility alone, should never be
made fast, and should never be made painlessly.?

Considerable disagreement among an organization’s strategists over vision and
mission statements can cause trouble if not resolved. For example, unresolved disagree-
ment over the business mission was one of the reasons for W. T. Grant’s bankruptcy and
eventual liquidation. As one executive reported:

There was a lot of dissension within the company whether we should go the Kmart
route or go after the Montgomery Ward and JCPenney position. Ed Staley and Lou
Lustenberger (two top executives) were at loggerheads over the issue, with the
upshot being we took a position between the two and that consequently stood for
nothing. 10

Too often, strategists develop vision and business mission statements only when
the organization is in trouble. Of course, it is needed then. Developing and communi-
cating a clear mission during troubled times indeed may have spectacular results and
even may reverse decline. However, to wait until an organization is in trouble to
develop a vision and mission statement is a gamble that characterizes irresponsible
management. According to Drucker, the most important time to ask seriously, “What
do we want to become?” and “What is our business?” is when a company has been
successful:

Success always obsoletes the very behavior that achieved it, always creates new real-
ities, and always creates new and different problems. Only the fairy tale story ends,
“They lived happily ever after.” It is never popular to argue with success or to rock
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the boat. The ancient Greeks knew that the penalty of success can be severe. The
management that does not ask “What is our mission?”” when the company is success-
ful is, in effect, smug, lazy, and arrogant. It will not be long before success will turn
into failure. Sooner or later, even the most successful answer to the question “What
is our business?” becomes obsolete.!!

In multidivisional organizations, strategists should ensure that divisional units
perform strategic-management tasks, including the development of a statement of vision
and mission. Each division should involve its own managers and employees in developing
a vision and mission statement that is consistent with and supportive of the corporate
mission.

An organization that fails to develop a vision statement as well as a comprehensive
and inspiring mission statement loses the opportunity to present itself favorably to existing
and potential stakeholders. All organizations need customers, employees, and managers,
and most firms need creditors, suppliers, and distributors. The vision and mission
statements are effective vehicles for communicating with important internal and external
stakeholders. The principal benefit of these statements as tools of strategic management is
derived from their specification of the ultimate aims of a firm:

They provide managers with a unity of direction that transcends individual,
parochial, and transitory needs. They promote a sense of shared expectations among
all levels and generations of employees. They consolidate values over time and
across individuals and interest groups. They project a sense of worth and intent that
can be identified and assimilated by company outsiders. Finally, they affirm the
company’s commitment to responsible action, which is symbiotic with its need to
preserve and protect the essential claims of insiders for sustained survival, growth,
and profitability of the firm.!2

Characteristics of a Mission Statement
A Declaration of Attitude

A mission statement is more than a statement of specific details; it is a declaration of
attitude and outlook. It usually is broad in scope for at least two major reasons. First, a
good mission statement allows for the generation and consideration of a range of feasi-
ble alternative objectives and strategies without unduly stifling management creativity.
Excess specificity would limit the potential of creative growth for the organization.
However, an overly general statement that does not exclude any strategy alternatives
could be dysfunctional. Apple Computer’s mission statement, for example, should not
open the possibility for diversification into pesticides—or Ford Motor Company’s into
food processing.

Second, a mission statement needs to be broad to reconcile differences effectively
among, and appeal to, an organization’s diverse stakeholders, the individuals and
groups of individuals who have a special stake or claim on the company. Thus a mission
statement should be reconcilatory. Stakeholders include employees, managers, stock-
holders, boards of directors, customers, suppliers, distributors, creditors, governments
(local, state, federal, and foreign), unions, competitors, environmental groups, and the
general public. Stakeholders affect and are affected by an organization’s strategies, yet
the claims and concerns of diverse constituencies vary and often conflict. For example,
the general public is especially interested in social responsibility, whereas stockholders
are more interested in profitability. Claims on any business literally may number in the
thousands, and they often include clean air, jobs, taxes, investment opportunities, career
opportunities, equal employment opportunities, employee benefits, salaries, wages,
clean water, and community services. All stakeholders’ claims on an organization
cannot be pursued with equal emphasis. A good mission statement indicates the
relative attention that an organization will devote to meeting the claims of various
stakeholders.
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The fine balance between specificity and generality is difficult to achieve, but it is well
worth the effort. George Steiner offers the following insight on the need for a mission
statement to be broad in scope:

Most business statements of mission are expressed at high levels of abstraction.
Vagueness nevertheless has its virtues. Mission statements are not designed to express
concrete ends, but rather to provide motivation, general direction, an image, a tone,
and a philosophy to guide the enterprise. An excess of detail could prove counterpro-
ductive since concrete specification could be the base for rallying opposition.
Precision might stifle creativity in the formulation of an acceptable mission or pur-
pose. Once an aim is cast in concrete, it creates a rigidity in an organization and resists
change. Vagueness leaves room for other managers to fill in the details, perhaps even
to modify general patterns. Vagueness permits more flexibility in adapting to chang-
ing environments and internal operations. It facilitates flexibility in implementation.!3

As indicated in Table 2-3, in addition to being broad in scope, an effective mission
statement should not be too lengthy; recommended length is less than 250 words. An effec-
tive mission statement should arouse positive feelings and emotions about an organization;
it should be inspiring in the sense that it motivates readers to action. A mission statement
should be enduring. All of these are desired characteristics of a statement. An effective
mission statement generates the impression that a firm is successful, has direction, and is
worthy of time, support, and investment—from all socioeconomic groups of people.

It reflects judgments about future growth directions and strategies that are based on
forward-looking external and internal analyses. A business mission should provide useful
criteria for selecting among alternative strategies. A clear mission statement provides a
basis for generating and screening strategic options. The statement of mission should be
dynamic in orientation, allowing judgments about the most promising growth directions
and those considered less promising.

A Customer Orientation

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

A good mission statement reflects the anticipations of customers. Rather than developing
aproduct and then trying to find a market, the operating philosophy of organizations should be
to identify customers’ needs and then provide a product or service to fulfill those needs.

Ten Benefits of Having a Clear Mission and Vision

1. Achieve clarity of purpose among all managers and employees.

2. Provide a basis for all other strategic planning activities, including the internal and external
assessment, establishing objectives, developing strategies, choosing among alternative
strategies, devising policies, establishing organizational structure, allocating resources, and
evaluating performance.

. Provide direction.

. Provide a focal point for all stakeholders of the firm.

. Resolve divergent views among managers.

. Promote a sense of shared expectations among all managers and employees.
. Project a sense of worth and intent to all stakeholders.

. Project an organized, motivated organization worthy of support.

O 0 9 N L R~ W

. Achieve higher organizational performance.

10. Achieve synergy among all managers and employees.
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Good mission statements identify the utility of a firm’s products to its customers. This
is why AT&T’s mission statement focuses on communication rather than on telephones; it
is why ExxonMobil’s mission statement focuses on energy rather than on oil and gas; it is
why Union Pacific’s mission statement focuses on transportation rather than on railroads;
it is why Universal Studios' mission statement focuses on entertainment rather than on
movies. The following utility statements are relevant in developing a mission statement:

Do not offer me things.

Do not offer me clothes. Offer me attractive looks.

Do not offer me shoes. Offer me comfort for my feet and the pleasure of walking.

Do not offer me a house. Offer me security, comfort, and a place that is clean and happy.
Do not offer me books. Offer me hours of pleasure and the benefit of knowledge.

Do not offer me CDs. Offer me leisure and the sound of music.

Do not offer me tools. Offer me the benefits and the pleasure that come from making
beautiful things.

Do not offer me furniture. Offer me comfort and the quietness of a cozy place.
Do not offer me things. Offer me ideas, emotions, ambience, feelings, and benefits.

Please, do not offer me things.

A major reason for developing a business mission statement is to attract customers
who give meaning to an organization. Hotel customers today want to use the Internet, so
more and more hotels are providing Internet service. A classic description of the purpose
of a business reveals the relative importance of customers in a statement of mission:

It is the customer who determines what a business is. It is the customer alone whose
willingness to pay for a good or service converts economic resources into wealth and
things into goods. What a business thinks it produces is not of first importance, espe-
cially not to the future of the business and to its success. What the customer thinks
he/she is buying, what he/she considers value, is decisive—it determines what a
business is, what it produces, and whether it will prosper. And what the customer
buys and considers value is never a product. It is always utility, meaning what a
product or service does for him or her. The customer is the foundation of a business
and keeps it in existence.!’

Mission Statement Components

Mission statements can and do vary in length, content, format, and specificity. Most
practitioners and academicians of strategic management feel that an effective statement
should include nine components. Because a mission statement is often the most visible and
public part of the strategic-management process, it is important that it includes the nine
characteristics as summarized in Table 2-4, as well as the following nine components:

Customers—Who are the firm’s customers?

Products or services—What are the firm’s major products or services?

Markets—Geographically, where does the firm compete?

Technology—Is the firm technologically current?

Concern for survival, growth, and profitability—Is the firm committed to growth

and financial soundness?

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

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

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

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

Nk LD =

Excerpts from the mission statements of different organizations are provided in
Table 2-5 to exemplify the nine essential mission statement components.
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Characteristics of a Mission Statement

* Broad in scope; do not include monetary amounts, numbers, percentages, ratios, or objectives
* Less than 250 words in length
e Inspiring
e Identify the utility of a firm’s products
¢ Reveal that the firm is socially responsible
e Reveal that the firm is environmentally responsible
* Include nine components
customers, products or services, markets, technology, concern for survival/growth/
profits, philosophy, self-concept, concern for public image, concern for employees
¢ Reconciliatory
¢ Enduring

Examples of the Nine Essential Components of a Mission Statement

1. Customers

We believe our first responsibility is to the doctors, nurses, patients, mothers, and all others who use our products and services.
(Johnson & Johnson)

To earn our customers’ loyalty, we listen to them, anticipate their needs, and act to create value in their eyes. (Lexmark International)
2. Products or Services

AMAXs principal products are molybdenum, coal, iron ore, copper, lead, zinc, petroleum and natural gas, potash, phosphates,
nickel, tungsten, silver, gold, and magnesium. (AMAX Engineering Company)

Standard Oil Company (Indiana) is in business to find and produce crude oil, natural gas, and natural gas liquids; to manufacture
high-quality products useful to society from these raw materials; and to distribute and market those products and to provide depend-
able related services to the consuming public at reasonable prices. (Standard Oil Company)

3. Markets

We are dedicated to the total success of Corning Glass Works as a worldwide competitor. (Corning Glass Works)

Our emphasis is on North American markets, although global opportunities will be explored. (Blockway)

4. Technology

Control Data is in the business of applying micro-electronics and computer technology in two general areas: computer-related hard-
ware; and computing-enhancing services, which include computation, information, education, and finance. (Control Data)

We will continually strive to meet the preferences of adult smokers by developing technologies that have the potential to reduce the
health risks associated with smoking. (RJ Reynolds)

5. Concern for Survival, Growth, and Profitability
In this respect, the company will conduct its operations prudently and will provide the profits and growth which will assure Hoover’s
ultimate success. (Hoover Universal)

To serve the worldwide need for knowledge at a fair profit by adhering, evaluating, producing, and distributing valuable information
in a way that benefits our customers, employees, other investors, and our society. (McGraw-Hill)

6. Philosophy

Our world-class leadership is dedicated to a management philosophy that holds people above profits. (Kellogg)

It’s all part of the Mary Kay philosophy—a philosophy based on the golden rule. A spirit of sharing and caring where people give
cheerfully of their time, knowledge, and experience. (Mary Kay Cosmetics)

7. Self-Concept

Crown Zellerbach is committed to leapfrogging ongoing competition within 1,000 days by unleashing the constructive and creative
abilities and energies of each of its employees. (Crown Zellerbach)

8. Concern for Public Image

To share the world’s obligation for the protection of the environment. (Dow Chemical)

To contribute to the economic strength of society and function as a good corporate citizen on a local, state, and national basis in all
countries in which we do business. (Pfizer)

9. Concern for Employees

To recruit, develop, motivate, reward, and retain personnel of exceptional ability, character, and dedication by providing good work-
ing conditions, superior leadership, compensation on the basis of performance, an attractive benefit program, opportunity for growth,
and a high degree of employment security. (The Wachovia Corporation)

To compensate its employees with remuneration and fringe benefits competitive with other employment opportunities in its geographi-
cal area and commensurate with their contributions toward efficient corporate operations. (Public Service Electric & Gas Company)
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Writing and Evaluating Mission Statements

Perhaps the best way to develop a skill for writing and evaluating mission statements is
to study actual company missions. Therefore, the mission statements presented on pages
44-46 are evaluated based on the nine desired components. Note earlier in Table 2-2 that
numbers provided in each statement reveal what components are included in the respec-
tive documents. Among the statements in Table 2-2, note that the Dell mission statement
is the best because it lacks only one component, whereas the L’Oreal statement is the
worst, lacking six of the nine recommended components.

There is no one best mission statement for a particular organization, so good
judgment is required in evaluating mission statements. Realize that some individuals are
more demanding than others in assessing mission statements in this manner. For example,
if a statement merely includes the word “customers” without specifying who the cus-
tomers are, is that satisfactory? Ideally a statement would provide more than simply
inclusion of a single word such as “products” or “employees” regarding a respective com-
ponent. Why? Because the statement should be informative, inspiring, enduring, and
serve to motivate stakeholders to action. Evaluation of a mission statement regarding
inclusion of the nine components is just the beginning of the process to assess a state-
ment’s overall effectiveness.

Conclusion

Every organization has a unique purpose and reason for being. This uniqueness should
be reflected in vision and mission statements. The nature of a business vision and mis-
sion can represent either a competitive advantage or disadvantage for the firm. An orga-
nization achieves a heightened sense of purpose when strategists, managers, and
employees develop and communicate a clear business vision and mission. Drucker says
that developing a clear business vision and mission is the “first responsibility of
strategists.”

A good mission statement reveals an organization’s customers; products or services;
markets; technology; concern for survival, growth, and profitability; philosophy; self-con-
cept; concern for public image; and concern for employees. These nine basic components
serve as a practical framework for evaluating and writing mission statements. As the first
step in strategic management, the vision and mission statements provide direction for all
planning activities.

Well-designed vision and mission statements are essential for formulating, implement-
ing, and evaluating strategy. Developing and communicating a clear business vision and
mission are the most commonly overlooked tasks in strategic management. Without clear
statements of vision and mission, a firm’s short-term actions can be counterproductive to
long-term interests. Vision and mission statements always should be subject to revision, but,
if carefully prepared, they will require infrequent major changes. Organizations usually
reexamine their vision and mission statements annually. Effective mission statements stand
the test of time.

Vision and mission statements are essential tools for strategists, a fact illustrated in a
short story told by Porsche former CEO Peter Schultz:

Three people were at work on a construction site. All were doing the same job, but
when each was asked what his job was, the answers varied: “Breaking rocks,” the
first replied; “Earning a living,” responded the second; “Helping to build a cathe-
dral,” said the third. Few of us can build cathedrals. But to the extent we can see the
cathedral in whatever cause we are following, the job seems more worthwhile. Good
strategists and a clear mission help us find those cathedrals in what otherwise could
be dismal issues and empty causes.!®
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Key Terms and Concepts

Concern for Employees (p. 51) Philosophy (p. 51)

Concern for Public Image (p. 51) Products or Services (p. 51)
Concern for Survival, Growth, and Profitability (p. 51) Reconciliatory (p. 52)
Creed Statement (p. 44) Self-Concept (p. 51)
Customers (p. 51) Stakeholders (p. 49)
Markets (p. 51) Technology (p. 51)

Mission Statement (p. 44) Vision Statement (p. 46)

Mission Statement Components (p. 51)

Issues for Review and Discussion

1. What are some different names for “mission statement,” and where will you likely find a
firm’s mission statement?

2. If your company does not have a vision or mission statement, describe a good process for
developing these documents.

3. Explain how developing a mission statement can help resolve divergent views among
managers in a firm.

4.  Drucker says the most important time to seriously reexamine the firm’s vision/mission is
when the firm is very successful. Why is this?

5. Explain why a mission statement should not include monetary amounts, numbers,
percentages, ratios, goals, or objectives.

6. Discuss the meaning of the following statement: “Good mission statements identify the
utility of a firm’s products to its customers.”

7.  Distinguish between the “self-concept” and the “philosophy”” components in a mission
statement. Give an example of each for your university.

8. When someone or some company is “on a mission’ to achieve something, many times they
cannot be stopped. List three things in prioritized order that you are “on a mission” to
achieve in life.

9. Compare and contrast vision statements with mission statements in terms of composition and
importance.

10. Do local service stations need to have written vision and mission statements? Why or why not?

11.  Why do you think organizations that have a comprehensive mission tend to be high perform-
ers? Does having a comprehensive mission cause high performance?

12.  Explain why a mission statement should not include strategies and objectives.

13. What is your college or university’s self-concept? How would you state that in a mission
statement?

14.  Explain the principal value of a vision and a mission statement.

15. Why is it important for a mission statement to be reconciliatory?

16.  In your opinion, what are the three most important components that should be included when
writing a mission statement? Why?

17.  How would the mission statements of a for-profit and a nonprofit organization differ?

18.  Write a vision and mission statement for an organization of your choice.

19.  Conduct a search on the Internet with the keywords vision statement and mission statement.
Find various company vision and mission statements, and evaluate the documents. Write a
one-page single-spaced report on your findings.

20.  Who are the major stakeholders of the bank that you do business with locally? What are the
major claims of those stakeholders?

21.  List seven characteristics of a mission statement.

22.  List eight benefits of having a clear mission statement.

23.  How often do you think a firm’s vision and mission statements should be changed?
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ASSURANCE OF LEARNING EXERCISES

Assurance of Learning Exercise 2A

Evaluating Mission Statements

Purpose

A business mission statement is an integral part of strategic management. It provides direction
for formulating, implementing, and evaluating strategic activities. This exercise will give you
practice evaluating mission statements, a skill that is a prerequisite to writing a good mission

statement.

Instructions

Step 1 On a clean sheet of paper, prepare a 9 X 3 matrix. Place the nine mission statement components
down the left column and the following three companies across the top of your paper.

Step 2 Write Yes or No in each cell of your matrix to indicate whether you feel the particular mission
statement includes the respective component.

Step 3 Turn your paper in to your instructor for a classwork grade.

Mission Statements

General Motors

Our mission is to be the world leader in transportation products and related services. We aim to
maintain this position through enlightened customer enthusiasm and continuous improvement
driven by integrity, teamwork, innovation and individual respect and responsibility of our
employees.

North Carolina Zoo

Our mission is to encourage understanding of and commitment to the conservation of the world’s
wildlife and wild places through recognition of the interdependence of people and nature. We
will do this by creating a sense of enjoyment, wonder and discovery throughout the Park and in
our outreach programs.

Samsonite

Our mission is to be the leader in the travel industry. Samsonite’s ambition is to provide unparal-
leled durability, security and dependability in all of its products, through leading edge function-
ality, features, innovation, technology, contemporary aesthetics and design. In order to fill every
niche in the travel market, Samsonite will seek to create strategic alliances, combining our
strengths with other partners in our brands.

Assurance of Learning Exercise 2B

Writing a Vision and Mission Statement
for McDonald’s Corporation

Purpose

There is always room for improvement in regard to an existing vision and mission statement.
Currently McDonald’s does not have a vision statement or mission statement, so this exercise
will ask you to develop one.
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Instructions

Step 1 Refer back to page 33, the Cohesion Case, for McDonald’s values statement.
Step 2 On a clean sheet of paper, write a one-sentence vision statement for McDonald’s.
Step 3 On that same sheet of paper, write a mission statement for McDonald’s.

Assurance of Learning Exercise 2C

Writing a Vision and Mission Statement for My University

Purpose

Most universities have a vision and mission statement. The purpose of this exercise is to give you
practice writing a vision and mission statement for a nonprofit organization such as your own
university.

Instructions

Step 1 Write a vision statement and a mission statement for your university. Your mission statement
should include the nine characteristics summarized in Table 2-4.

Step 2 Read your vision and mission statement to the class.

Step 3 Determine whether your institution has a vision and/or mission statement. Look in the front of

the college handbook. If your institution has a written statement, contact an appropriate admin-
istrator of the institution to inquire as to how and when the statement was prepared. Share this
information with the class. Analyze your college’s vision and mission statement in light of the
concepts presented in this chapter.

Assurance of Learning Exercise 2D

Conducting Mission Statement Research

Purpose

This exercise gives you the opportunity to study the nature and role of vision and mission state-
ments in strategic management.

Instructions

Step 1 Call various organizations in your city or county to identify firms that have developed a formal
vision and/or mission statement. Contact nonprofit organizations and government agencies in
addition to small and large businesses. Ask to speak with the director, owner, or chief executive
officer of each organization. Explain that you are studying vision and mission statements in
class and are conducting research as part of a class activity.

Step 2 Ask several executives the following four questions, and record their answers.

1. When did your organization first develop its vision and/or mission statement? Who was
primarily responsible for its development?

2. How long have your current statements existed? When were they last modified? Why
were they modified at that time?

3. By what process are your firm’s vision and mission statements altered?

4. How are your vision and mission statements used in the firm?

Step 3 Provide an overview of your findings to the class.
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The External Assessment

CHAPTER OBIJECTIVES

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

1. Describe how to conduct an external 6. Explain how to develop an EFE
strategic-management audit. Matrix.

2. Discuss 10 major external forces that 7. Explain how to develop a Competitive
affect organizations: economic, social, Profile Matrix.

cultural, demographic, environmental,
political, governmental, legal,

technological, and competitive. competitive intelligence.

3. Describe key sources of external

information, including the Internet. L] Rl RO,

4. Discuss important forecasting tools used

In strategic management. to competitive analysis.

5. Discuss the importance of monitoring
external trends and events.

Assurance of Learning Exercises

Assurance of Learning  Assurance of Learning  Assurance of Learning
Exercise 3A Exercise 3B Exercise 3C

Developing an EFE Matrix The External Assessment Developing an EFE Matrix for

for McDonald’s Corporation My University

8. Discuss the importance of gathering
9. Describe the trend toward cooperation

10. Discuss market commonality and
resource similarity in relation

Assurance of Learning
Exercise 3D

Developing a Competitive
Profile Matrix for McDonald's
Corporation
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“Notable Quotes”

"If you're not faster than your competitor, you're in a
tenuous position, and if you're only half as fast, you're
terminal.”

—George Salk

"The opportunities and threats existing in any situation
always exceed the resources needed to exploit the
opportunities or avoid the threats. Thus, strategy is
essentially a problem of allocating resources. If strategy
is to be successful, it must allocate superior resources
against a decisive opportunity.”

—William Cohen

"Organizations pursue strategies that will disrupt the
normal course of industry events and forge new industry
conditions to the disadvantage of competitors.”

—lan C. Macmillan

Assurance of Learning
Exercise 3E

Developing a Competitive

Profile Matrix for My
University

"If everyone is thinking alike, then somebody isn’t thinking."
—George Patton

"It is not the strongest of the species that survive, nor
the most intelligent, but the one most responsive to
change."

—-Charles Darwin

"Nothing focuses the mind better than the constant
sight of a competitor who wants to wipe you off the map.”
—Wayne Calloway
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This chapter examines the tools and concepts needed to conduct an external strategic
management audit (sometimes called environmental scanning or industry analysis). An
external audit focuses on identifying and evaluating trends and events beyond the control of a
single firm, such as increased foreign competition, population shifts to the Sunbelt, an aging
society, consumer fear of traveling, and stock market volatility. An external audit reveals key
opportunities and threats confronting an organization so that managers can formulate strate-
gies to take advantage of the opportunities and avoid or reduce the impact of threats. This
chapter presents a practical framework for gathering, assimilating, and analyzing external
information. The Industrial Organization (I/O) view of strategic management is introduced.
The Chapter 3 boxed insert company pursuing excellent strategies in the midst of a
global recession is Dunkin Brands, Inc.

Doing Great in a Weak Economy

Dunkin' Brands, Inc.

Dunkin’ Donuts and Baskin-Robbins are under one
umbrella company named Dunkin’ Brands, Inc.
Doughnuts and ice cream go hand-in-hand at this com-
pany, which has more than 13,000 locations in more
than 40 countries. With more than 7,900 shops in 30
countries (5,800 of which are in North America),
Dunkin’ Donuts is the world’s leading chain of donut
shops. Baskin-Robbins is a leading seller of ice cream
and frozen snacks with its nearly 6,000 outlets (about
half are located in the United States). About 1,100 loca-
tions offer a combination of the company’s brands.
Dunkin’ Brands is owned by a group of private invest-
ment firms including Bain Capital, The Carlyle Group,
and Thomas H. Lee Partners.

Dunkin’ Donuts in 2009 launched a $100 million
advertising campaign around the theme “You Kin’ Do
[t” that highlights everyday challenges, such as work

Dunkin’” Dunkin’ launched fierce, frontal attacks on
both McDonald’s and Starbucks as those two firms

and traffic. Dunkin’ Donuts president Will Kussell says,
“We're going to help you get through whatever you
have to deal with every day.” Dunkin” is also expanding
its Dunkin’ Deals, which bundles a bagel or sandwich
for 99 cents with purchase of a coffee. Franchisee Jim
Allen, who owns 18 stores, says, “Dunkin’ Deals has
been huge in this economy.”

In June 2009, Dunkin’ Donuts introduced its first 99
cent breakfast wrap. Called the Wake-Up Wrap and
supported by the advertising phrase “America Saves at

battled each other over fancy coffee drinks. Dunkin’
Donuts’ brand marketing officer Frances Allen said:
“Starbucks can't do food and McDonald’s can’t do
coffee. We view breakfast as a ‘value’ meal as noted in
our ad ‘Breakfast, NOT Brokefast.”” Dunkin” is presently
test marketing a six-item breakfast value menu, all priced
at 99 cents with any beverage purchase.

Source: Based on Theresa Howard, “Dunkin’ Donuts Expects a Solid
2009,” USA Today (January 2, 2009): 5B.
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The Nature of an External Audit

The purpose of an external audit is to develop a finite list of opportunities that could
benefit a firm and threats that should be avoided. As the term finite suggests, the external
audit is not aimed at developing an exhaustive list of every possible factor that could
influence the business; rather, it is aimed at identifying key variables that offer actionable
responses. Firms should be able to respond either offensively or defensively to the factors
by formulating strategies that take advantage of external opportunities or that minimize
the impact of potential threats. Figure 3-1 illustrates how the external audit fits into the
strategic-management process.

Key External Forces

External forces can be divided into five broad categories: (1) economic forces; (2) social, cul-
tural, demographic, and natural environment forces; (3) political, governmental, and legal
forces; (4) technological forces; and (5) competitive forces. Relationships among these
forces and an organization are depicted in Figure 3-2. External trends and events, such as the

A Comprehensive Strategic-Management Model
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Relationships Between Key External Forces and an Organization

4 N

Competitors
Suppliers
Distributors

Economic forces

Social, cultural, demographic, and .
. Communities
environment natural forces (

Political, legal, and governmental forces
Technological forces

Competitive forces

N Creditors
Customers
Employees

AN ORGANIZATION’S
OPPORTUNITIES AND
THREATS

Managers
Stockholders >
Labor unions
Governments

\/

Trade associations
Special interest groups
J Products

Services
Markets
Natural environment

global economic recession, significantly affect products, services, markets, and organizations
worldwide. The U.S. unemployment rate climbed to over 9 percent in July 2009 as more than
2.5 million jobs were lost in the United States in 2008—the most since 1945 when the coun-
try downsized from the war effort. The rate is expected to rise to 10.1 percent. All sectors
witness rising unemployment rates, except for education, health-care services, and govern-
ment employment. Many Americans are resorting to minimum wage jobs to make ends meet.

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

The increasing complexity of business today is evidenced by more countries developing
the capacity and will to compete aggressively in world markets. Foreign businesses and coun-
tries are willing to learn, adapt, innovate, and invent to compete successfully in the market-
place. There are more competitive new technologies in Europe and Asia today than ever before.

The Process of Performing an External Audit

The process of performing an external audit must involve as many managers and employ-
ees as possible. As emphasized in earlier chapters, involvement in the strategic-management
process can lead to understanding and commitment from organizational members.
Individuals appreciate having the opportunity to contribute ideas and to gain a better
understanding of their firms’ industry, competitors, and markets.

To perform an external audit, a company first must gather competitive intelligence and
information about economic, social, cultural, demographic, environmental, political,
governmental, legal, and technological trends. Individuals can be asked to monitor various
sources of information, such as key magazines, trade journals, and newspapers. These
persons can submit periodic scanning reports to a committee of managers charged with
performing the external audit. This approach provides a continuous stream of timely
strategic information and involves many individuals in the external-audit process. The
Internet provides another source for gathering strategic information, as do corporate,
university, and public libraries. Suppliers, distributors, salespersons, customers, and com-
petitors represent other sources of vital information.
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Once information is gathered, it should be assimilated and evaluated. A meeting or series
of meetings of managers is needed to collectively identify the most important opportunities
and threats facing the firm. These key external factors should be listed on flip charts or a chalk-
board. A prioritized list of these factors could be obtained by requesting that all managers rank
the factors identified, from 1 for the most important opportunity/threat to 20 for the least
important opportunity/threat. These key external factors can vary over time and by industry.
Relationships with suppliers or distributors are often a critical success factor. Other variables
commonly used include market share, breadth of competing products, world economies,
foreign affiliates, proprietary and key account advantages, price competitiveness, technologi-
cal advancements, population shifts, interest rates, and pollution abatement.

Freund emphasized that these key external factors should be (1) important to achiev-
ing long-term and annual objectives, (2) measurable, (3) applicable to all competing firms,
and (4) hierarchical in the sense that some will pertain to the overall company and others
will be more narrowly focused on functional or divisional areas.! A final list of the most
important key external factors should be communicated and distributed widely in the orga-
nization. Both opportunities and threats can be key external factors.

The Industrial Organization (I/0) View

The Industrial Organization (I/O) approach to competitive advantage advocates that
external (industry) factors are more important than internal factors in a firm achieving
competitive advantage. Proponents of the I/O view, such as Michael Porter, contend that
organizational performance will be primarily determined by industry forces. Porter’s Five-
Forces Model, presented later in this chapter, is an example of the I/O perspective, which
focuses on analyzing external forces and industry variables as a basis for getting and
keeping competitive advantage. Competitive advantage is determined largely by competi-
tive positioning within an industry, according to I/O advocates. Managing strategically
from the I/O perspective entails firms striving to compete in attractive industries, avoiding
weak or faltering industries, and gaining a full understanding of key external factor rela-
tionships within that attractive industry. I/O research provides important contributions to
our understanding of how to gain competitive advantage.

I/O theorists contend that external factors in general and the industry in which a firm
chooses to compete has a stronger influence on the firm’s performance than do the internal
functional decisions managers make in marketing, finance, and the like. Firm performance,
they contend, is primarily based more on industry properties, such as economies of scale,
barriers to market entry, product differentiation, the economy, and level of competitiveness
than on internal resources, capabilities, structure, and operations. The global economic
recession’s impact on both strong and weak firms has added credence of late to the notion
that external forces are more important than internal. Many thousands of internally strong
firms in 20062007 disappeared in 2008-2009.

The I/0 view has enhanced our understanding of strategic management. However, it is
not a question of whether external or internal factors are more important in gaining and
maintaining competitive advantage. Effective integration and understanding of both exter-
nal and internal factors is the key to securing and keeping a competitive advantage. In fact,
as discussed in Chapter 6, matching key external opportunities/threats with key internal
strengths/weaknesses provides the basis for successful strategy formulation.

Economic Forces

Increasing numbers of two-income households is an economic trend in the United States.
Individuals place a premium on time. Improved customer service, immediate availability,
trouble-free operation of products, and dependable maintenance and repair services are
becoming more important. People today are more willing than ever to pay for good service
if it limits inconvenience.

Economic factors have a direct impact on the potential attractiveness of various strate-
gies. For example, when interest rates rise, funds needed for capital expansion become

63
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Key Economic Variables to Be Monitored

Shift to a service economy in the Import/export factors

United States Demand shifts for different categories of goods
Availability of credit and services
Level of disposable income Income differences by region and

Propensity of people to spend consumer groups

Interest rates Price fluctuations

Export of labor and capital from the
United States

Inflation rates

Money market rates o
) Monetary policies
Federal government budget deficits
. Fiscal policies
Gross domestic product trend
. Tax rates

Consumption patterns ) )
European Economic Community

Unemployment trends

(EEC) policies
Worker productivity levels Organization of Petroleum Exporting
Value of the dollar in world markets Countries (OPEC) policies
Stock market trends Coalitions of Lesser Developed
Foreign countries’ economic conditions Countries (LDC) policies

more costly or unavailable. Also, when interest rates rise, discretionary income declines,
and the demand for discretionary goods falls. When stock prices increase, the desirability
of equity as a source of capital for market development increases. Also, when the market
rises, consumer and business wealth expands. A summary of economic variables that often
represent opportunities and threats for organizations is provided in Table 3-1.

An economic variable of significant importance in strategic planning is gross domes-
tic product (GDP), especially across countries. Table 3-2 lists the GDP of various countries
in Asia for all of 2009. Unlike most countries in Europe and the Americas, most Asian
countries expect positive GDP growth in 2009.

Trends in the dollar’s value have significant and unequal effects on companies in
different industries and in different locations. For example, the pharmaceutical,
tourism, entertainment, motor vehicle, aerospace, and forest products industries benefit
greatly when the dollar falls against the yen and euro. Agricultural and petroleum
industries are hurt by the dollar’s rise against the currencies of Mexico, Brazil,
Venezuela, and Australia. Generally, a strong or high dollar makes U.S. goods more
expensive in overseas markets. This worsens the U.S. trade deficit. When the value of
the dollar falls, tourism-oriented firms benefit because Americans do not travel abroad

Expected GDP Growth in 2009 Among
Countries in Asia

Country Percent GDP Growth
China High (7-8 percent)
India High (7-8 percent)
Indonesia Medium (3—4 percent)
Thailand Medium (3—4 percent)
Philippines Medium (3—4 percent)
Taiwan Medium (3—4 percent)
Malaysia Medium (3—4 percent)
South Korea Low (1-2 percent)
Hong Kong Low (1-2 percent)
Singapore Low (1-2 percent)

Source: Based on Patrick Barta, “Sharp Downturn in Asia Nears,” Wall
Street Journal (October 27, 2008): A9.
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as much when the value of the dollar is low; rather, foreigners visit and vacation more
in the United States.

A low value of the dollar means lower imports and higher exports; it helps U.S.
companies’ competitiveness in world markets. The dollar has fallen to five-year lows
against the euro and yen, which makes U.S. goods cheaper to foreign consumers and
combats deflation by pushing up prices of imports. However, European firms such as
Volkswagen AG, Nokia Corp., and Michelin complain that the strong euro hurts their
financial performance. The low value of the dollar benefits the U.S. economy in many
ways. First, it helps stave off the risks of deflation in the United States and also reduces the
U.S. trade deficit. In addition, the low value of the dollar raises the foreign sales and prof-
its of domestic firms, thanks to dollar-induced gains, and encourages foreign countries to
lower interest rates and loosen fiscal policy, which stimulates worldwide economic expan-
sion. Some sectors, such as consumer staples, energy, materials, technology, and health
care, especially benefit from a low value of the dollar. Manufacturers in many domestic
industries in fact benefit because of a weak dollar, which forces foreign rivals to raise
prices and extinguish discounts. Domestic firms with big overseas sales, such as
McDonald’s, greatly benefit from a weak dollar.

Between March and June 2009, the U.S. dollar weakened 11.0 percent against the euro,
due to the growing United States debt, which may soon exceed $12 trillion. Table 3-3 lists
some advantages and disadvantages of a weak U.S. dollar for American firms.

Rising unemployment rates across the United States have touched off a race among
states to attract businesses with tax breaks and financial incentives. New Jersey has
promised to send a $3,000 check to every small business that hires a new employee.
Minnesota is offering tax-free zones for companies that create “green jobs.” Colorado has
created a $5 million fund for banks that open credit lines for small businesses. To minimize
risk in incentive deals, may states write in claw-back provisions that require companies to
return funds if they fail to create the promised number of jobs.

The slumping economy worldwide and depressed prices of assets has dramatically
slowed the migration of people from country to country and from the city to the suburbs.
Because people are not moving nearly as much as in years past, there is lower and lower
demand for new or used houses. Thus the housing market is expected to remain very slug-
gish well into 2010 and 2011.

Advantages and Disadvantages of a Weak Dollar
for Domestic Firms

Advantages Disadvantages

1. Leads to more exports 1. Can lead to inflation

2. Leads to lower imports 2. Can cause rise in oil prices

3. Makes U.S. goods cheaper to foreign consumers 3. Can weaken U.S. government

4. Combats deflation by pushing up prices 4. Makes it unattractive for Americans
of imports to travel globally

5. Can contribute to rise in stock prices 5. Can contribute to fall in stock prices
in short run in long run

6. Stimulates worldwide economic recession

7. Encourages foreign countries to lower
interest rates

8. Raises the revenues and profits of firms that
do business outside the United States

9. Stimulates worldwide economic expansion
10. Forces foreign firms to raise prices
11. Reduces the U.S. trade deficit
12. Encourages firms to globalize

13. Encourages foreigners to visit the United States
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Social, Cultural, Demographic, and Natural
Environment Forces

Social, cultural, demographic, and environmental changes have a major impact on virtually
all products, services, markets, and customers. Small, large, for-profit, and nonprofit
organizations in all industries are being staggered and challenged by the opportunities and
threats arising from changes in social, cultural, demographic, and environmental variables.
In every way, the United States is much different today than it was yesterday, and tomor-
row promises even greater changes.

The United States is getting older and less white. The oldest members of America’s
76 million baby boomers plan to retire in 2011, and this has lawmakers and younger
taxpayers deeply concerned about who will pay their Social Security, Medicare, and
Medicaid. Individuals age 65 and older in the United States as a percentage of the popula-
tion will rise to 18.5 percent by 2025. The five “oldest” states and five “youngest” states in
2007 are given in Table 3-4.

By 2075, the United States will have no racial or ethnic majority. This forecast is
aggravating tensions over issues such as immigration and affirmative action. Hawaii,
California, and New Mexico already have no majority race or ethnic group.

The population of the world surpassed 7.0 billion in 2010; the United States has
just over 310 million people. That leaves billions of people outside the United States
who may be interested in the products and services produced through domestic
firms. Remaining solely domestic is an increasingly risky strategy, especially as the
world population continues to grow to an estimated 8 billion in 2028 and 9 billion
in 2054.

Social, cultural, demographic, and environmental trends are shaping the way
Americans live, work, produce, and consume. New trends are creating a different type of
consumer and, consequently, a need for different products, different services, and different
strategies. There are now more American households with people living alone or with
unrelated people than there are households consisting of married couples with children.
American households are making more and more purchases online. Beer consumption in
the United States is growing at only 0.5 percent per year, whereas wine consumption is
growing 3.5 percent and distilled spirits consumption is growing at 2.0 percent.? Beer is
still the most popular alcoholic beverage in the United States, but its market share has
dropped from 59.5 percent in its peak year of 1995 to 56.7 percent today. For a wine
company such as Gallo, this trend is an opportunity, whereas for a firm such as Adolph
Coors Brewing, this trend is an external threat.

The trend toward an older America is good news for restaurants, hotels, airlines, cruise
lines, tours, resorts, theme parks, luxury products and services, recreational vehicles, home
builders, furniture producers, computer manufacturers, travel services, pharmaceutical
firms, automakers, and funeral homes. Older Americans are especially interested in health
care, financial services, travel, crime prevention, and leisure. The world’s longest-living
people are the Japanese, with Japanese women living to 86.3 years and men living to 80.1
years on average. By 2050, the Census Bureau projects that the number of Americans age
100 and older will increase to over 834,000 from just under 100,000 centenarians in the

The Oldest and Youngest States
by Average Age of Residents

Five Oldest States Five Youngest States
Maine Utah

Vermont Texas

West Virginia Alaska

Florida Idaho
Pennsylvania California

Source: Based on U.S. Census Bureau. Also, Ken Jackson, “State
Population Changes by Race, Ethnicity,” USA Today (May 17, 2007): 2A.
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United States in 2000. Americans age 65 and over will increase from 12.6 percent of the
U.S. population in 2000 to 20.0 percent by the year 2050.

The aging American population affects the strategic orientation of nearly all organizations.
Apartment complexes for the elderly, with one meal a day, transportation, and utilities included
in the rent, have increased nationwide. Called lifecare facilities, these complexes now exceed
2 million. Some well-known companies building these facilities include Avon, Marriott, and
Hyatt. Individuals age 65 and older in the United States comprise 13 percent of the total popu-
lation; Japan’s elderly population ratio is 17 percent, and Germany’s is 19 percent.

Americans were on the move in a population shift to the South and West (Sunbelt) and
away from the Northeast and Midwest (Frostbelt), but the recession and housing bust nation-
wide has slowed migration throughout the United States. More Americans are staying in place
rather than moving. New jobs are the primary reason people move across state lines, so with
3 million less jobs in the United States in 2008—-2009 alone, there is less need to move. Falling
home prices also have prompted people to avoid moving. The historical trend of people
moving from the Northeast and Midwest to the Sunbelt and West has dramatically slowed.
The worldwide recession is also reducing international immigration, down roughly 10 percent
in both 2008 and 2009. Hard number data related to this information can represent key oppor-
tunities for many firms and thus can be essential for successful strategy formulation, including
where to locate new plants and distribution centers and where to focus marketing efforts.

A summary of important social, cultural, demographic, and environmental variables
that represent opportunities or threats for virtually all organizations is given in Table 3-5.

Key Social, Cultural, Demographic, and Natural
Environment Variables

Childbearing rates

Number of special-interest groups
Number of marriages

Number of divorces

Number of births

Number of deaths

Immigration and emigration rates
Social Security programs

Life expectancy rates

Per capita income

Location of retailing, manufacturing,
and service businesses

Attitudes toward business
Lifestyles

Traffic congestion
Inner-city environments
Average disposable income
Trust in government
Attitudes toward government
Attitudes toward work
Buying habits

Ethical concerns

Attitudes toward saving
Sex roles

Attitudes toward investing
Racial equality

Use of birth control
Average level of education

Government regulation

Attitudes toward retirement
Attitudes toward leisure time
Attitudes toward product quality
Attitudes toward customer service
Pollution control

Attitudes toward foreign peoples
Energy conservation

Social programs

Number of churches

Number of church members
Social responsibility

Attitudes toward careers

Population changes by race, age, sex, and

level of affluence
Attitudes toward authority

Population changes by city, county, state,

region, and country

Value placed on leisure time

Regional changes in tastes and preferences

Number of women and minority workers

Number of high school and college

graduates by geographic area
Recycling
Waste management
Air pollution
Water pollution
Ozone depletion

Endangered species
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Political, Governmental, and Legal Forces

Federal, state, local, and foreign governments are major regulators, deregulators, subsi-
dizers, employers, and customers of organizations. Political, governmental, and legal
factors, therefore, can represent key opportunities or threats for both small and large
organizations.

For industries and firms that depend heavily on government contracts or subsidies,
political forecasts can be the most important part of an external audit. Changes in patent
laws, antitrust legislation, tax rates, and lobbying activities can affect firms significantly.
The increasing global interdependence among economies, markets, governments, and
organizations makes it imperative that firms consider the possible impact of political
variables on the formulation and implementation of competitive strategies.

In the face of a deepening global recession, countries worldwide are resorting to pro-
tectionism to safeguard their own industries. European Union (EU) nations, for example,
have tightened their own trade rules and resumed subsidies for various of their own indus-
tries while barring imports from certain other countries. The EU recently restricted imports
of U.S. chicken and beef. India is increasing tariffs on foreign steel. Russia perhaps has
instituted the most protectionist measures in recent months by raising tariffs on most
imports and subsidizing its own exports. Russia even imposed a new toll on trucks from the
EU, Switzerland, and Turkmenistan. Despite these measures taken by other countries, the
United States has largely refrained from “Buy American” policies and protectionist
measures, although there are increased tariffs on French cheese and Italian water. Many
economists say the current rash of trade constraints will make it harder for global
economic growth to recover from the global recession. Global trade is expected to decrease
2.1 percent in 2009 compared to an increase of 6.2 percent in 2008.3 Russia has said that
“protective tariffs are necessary to allow Russian companies to survive the recession.” This
view unfortunately is also the view at an increasing number of countries.

Governments are taking control of more and more companies as the global economic
recession cripples firms considered vital to the nation’s financial stability. For example, France
in 2009 took a 2.35 percent equity stake in troubled car-parts maker Valeo SA. President
Nicolas Sarkozy of France has created a $20 billion strategic fund to lend cash to banks and car-
makers as many governments become more protectionist. The United States of course also is
taking equity stakes in financial institutions and carmakers and is “bailing out” companies too.

The UK government in 2009 took a 95 percent stake in the banking giant Royal Bank
of Scotland Group PLC in a dramatic move toward nationalization. The government gave
the bank $37 billion and insured another $300 billion of the bank’s assets. The UK govern-
ment also recently increased its stake in Lloyds Banking Group PLC to 75 percent.
Similarly, the U.S. government has taken over Fannie Mae and Freddie Mac and has raised
its stake even in Citigroup to 40 percent.

As more and more companies around the world accept government bailouts, those
companies are being forced to march to priorities set by political leaders. Even in the
United States, the federal government is battling the recession with its deepest intervention
in the economy since the Great Depression. The U.S. government now is a strategic man-
ager in industries from banking to insurance to autos. Governments worldwide are under
pressure to protect jobs at home and maintain the nation’s industrial base. For example, in
France, Renault SA’s factory in Sandouville is one of the most unproductive auto factories
in the world. However, Renault has taken $3.9 billion in low-interest loans from the French
government, so the company cannot close any French factories for the duration of the loan
or resort to mass layoffs in France for a year.

Political relations between Japan and China have thawed considerably in recent
years, which is good for the world economy because China’s low-cost manufactured
goods have become essential for the functioning of most industrialized nations. Chinese
premier Wen Jiabao addressed the Japanese parliament in 2007, something no Chinese
leader has done for more than 20 years, and Japanese prime minister Shinzo Abe has
visited Beijing. Japan’s largest trading partner is China, and China’s third-largest
trading partner is Japan—after the European Union, number one, and the United States,
number two.
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Some Political, Governmental, and Legal Variables

Government regulations or
deregulations

Changes in tax laws
Special tariffs

Political action committees
Voter participation rates

Number, severity, and location of government

Sino-American relationships
Russian-American relationships
European-American relationships
African-American relationships
Import—export regulations

Government fiscal and monetary policy
changes

protests Political conditions in foreign countries

Number of patents Special local, state, and federal laws

Changes in patent laws Lobbying activities

Environmental protection laws Size of government budgets

Level of defense expenditures World oil, currency, and labor markets

Legislation on equal employment Location and severity of terrorist activities

Level of government subsidies Local, state, and national elections

Antitrust legislation

Local, state, and federal laws; regulatory agencies; and special-interest groups can
have a major impact on the strategies of small, large, for-profit, and nonprofit organiza-
tions. Many companies have altered or abandoned strategies in the past because of politi-
cal or governmental actions. In the academic world, as state budgets have dropped in
recent years, so too has state support for colleges and universities. Due to the decline in
monies received from the state, many institutions of higher learning are doing more fund-
raising on their own—naming buildings and classrooms, for example, for donors. A sum-
mary of political, governmental, and legal variables that can represent key opportunities or
threats to organizations is provided in Table 3-6.

Technological Forces

Revolutionary technological changes and discoveries are having a dramatic impact on
organizations. CEO Chris DeWolfe of MySpace is using technology to expand the firm’s
1,600-person workforce in 2009 even as the economic recession deepens. MySpace
expects a 17 percent increase in revenue in 2009. Nearly half of the site’s 130 million
members worldwide are 35 and older, and 76 million of the members are from the United
States. This compares to rival Facebook that has 150 million members worldwide but only
55 million in the United States. MySpace is continually redesigning the site and revamping
the way its members can manage their profiles and categorize their friends, and enabling
consumers to listen to free streaming audio and songs. Doug Morris, CEO of Universal
Music Group, says, “There is a lot of conflict between technology and content, and Chris
has successfully brought both together.”*

The Internet has changed the very nature of opportunities and threats by altering the
life cycles of products, increasing the speed of distribution, creating new products and
services, erasing limitations of traditional geographic markets, and changing the historical
trade-off between production standardization and flexibility. The Internet is altering
economies of scale, changing entry barriers, and redefining the relationship between
industries and various suppliers, creditors, customers, and competitors.

To effectively capitalize on e-commerce, a number of organizations are establishing
two new positions in their firms: chief information officer (CIO) and chief technology
officer (CTO). This trend reflects the growing importance of information technology (IT)
in strategic management. A CIO and CTO work together to ensure that information needed
to formulate, implement, and evaluate strategies is available where and when it is needed.
These individuals are responsible for developing, maintaining, and updating a company’s
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Competitive Forces

The top U.S. competitors in four different industries are identified in Table 3-8. An impor-
tant part of an external audit is identifying rival firms and determining their strengths, weak-
nesses, capabilities, opportunities, threats, objectives, and strategies.

Collecting and evaluating information on competitors is essential for successful strat-
egy formulation. Identifying major competitors is not always easy because many firms
have divisions that compete in different industries. Many multidivisional firms do not pro-
vide sales and profit information on a divisional basis for competitive reasons. Also,
privately held firms do not publish any financial or marketing information. Addressing
questions about competitors such as those presented in Table 3-9 is important in perform-
ing an external audit.

Competition in virtually all industries can be described as intense—and sometimes as
cutthroat. For example, Walgreens and CVS pharmacies are located generally across the
street from each other and battle each other every day on price and customer service. Most
automobile dealerships also are located close to each other. Dollar General, based in
Goodlettsville, Tennessee, and Family Dollar, based in Matthews, North Carolina, com-
pete intensely on price to attract customers. Best Buy dropped prices wherever possible to
finally put Circuit City totally out of business.

Seven characteristics describe the most competitive companies:

1. Market share matters; the 90th share point isn’t as important as the 91st, and
nothing is more dangerous than falling to 89.
2. Understand and remember precisely what business you are in.

The Top U.S. Competitors in Four Different Industries

2008 Sales % Change 2008 Profits % Change
(in millions) from 2007 (in millions) from 2007
Beverages
Coca-Cola $31,944 +11 $5,807 -3
Pepsi Bottling 13,796 +2 162 —70
Coca-Cola Enterprises 21,807 +4 (4,394) =718
Molson Coors Brewing 4774 -23 388 —22
Pharmaceuticals
Johnson & Johnson 63,747 +4 12,949 22
Pfizer 48,296 0 8,104 0
Merck 23,850 -1 7,808 138
Abbott Laboratories 29,528 +14 4,881 35
Wyeth 22,834 +2 4,418 —4
Construction and Farm Equipment
Caterpillar 51,324 +14 3,557 0
Deere 28,438 +18 2,053 +13
Terek 9,890 +8 72 —88
Agco 8,425 +23 400 +62
Cummins 14,342 +10 755 +2
Computers
Hewlett-Packard 118,364 +13 8,329 +15
Sun Microsystems 13,880 0 403 -15
Dell 61,101 0 2,478 -16
Xerox 17,608 +2 230 —80
Apple 32,479 +35 4,834 +38

Source: Based on Fortune, April 30, 2008, F50-F73.
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Unilever recently sued Procter & Gamble (P&G) over that company’s corporate-
espionage activities to obtain the secrets of its Unilever hair-care business. After spending
$3 million to establish a team to find out about competitors in the domestic hair-care indus-
try, P&G allegedly took roughly 80 documents from garbage bins outside Unilever’s
Chicago offices. P&G produces Pantene and Head & Shoulders shampoos; Unilever has
hair-care brands such as ThermaSilk, Suave, Salon Selectives, and Finesse. Similarly,
Oracle Corp. recently admitted that detectives it hired paid janitors to go through
Microsoft Corp.’s garbage, looking for evidence to use in court.

Market Commonality and Resource Similarity

By definition, competitors are firms that offer similar products and services in the same
market. Markets can be geographic or product areas or segments. For example, in the
insurance industry the markets are broken down into commercial/consumer, health/life, or
Europe/Asia. Researchers use the terms market commonality and resource similarity to
study rivalry among competitors. Market commonality can be defined as the number and
significance of markets that a firm competes in with rivals.!! Resource similarity is the
extent to which the type and amount of a firm’s internal resources are comparable to a
rival.!2 One way to analyze competitiveness between two or among several firms is to
investigate market commonality and resource similarity issues while looking for areas of
potential competitive advantage along each firm’s value chain.

Competitive Analysis: Porter’s Five-Forces Model

As illustrated in Figure 3-3, Porter’s Five-Forces Model of competitive analysis is a widely
used approach for developing strategies in many industries. The intensity of competition
among firms varies widely across industries. Table 3-10 reveals the average profit margin
and return on investment for firms in different industries. Note the substantial variation
among industries. For example, the range in profit margin goes from 0 to 18 for food pro-
duction to computer software, respectively. Intensity of competition is highest in lower-
return industries. The collective impact of competitive forces is so brutal in some industries
that the market is clearly “unattractive” from a profit-making standpoint. Rivalry among
existing firms is severe, new rivals can enter the industry with relative ease, and both suppli-
ers and customers can exercise considerable bargaining leverage. According to Porter, the
nature of competitiveness in a given industry can be viewed as a composite of five forces:

1. Rivalry among competing firms
2. Potential entry of new competitors

The Five-Forces Model of Competition

Potential development of substitute products

Y

Bargaining power of suppliers

Rivalry among competing

Bargaining power of consumers
firms & &P

A

Potential entry of new competitors
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offer extended warranties or special services to gain customer loyalty whenever the bar-
gaining power of consumers is substantial. Bargaining power of consumers also is higher
when the products being purchased are standard or undifferentiated. When this is the case,
consumers often can negotiate selling price, warranty coverage, and accessory packages to
a greater extent.

The bargaining power of consumers can be the most important force affecting com-
petitive advantage. Consumers gain increasing bargaining power under the following
circumstances:

If they can inexpensively switch to competing brands or substitutes

If they are particularly important to the seller

If sellers are struggling in the face of falling consumer demand

If they are informed about sellers’ products, prices, and costs

If they have discretion in whether and when they purchase the product'*

N

Sources of External Information

A wealth of strategic information is available to organizations from both published and
unpublished sources. Unpublished sources include customer surveys, market research,
speeches at professional and shareholders’ meetings, television programs, interviews, and
conversations with stakeholders. Published sources of strategic information include
periodicals, journals, reports, government documents, abstracts, books, directories, news-
papers, and manuals. The Internet has made it easier for firms to gather, assimilate, and
evaluate information.

There are many excellent Web sites for gathering strategic information, but six that the
author uses routinely are listed here:

http://marketwatch.multexinvestor.com
http://moneycentral.msn.com
http://finance.yahoo.com
www.clearstation.com
https://us.etrade.com/e/t/invest/markets
www.hoovers.com

A

Most college libraries subscribe to Standard & Poor’s (S&P’s) Industry Surveys.
These documents are exceptionally up-to-date and give valuable information about many
different industries. Each report is authored by a Standard & Poor’s industry research
analyst and includes the following sections:

Current Environment

Industry Trends

How the Industry Operates

Key Industry Ratios and Statistics

How to Analyze a Company

Glossary of Industry Terms

Additional Industry Information
References

Comparative Company Financial Analysis

WA A WD =

Forecasting Tools and Techniques

Forecasts are educated assumptions about future trends and events. Forecasting is a
complex activity because of factors such as technological innovation, cultural changes,
new products, improved services, stronger competitors, shifts in government priorities,
changing social values, unstable economic conditions, and unforeseen events. Managers
often must rely on published forecasts to effectively identify key external opportunities
and threats.


https://us.etrade.com/e/t/invest/markets
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A sense of the future permeates all action and underlies every decision a person
makes. People eat expecting to be satisfied and nourished in the future. People sleep
assuming that in the future they will feel rested. They invest energy, money, and time
because they believe their efforts will be rewarded in the future. They build highways
assuming that automobiles and trucks will need them in the future. Parents educate chil-
dren on the basis of forecasts that they will need certain skills, attitudes, and knowledge
when they grow up. The truth is we all make implicit forecasts throughout our daily lives.
The question, therefore, is not whether we should forecast but rather how we can best fore-
cast to enable us to move beyond our ordinarily unarticulated assumptions about the
future. Can we obtain information and then make educated assumptions (forecasts) to bet-
ter guide our current decisions to achieve a more desirable future state of affairs? We
should go into the future with our eyes and our minds open, rather than stumble into the
future with our eyes closed.!?

Many publications and sources on the Internet forecast external variables. Several
published examples include Industry Week’s “Trends and Forecasts,” BusinessWeek’s
“Investment Outlook,” and Standard & Poor’s Industry Survey. The reputation and contin-
ued success of these publications depend partly on accurate forecasts, so published sources
of information can offer excellent projections. An especially good Web site for industry
forecasts is finance.yahoo.com. Just insert a firm’s stock symbol and go from there.

Sometimes organizations must develop their own projections. Most organizations
forecast (project) their own revenues and profits annually. Organizations sometimes fore-
cast market share or customer loyalty in local areas. Because forecasting is so important in
strategic management and because the ability to forecast (in contrast to the ability to use a
forecast) is essential, selected forecasting tools are examined further here.

Forecasting tools can be broadly categorized into two groups: quantitative techniques
and qualitative techniques. Quantitative forecasts are most appropriate when historical
data are available and when the relationships among key variables are expected to remain
the same in the future. Linear regression, for example, is based on the assumption that the
future will be just like the past—which, of course, it never is. As historical relationships
become less stable, quantitative forecasts become less accurate.

No forecast is perfect, and some forecasts are even wildly inaccurate. This fact accents
the need for strategists to devote sufficient time and effort to study the underlying bases for
published forecasts and to develop internal forecasts of their own. Key external opportuni-
ties and threats can be effectively identified only through good forecasts. Accurate fore-
casts can provide major competitive advantages for organizations. Forecasts are vital to the
strategic-management process and to the success of organizations.

Making Assumptions

Planning would be impossible without assumptions. McConkey defines assumptions as the
“best present estimates of the impact of major external factors, over which the manager has
little if any control, but which may exert a significant impact on performance or the ability
to achieve desired results.”!¢ Strategists are faced with countless variables and imponder-
ables that can be neither controlled nor predicted with 100 percent accuracy. Wild guesses
should never be made in formulating strategies, but reasonable assumptions based on
available information must always be made.

By identifying future occurrences that could have a major effect on the firm and by
making reasonable assumptions about those factors, strategists can carry the strategic-
management process forward. Assumptions are needed only for future trends and events
that are most likely to have a significant effect on the company’s business. Based on the
best information at the time, assumptions serve as checkpoints on the validity of strate-
gies. If future occurrences deviate significantly from assumptions, strategists know that
corrective actions may be needed. Without reasonable assumptions, the strategy-
formulation process could not proceed effectively. Firms that have the best information
generally make the most accurate assumptions, which can lead to major competitive
advantages.
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Industry Analysis: The External Factor Evaluation
(EFE) Matrix

An External Factor Evaluation (EFE) Matrix allows strategists to summarize and evaluate
economic, social, cultural, demographic, environmental, political, governmental, legal,
technological, and competitive information. Illustrated in Table 3-12, the EFE Matrix can
be developed in five steps:

1.

List key external factors as identified in the external-audit process. Include a total of
15 to 20 factors, including both opportunities and threats, that affect the firm and its
industry. List the opportunities first and then the threats. Be as specific as possible,
using percentages, ratios, and comparative numbers whenever possible. Recall that
Edward Deming said, “In God we trust. Everyone else bring data.”

Assign to each factor a weight that ranges from 0.0 (not important) to 1.0 (very
important). The weight indicates the relative importance of that factor to being
successful in the firm’s industry. Opportunities often receive higher weights than
threats, but threats can receive high weights if they are especially severe or threaten-
ing. Appropriate weights can be determined by comparing successful with unsuc-
cessful competitors or by discussing the factor and reaching a group consensus.
The sum of all weights assigned to the factors must equal 1.0.

Assign a rating between 1 and 4 to each key external factor to indicate how effec-
tively the firm’s current strategies respond to the factor, where 4 = the response

is superior, 3 = the response is above average, 2 = the response is average, and

1 = the response is poor. Ratings are based on effectiveness of the firm’s strategies.
Ratings are thus company-based, whereas the weights in Step 2 are industry-based.
It is important to note that both threats and opportunities can receive a 1, 2, 3, or 4.
Multiply each factor’s weight by its rating to determine a weighted score.

Sum the weighted scores for each variable to determine the total weighted score for
the organization.

Regardless of the number of key opportunities and threats included in an EFE Matrix,

the highest possible total weighted score for an organization is 4.0 and the lowest possible

EFE Matrix for a Local Ten-Theatre Cinema Complex

Weighted

Key External Factors Weight Rating Score
Opportunities

1. Rowan County is growing 8% annually in population 0.05 3 0.15

2. TDB University is expanding 6% annually 0.08 4 0.32

3. Major competitor across town recently ceased operations 0.08 3 0.24

4. Demand for going to cinema growing 10% annually 0.07 2 0.14

5. Two new neighborhoods being developed within 3 miles 0.09 1 0.09

6. Disposable income among citizens grew 5% in prior year 0.06 3 0.18

7. Unemployment rate in county declined to 3.1% 0.03 2 0.06
Threats

8. Trend toward healthy eating eroding concession sales 0.12 4 0.48

9. Demand for online movies and DVDs growing 10% annually 0.06 2 0.12
10. Commercial property adjacent to cinemas for sale 0.06 3 0.18
11. TDB University installing an on-campus movie theatre 0.04 3 0.12
12. County and city property taxes increasing 25% this year 0.08 2 0.16
13. Local religious groups object to R-rated movies being shown 0.04 3 0.12
14. Movies rented from local Blockbuster store up 12% 0.08 2 0.16
15. Movies rented last quarter from Time Warner up 15% 0.06 1 0.06
Total 1.00 258
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total weighted score is 1.0. The average total weighted score is 2.5. A total weighted score
of 4.0 indicates that an organization is responding in an outstanding way to existing oppor-
tunities and threats in its industry. In other words, the firm’s strategies effectively take
advantage of existing opportunities and minimize the potential adverse effects of external
threats. A total score of 1.0 indicates that the firm’s strategies are not capitalizing on
opportunities or avoiding external threats.

An example of an EFE Matrix is provided in Table 3-12 for a local ten-theatre cinema
complex. Note that the most important factor to being successful in this business is “Trend
toward healthy eating eroding concession sales” as indicated by the 0.12 weight. Also note
that the local cinema is doing excellent in regard to handling two factors, “TDB University
is expanding 6 percent annually” and “Trend toward healthy eating eroding concession
sales.” Perhaps the cinema is placing flyers on campus and also adding yogurt and healthy
drinks to its concession menu. Note that you may have a 1, 2, 3, or 4 anywhere down the
Rating column. Note also that the factors are stated in quantitative terms to the extent
possible, rather than being stated in vague terms. Quantify the factors as much as possible
in constructing an EFE Matrix. Finally, note that the total weighted score of 2.58 is above
the average (midpoint) of 2.5, so this cinema business is doing pretty well, taking advan-
tage of the external opportunities and avoiding the threats facing the firm. There is
definitely room for improvement, though, because the highest total weighted score would
be 4.0. As indicated by ratings of 1, this business needs to capitalize more on the “two new
neighborhoods nearby” opportunity and the “movies rented from Time Warner” threat.
Note also that there are many percentage-based factors among the group. Be quantitative to
the extent possible! Note also that the ratings range from 1 to 4 on both the opportunities
and threats.

The Competitive Profile Matrix (CPM)

The Competitive Profile Matrix (CPM) identifies a firm’s major competitors and its partic-
ular strengths and weaknesses in relation to a sample firm’s strategic position. The weights
and total weighted scores in both a CPM and an EFE have the same meaning. However,
critical success factors in a CPM include both internal and external issues; therefore, the
ratings refer to strengths and weaknesses, where 4 = major strength, 3 = minor strength,
2 = minor weakness, and 1 = major weakness. The critical success factors in a CPM are not
grouped into opportunities and threats as they are in an EFE. In a CPM, the ratings and
total weighted scores for rival firms can be compared to the sample firm. This comparative
analysis provides important internal strategic information.

A sample Competitive Profile Matrix is provided in Table 3-13. In this example, the
two most important factors to being successful in the industry are “advertising” and

An Example Competitive Profile Matrix

Company 1 Company 2 Company 3
Critical Success Factors Weight Rating Score Rating Score Rating Score
Advertising 0.20 1 0.20 4 0.80 3 0.60
Product Quality 0.10 4 0.40 3 0.30 2 0.20
Price Competitiveness 0.10 3 0.30 2 0.20 4 0.40
Management 0.10 4 0.40 3 0.20 3 0.30
Financial Position 0.15 4 0.60 2 0.30 3 0.45
Customer Loyalty 0.10 4 0.40 3 0.30 2 0.20
Global Expansion 0.20 4 0.80 1 0.20 2 0.40
Market Share 0.05 1 0.05 4 0.20 3 0.15
Total 1.00 3.15 2.50 270
Note: (1) The ratings values are as follows: 1 = major weakness, 2 = minor weakness, 3 = minor strength, 4 = major strength.

(2) As indicated by the total weighted score of 2.50, Competitor 2 is weakest. (3) Only eight critical success factors are included

for simplicity; this is too few in actuality.
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Another Example Competitive Profile Matrix

Company 1 Company 2 Company 3

Critical Success Weighted Weighted Weighted
Factors Weight Rating Score Rating Score Rating Score
Market share 0.15 3 0.45 2 0.30 4 0.60
Inventory system 0.08 2 0.16 2 0.16 4 0.32
Financial position 0.10 2 0.20 3 0.30 4 0.40
Product quality 0.08 3 0.24 4 0.32 3 0.24
Consumer loyalty 0.02 3 0.06 3 0.06 4 0.08
Sales distribution 0.10 3 0.30 2 0.20 3 0.30
Global expansion 0.15 3 0.45 2 0.30 4 0.60
Organization structure 0.05 3 0.15 4 0.20 2 0.10
Production capacity 0.04 3 0.12 2 0.08 4 0.16
E-commerce 0.10 3 0.30 1 0.10 4 0.40
Customer service 0.10 3 0.30 2 0.20 4 0.40
Price competitive 0.02 4 0.08 1 0.02 3 0.06
Management experience 0.01 2 0.02 4 0.04 2 0.02
Total 1.00 2.83 2.8 3.68

“global expansion,” as indicated by weights of 0.20. If there were no weight column in this
analysis, note that each factor then would be equally important. Thus, having a weight col-
umn makes for a more robust analysis, because it enables the analyst to assign higher and
lower numbers to capture perceived or actual levels of importance. Note in Table 3-13 that
Company 1 is strongest on “product quality,” as indicated by a rating of 4, whereas
Company 2 is strongest on “advertising.” Overall, Company 1 is strongest, as indicated by
the total weighted score of 3.15.

Other than the critical success factors listed in the example CPM, factors often
included in this analysis include breadth of product line, effectiveness of sales distribution,
proprietary or patent advantages, location of facilities, production capacity and efficiency,
experience, union relations, technological advantages, and e-commerce expertise.

A word on interpretation: Just because one firm receives a 3.2 rating and another
receives a 2.80 rating in a Competitive Profile Matrix, it does not follow that the first firm
is 20 percent better than the second. Numbers reveal the relative strengths of firms, but
their implied precision is an illusion. Numbers are not magic. The aim is not to arrive at a
single number, but rather to assimilate and evaluate information in a meaningful way that
aids in decision making.

Another Competitive Profile Matrix is provided in Table 3-14. Note that Company 2
has the best product quality and management experience; Company 3 has the best
market share and inventory system; and Company 1 has the best price as indicated by the
ratings. Avoid assigning duplicate ratings on any row in a CPM.

Conclusion

Increasing turbulence in markets and industries around the world means the external audit
has become an explicit and vital part of the strategic-management process. This chapter
provides a framework for collecting and evaluating economic, social, cultural, demo-
graphic, environmental, political, governmental, legal, technological, and competitive
information. Firms that do not mobilize and empower their managers and employees to
identify, monitor, forecast, and evaluate key external forces may fail to anticipate emerging
opportunities and threats and, consequently, may pursue ineffective strategies, miss oppor-
tunities, and invite organizational demise. Firms not taking advantage of the Internet are
technologically falling behind.
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A major responsibility of strategists is to ensure development of an effective external-

audit system. This includes using information technology to devise a competitive intelli-
gence system that works. The external-audit approach described in this chapter can be used
effectively by any size or type of organization. Typically, the external-audit process is
more informal in small firms, but the need to understand key trends and events is no less
important for these firms. The EFE Matrix and Porter’s Five-Forces Model can help strate-
gists evaluate the market and industry, but these tools must be accompanied by good intu-
itive judgment. Multinational firms especially need a systematic and effective external-
audit system because external forces among foreign countries vary so greatly.
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Issues for Review and Discussion

L.

11.

12.

Describe the “process of performing an external audit” in an organization doing strategic
planning for the first time.

The global recession forced thousands of firms into bankruptcy. Does this fact alone confirm
that “external factors are more important than internal factors” in strategic planning?
Discuss.

Use a series of two-dimensional (two-variable) graphs to illustrate the historical relationship
among the following variables: value of the dollar, oil prices, interest rates, and stock prices.
Give one implication of each graph for strategic planning.

Do you feel the advantages of a low value of the dollar offset the disadvantages for (1) a firm
that derives 60 percent of its revenues from foreign countries and (2) a firm that derives 10
percent of its revenues from foreign countries? Justify your opinion.

The lingering global recession has greatly slowed the migration of people from (1) region to
region across the United States, from (2) city to suburb worldwide, and from (3) country to
country across the globe. What are the strategic implications of these trends for companies?
Governments worldwide are turning to “nationalization of companies” to cope with eco-
nomic recession. Examples in the United States include AIG, GM, and Citigroup. What are
the strategic implications of this trend for firms that compete with these nationalized firms?
Governments worldwide are turning to “protectionism” to cope with economic recession,
imposing tariffs and subsidies on foreign goods and restrictions/incentives on their own firms
to keep jobs at home. What are the strategic implications of this trend for international
commerce?

Compare and contrast the duties and responsibilities of a CIO with a CTO in a large firm.
What are the three basic objectives of a competitive intelligence program?

Distinguish between market commonality and resource similarity. Apply these concepts to
two rival firms that you are familiar with.

Let’s say you work for McDonald’s and you applied Porter’s Five-Forces Model to study the
fast-food industry. Would information in your analysis provide factors more readily to an
EFE Matrix, a CPM, or to neither matrix? Justify your answer.

Explain why it is appropriate for Ratings in an EFE Matrix to be 1, 2, 3, or 4 for any opportu-
nity or threat.
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13.  Why is inclusion of about 20 factors recommended in the EFE Matrix rather than about 10

factors or about 40 factors?

14.  In developing an EFE Matrix, would it be advantageous to arrange your opportunities
according to the highest weight, and do likewise for your threats? Explain.

15. Indeveloping an EFE Matrix, would it be best to have 10 opportunities and 10 threats, or
would 17 opportunities (or threats) be fine with 3 of the other to achieve a total of 20 factors

as desired?

16.  Could/should critical success factors in a CPM include external factors? Explain.
17.  Explain how to conduct an external strategic-management audit.
18.  Identify a recent economic, social, political, or technological trend that significantly affects

the local Pizza Hut.

19.  Discuss the following statement: Major opportunities and threats usually result from an inter-
action among key environmental trends rather than from a single external event or factor.

20. Identify two industries experiencing rapid technological changes and three industries that are
experiencing little technological change. How does the need for technological forecasting

differ in these industries? Why?

21.  Use Porter’s Five-Forces Model to evaluate competitiveness within the U.S. banking

industry.

22.  What major forecasting techniques would you use to identify (1) economic opportunities
and threats and (2) demographic opportunities and threats? Why are these techniques most

appropriate?

23.  How does the external audit affect other components of the strategic-management process?

24.  As the owner of a small business, explain how you would organize a strategic-information
scanning system. How would you organize such a system in a large organization?

25.  Construct an EFE Matrix for an organization of your choice.

26. Make an appointment with a librarian at your university to learn how to use online databases.
Report your findings in class.

27.  Give some advantages and disadvantages of cooperative versus competitive strategies.

28.  As strategist for a local bank, explain when you would use qualitative versus quantitative

forecasts.

29.  What is your forecast for interest rates and the stock market in the next several months?
As the stock market moves up, do interest rates always move down? Why? What are the
strategic implications of these trends?

30. Explain how information technology affects strategies of the organization where you worked

most recently.

31.  Let’s say your boss develops an EFE Matrix that includes 62 factors. How would you suggest
reducing the number of factors to 20?

32. Discuss the ethics of gathering competitive intelligence.

33. Discuss the ethics of cooperating with rival firms.

34.  Visit the SEC Web site at www.sec.gov, and discuss the benefits of using information

provided there.

35. Do you agree with I/O theorists that external factors are more important than internal factors
to a firm’s achieving competitive advantage? Explain both your and their position.

36. Define, compare, and contrast the weights versus ratings in an EFE Matrix.

37. Develop a Competitive Profile Matrix for your university. Include six factors.

38.  List the 10 external areas that give rise to opportunities and threats.
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ASSURANCE OF LEARNING EXERCISES

Assurance of Learning Exercises 3A

Developing an EFE Matrix for
McDonald’s Corporation

Purpose

This exercise will give you practice developing an EFE Matrix. An EFE Matrix summarizes the
results of an external audit. This is an important tool widely used by strategists.

Instructions

Step 1 Join with two other students in class, and jointly prepare an EFE Matrix for McDonald’s
Corporation. Refer back to the Cohesion Case and to Exercise 1A, if necessary, to identify exter-
nal opportunities and threats. Use the information in the S&P Industry Surveys that you copied
as part of Assurance of Learning Exercise 1A. Be sure not to include strategies as opportunities,
but do include as many monetary amounts, percentages, numbers, and ratios as possible.

Step 2 All three-person teams participating in this exercise should record their EFE total weighted scores
on the board. Put your initials after your score to identify it as your team’s.
Step 3 Compare the total weighted scores. Which team’s score came closest to the instructor’s answer?

Discuss reasons for variation in the scores reported on the board.

Assurance of Learning Exercise 3B

The External Assessment

Purpose

This exercise will help you become familiar with important sources of external information
available in your college library. A key part of preparing an external audit is searching the
Internet and examining published sources of information for relevant economic, social, cultural,
demographic, environmental, political, governmental, legal, technological, and competitive
trends and events. External opportunities and threats must be identified and evaluated before
strategies can be formulated effectively.

Instructions

Step 1 Select a company or business where you currently or previously have worked. Conduct an
external audit for this company. Find opportunities and threats in recent issues of newspapers
and magazines. Search for information using the Internet. Use the following six Web sites:

http://marketwatch.multexinvestor.com
www.hoovers.com
http://moneycentral.msn.com
http://finance.yahoo.com
www.clearstation.com
https://us.etrade.com/e/t/invest/markets.

Step 2 On a separate sheet of paper, list 10 opportunities and 10 threats that face this company. Be spe-
cific in stating each factor.
Step 3 Include a bibliography to reveal where you found the information.

Step 4 Write a three-page summary of your findings, and submit it to your instructor.


http://marketwatch.multexinvestor.com
www.hoovers.com
http://moneycentral.msn.com
http://finance.yahoo.com
www.clearstation.com
https://us.etrade.com/e/t/invest/markets
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Assurance of Learning Exercise 3C

Developing an EFE Matrix for My University

Purpose

More colleges and universities are embarking on the strategic-management process. Institutions
are consciously and systematically identifying and evaluating external opportunities and threats
facing higher education in your state, the nation, and the world.

Instructions

Step 1 Join with two other individuals in class and jointly prepare an EFE Matrix for your institu-
tion.

Step 2 Go to the board and record your total weighted score in a column that includes the scores
of all three-person teams participating. Put your initials after your score to identify it as
your team’s.

Step 3 Which team viewed your college’s strategies most positively? Which team viewed your col-

lege’s strategies most negatively? Discuss the nature of the differences.

Assurance of Learning Exercise 3D

Developing a Competitive Profile Matrix for
McDonald'’s Corporation

Purpose

Monitoring competitors’ performance and strategies is a key aspect of an external audit. This
exercise is designed to give you practice evaluating the competitive position of organizations
in a given industry and assimilating that information in the form of a Competitive Profile
Matrix.

Instructions

Step 1 Gather your information from Assurance of Learning Exercise 1A. Also, turn back to the
Cohesion Case and review the section on competitors (pages 33-35).

Step 2 On a separate sheet of paper, prepare a Competitive Profile Matrix that includes McDonald’s,
Burger King Holdings, and Yum! Brands, Inc.

Step 3 Turn in your Competitive Profile Matrix for a classwork grade.

Assurance of Learning Exercise 3E

Developing a Competitive Profile Matrix for
My University

Purpose

Your college or university competes with all other educational institutions in the world, espe-
cially those in your own state. State funds, students, faculty, staff, endowments, gifts, and federal
funds are areas of competitiveness. Other areas include athletic programs, dorm life, academic
reputation, location, and career services. The purpose of this exercise is to give you practice
thinking competitively about the business of education in your state.

Instructions

Step 1 Identify two colleges or universities in your state that compete directly with your
institution for students. Interview several persons, perhaps classmates, who are
aware of particular strengths and weaknesses of those universities. Record infor-
mation about the two competing universities.
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CHAPTER 4
The Internal Assessment

CHAPTER OBIJECTIVES

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

1. Describe how to perform an internal 5. Explain how to determine and
strategic-management audit. prioritize a firm’s internal strengths

) . and weaknesses.
2. Discuss the Resource-Based View (RBV)

in strategic management. 6. Explain the importance of financial

ratio analysis.
3. Discuss key interrelationships among

the functional areas of business. 7. Discuss the nature and role of

management information systems in
4. Identify the basic functions or activities strategic management.
that make up management, marketing,
finance/accounting, production/
operations, research and develop-
ment, and management information 9. Explain benchmarking as a
systems. strategic management tool.

8. Develop an Internal Factor
Evaluation (IFE) Matrix.

Assurance of Learning Exercises

Assurance of Assurance of Assurance of
Learning Exercise 4A Learning Exercise 4B Learning Exercise 4C

Performing a Financial Ratio  Constructing an IFE Matrix Constructing an IFE Matrix

Analysis for McDonald's for McDonald’s Corporation  for My University
Corporation




Source: Shutterstock/Photographer Edyta Pawlowska

“Notable Quotes”

"Like a product or service, the planning process itself
must be managed and shaped, if it is to serve executives
as a vehicle for strategic decision-making."

—Robert Lenz

"The difference between now and five years ago is that
information systems had limited function. You werent
betting your company on it. Now you are.”

—William Gruber

"Weak leadership can wreck the soundest strategy."
—Sun Tzu

"A firm that continues to employ a previously successful
strategy eventually and inevitably falls victim to a
competitor.”

—William Cohen

"Great opirits have always encountered violent opposition
from mediocre minds."
—Albert Einstein

"The idea is to concentrate our strength against our
competitor's relative weakness."
—Bruce Henderson
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This chapter focuses on identifying and evaluating a firm’s strengths and weaknesses in the
functional areas of business, including management, marketing, finance/accounting,
production/operations, research and development, and management information systems.
Relationships among these areas of business are examined. Strategic implications of
important functional area concepts are examined. The process of performing an internal
audit is described. The Resource-Based View (RBV) of strategic management is
introduced as is the Value Chain Analysis (VCA) concept.

Doing Great in a Weak Economy. How?

Amazon.com, Inc.

ased in Seattle, Washington, Amazon’s sales grew

14 percent to $4.65 billion in the second quarter of
2009; the firm's worldwide electronics sales grew 35
percent. CEO Jeff Bezo's strategic plan for Amazon is to
make the firm the “Wal-Mart of the Internet” through
heavily discounted prices and expansion into more and
more product offerings as well as free shipping. Amazon
prides itself on offering the lowest prices anywhere on any-
thing, and the firm is charging ahead as brick and mortar
retailers falter, declare bankruptcy, and even liquidate.
Amazon has no retail stores, just inventory warehouses.
Therefore the firm has low fixed costs. Its primary online
rival, E-bay, is incurring declining revenues and profits.

Amazon is the largest online bookseller in the
United States and is making its Kindle e-books available
for reading on Apple’s iPhone and iPod Touch devices.
E-books is a rapidly growing segment of the publishing
business. Barnes & Noble recently acquired e-book firm
Fictionwise for $15.7 million, and Google is getting
heavily in the e-book business. Sony Electronics recently
formed a partnership with Google to compete against
Amazon in the growing digital books market. Amazon’s
Kindle electronic book reader is under attack from the
partnership that enables readers to use the Sony Reader
device to access more than half a million public domain
books from Google’s digital book library.

Amazon sold about 500,000 Kindles in 2008 and
expects the Kindle could bring $3.7 billion in annual rev-
enue by 2012. In July 2009, Amazon lowered the price
of its Kindle product from $359 to $299 in an effort to
make Kindle a blockbuster hit.

What started as the planet’s biggest bookstore has
rapidly become the planet’s biggest anything store. The
firm’s main Web site offers millions of books, music, and
movies (which still account for the majority of the firm’s
sales), not to mention auto parts, toys, electronics, home
furnishings, apparel, health and beauty aids, prescription
drugs, and groceries. Customers can also download
books, games, MP3s, and films to their computers. In addi-
tion to Kindle, Amazon provides other products and ser-
vices too, such as self-publishing, online advertising, and a
Web store platform. The firm is capitalizing on a huge
consumer shift toward online shopping during a recession.

Some states are strapped for cash and are forcing
retailers to collect taxes on online sales. New York
passed an Internet sales tax law in 2008. North
Carolina, Hawaii, California, Maryland, Minnesota, and
Tennessee are close to passing similar laws. Amazon is
fighting these laws. Amazon collects sales tax only in



the state of Washington, where it has offices and ware-
houses. In mid-2009, Amazon ended business relation-
ships with marketing affiliates in North Carolina, Rhode
Island, and Hawaii to avoid collecting sales tax in the
state. A marketing affiliate can be defined as a business
that gets a sales commission by featuring links to out-
side e-commerce sites on their own Web site. There
are mounting tensions between online retailers and
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cash-strapped states across the country. Amazon con-
tends that it is unconstitutional to require sellers with no
physical presence in a state to collect sales tax on sales
to buyers in that state.

Source: Based on Geoffrey Fowler, “Amazon’s Sales Surge, Bucking
Retail Slump,” Wall Street Journal (January 30, 2009): B1; Yukari
Iwatani Kane and Dan Gallagher, “Amazon Gets in Used-Game
Business,” Wall Street Journal (March 6, 2009): B5.

The Nature of an Internal Audit

All organizations have strengths and weaknesses in the functional areas of business.
No enterprise is equally strong or weak in all areas. Maytag, for example, is known for
excellent production and product design, whereas Procter & Gamble is known for superb
marketing. Internal strengths/weaknesses, coupled with external opportunities/threats and
a clear statement of mission, provide the basis for establishing objectives and strategies.
Objectives and strategies are established with the intention of capitalizing upon internal
strengths and overcoming weaknesses. The internal-audit part of the strategic-management
process is illustrated in Figure 4-1.

Key Internal Forces

It is not possible in a strategic-management text to review in depth all the material
presented in courses such as marketing, finance, accounting, management, management
information systems, and production/operations; there are many subareas within these
functions, such as customer service, warranties, advertising, packaging, and pricing under
marketing.

For different types of organizations, such as hospitals, universities, and government
agencies, the functional business areas, of course, differ. In a hospital, for example, func-
tional areas may include cardiology, hematology, nursing, maintenance, physician support,
and receivables. Functional areas of a university can include athletic programs, placement
services, housing, fund-raising, academic research, counseling, and intramural programs.
Within large organizations, each division has certain strengths and weaknesses.

A firm’s strengths that cannot be easily matched or imitated by competitors are called
distinctive competencies. Building competitive advantages involves taking advantage of
distinctive competencies. For example, 3M exploits its distinctive competence in research
and development by producing a wide range of innovative products. Strategies are
designed in part to improve on a firm’s weaknesses, turning them into strengths—and
maybe even into distinctive competencies.

Figure 4-2 illustrates that all firms should continually strive to improve on their weak-
nesses, turning them into strengths, and ultimately developing distinctive competencies
that can provide the firm with competitive advantages over rival firms.

The Process of Performing an Internal Audit

The process of performing an internal audit closely parallels the process of performing an
external audit. Representative managers and employees from throughout the firm need to
be involved in determining a firm’s strengths and weaknesses. The internal audit requires
gathering and assimilating information about the firm’s management, marketing,
finance/accounting, production/operations, research and development (R&D), and man-
agement information systems operations. Key factors should be prioritized as described in
Chapter 3 so that the firm’s most important strengths and weaknesses can be determined
collectively.

Compared to the external audit, the process of performing an internal audit provides
more opportunity for participants to understand how their jobs, departments, and divisions
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A Comprehensive Strategic-Management Model
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fit into the whole organization. This is a great benefit because managers and employees
perform better when they understand how their work affects other areas and activities of
the firm. For example, when marketing and manufacturing managers jointly discuss issues
related to internal strengths and weaknesses, they gain a better appreciation of the issues,
problems, concerns, and needs of all the functional areas. In organizations that do not use
strategic management, marketing, finance, and manufacturing managers often do not inter-
act with each other in significant ways. Performing an internal audit thus is an excellent
vehicle or forum for improving the process of communication in the organization.

—

Communication may be the most important word in management.

The Process of Gaining Competitive Advantage in a Firm

Strategy
Evaluation

Weaknesses = Strengths = Distinctive Competencies = Competitive Advantage
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Performing an internal audit requires gathering, assimilating, and evaluating informa-
tion about the firm’s operations. Critical success factors, consisting of both strengths and
weaknesses, can be identified and prioritized in the manner discussed in Chapter 3.
According to William King, a task force of managers from different units of the organiza-
tion, supported by staff, should be charged with determining the 10 to 20 most important
strengths and weaknesses that should influence the future of the organization. He says:

The development of conclusions on the 10 to 20 most important organizational
strengths and weaknesses can be, as any experienced manager knows, a difficult
task, when it involves managers representing various organizational interests and
points of view. Developing a 20-page list of strengths and weaknesses could be
accomplished relatively easily, but a list of the 10 to 15 most important ones involves
significant analysis and negotiation. This is true because of the judgments that are
required and the impact which such a list will inevitably have as it is used in the
formulation, implementation, and evaluation of strategies.1

Strategic management is a highly interactive process that requires effective coordina-
tion among management, marketing, finance/accounting, production/operations, R&D,
and management information systems managers. Although the strategic-management
process is overseen by strategists, success requires that managers and employees from all
functional areas work together to provide ideas and information. Financial managers,
for example, may need to restrict the number of feasible options available to operations
managers, or R&D managers may develop products for which marketing managers need to
set higher objectives. A key to organizational success is effective coordination and under-
standing among managers from all functional business areas. Through involvement in
performing an internal strategic-management audit, managers from different departments
and divisions of the firm come to understand the nature and effect of decisions in other
functional business areas in their firm. Knowledge of these relationships is critical for
effectively establishing objectives and strategies.

A failure to recognize and understand relationships among the functional areas of
business can be detrimental to strategic management, and the number of those relation-
ships that must be managed increases dramatically with a firm’s size, diversity, geographic
dispersion, and the number of products or services offered. Governmental and nonprofit
enterprises traditionally have not placed sufficient emphasis on relationships among the
business functions. Some firms place too great an emphasis on one function at the expense
of others. Ansoff explained:

During the first fifty years, successful firms focused their energies on optimizing the
performance of one of the principal functions: production/operations, R&D, or
marketing. Today, due to the growing complexity and dynamism of the environment,
success increasingly depends on a judicious combination of several functional influ-
ences. This transition from a single function focus to a multifunction focus is essen-
tial for successful strategic management.>

Financial ratio analysis exemplifies the complexity of relationships among the
functional areas of business. A declining return on investment or profit margin ratio
could be the result of ineffective marketing, poor management policies, research and
development errors, or a weak management information system. The effectiveness of
strategy formulation, implementation, and evaluation activities hinges upon a clear
understanding of how major business functions affect one another. For strategies to
succeed, a coordinated effort among all the functional areas of business is needed. In the
case of planning, George wrote:

We may conceptually separate planning for the purpose of theoretical discussion and
analysis, but in practice, neither is it a distinct entity nor is it capable of being sepa-
rated. The planning function is mixed with all other business functions and, like ink
once mixed with water, it cannot be set apart. It is spread throughout and is a part of
the whole of managing an organization.
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The Resource-Based View (RBV)

Some researchers emphasize the importance of the internal audit part of the strategic-
management process by comparing it to the external audit. Robert Grant concluded that the
internal audit is more important, saying:

In a world where customer preferences are volatile, the identity of customers is
changing, and the technologies for serving customer requirements are continually
evolving, an externally focused orientation does not provide a secure foundation for
formulating long-term strategy. When the external environment is in a state of flux,
the firm’s own resources and capabilities may be a much more stable basis on which
to define its identity. Hence, a definition of a business in terms of what it is capable
of doing may offer a more durable basis for strategy than a definition based upon the
needs which the business seeks to satisfy.*

The Resource-Based View (RBV) approach to competitive advantage contends that inter-
nal resources are more important for a firm than external factors in achieving and sustaining
competitive advantage. In contrast to the I/O theory presented in the previous chapter, propo-
nents of the RBV view contend that organizational performance will primarily be determined
by internal resources that can be grouped into three all-encompassing categories: physical
resources, human resources, and organizational resources.’ Physical resources include all
plant and equipment, location, technology, raw materials, machines; human resources
include all employees, training, experience, intelligence, knowledge, skills, abilities; and
organizational resources include firm structure, planning processes, information systems,
patents, trademarks, copyrights, databases, and so on. RBV theory asserts that resources are
actually what helps a firm exploit opportunities and neutralize threats.

The basic premise of the RBV is that the mix, type, amount, and nature of a firm’s inter-
nal resources should be considered first and foremost in devising strategies that can lead to
sustainable competitive advantage. Managing strategically according to the RBV involves
developing and exploiting a firm’s unique resources and capabilities, and continually main-
taining and strengthening those resources. The theory asserts that it is advantageous for a
firm to pursue a strategy that is not currently being implemented by any competing firm.
When other firms are unable to duplicate a particular strategy, then the focal firm has a
sustainable competitive advantage, according to RBV theorists.

For a resource to be valuable, it must be either (1) rare, (2) hard to imitate, or (3) not
easily substitutable. Often called empirical indicators, these three characteristics of
resources enable a firm to implement strategies that improve its efficiency and effective-
ness and lead to a sustainable competitive advantage. The more a resource(s) is rare, non-
imitable, and nonsubstitutable, the stronger a firm’s competitive advantage will be and the
longer it will last.

Rare resources are resources that other competing firms do not possess. If many firms
have the same resource, then those firms will likely implement similar strategies, thus
giving no one firm a sustainable competitive advantage. This is not to say that resources
that are common are not valuable; they do indeed aid the firm in its chance for economic
prosperity. However, to sustain a competitive advantage, it is more advantageous if the
resource(s) is also rare.

It is also important that these same resources be difficult to imitate. If firms cannot
easily gain the resources, say RBV theorists, then those resources will lead to a competi-
tive advantage more so than resources easily imitable. Even if a firm employs resources
that are rare, a sustainable competitive advantage may be achieved only if other firms can-
not easily obtain these resources.

The third empirical indicator that can make resources a source of competitive
advantage is substitutability. Borrowing from Porter’s Five-Forces Model, to the degree
that there are no viable substitutes, a firm will be able to sustain its competitive advan-
tage. However, even if a competing firm cannot perfectly imitate a firm’s resource, it
can still obtain a sustainable competitive advantage of its own by obtaining resource
substitutes.
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The RBV has continued to grow in popularity and continues to seek a better under-
standing of the relationship between resources and sustained competitive advantage in
strategic management. However, as alluded to in Chapter 3, one cannot say with any
degree of certainty that either external or internal factors will always or even consistently
be more important in seeking competitive advantage. Understanding both external and
internal factors, and more importantly, understanding the relationships among them, will
be the key to effective strategy formulation (discussed in Chapter 6). Because both external
and internal factors continually change, strategists seek to identify and take advantage of
positive changes and buffer against negative changes in a continuing effort to gain and
sustain a firm’s competitive advantage. This is the essence and challenge of strategic man-
agement, and oftentimes survival of the firm hinges on this work.

Integrating Strategy and Culture

Relationships among a firm’s functional business activities perhaps can be exemplified
best by focusing on organizational culture, an internal phenomenon that permeates all
departments and divisions of an organization. Organizational culture can be defined as “a
pattern of behavior that has been developed by an organization as it learns to cope with its
problem of external adaptation and internal integration, and that has worked well enough
to be considered valid and to be taught to new members as the correct way to perceive,
think, and feel.”® This definition emphasizes the importance of matching external with
internal factors in making strategic decisions.

Organizational culture captures the subtle, elusive, and largely unconscious forces that
shape a workplace. Remarkably resistant to change, culture can represent a major strength
or weakness for the firm. It can be an underlying reason for strengths or weaknesses in any
of the major business functions.

Defined in Table 4-1, cultural products include values, beliefs, rites, rituals, ceremonies,
myths, stories, legends, sagas, language, metaphors, symbols, heroes, and heroines. These
products or dimensions are levers that strategists can use to influence and direct strategy for-
mulation, implementation, and evaluation activities. An organization’s culture compares to an
individual’s personality in the sense that no two organizations have the same culture and no
two individuals have the same personality. Both culture and personality are enduring and can
be warm, aggressive, friendly, open, innovative, conservative, liberal, harsh, or likable.

At Google, the culture is very informal. Employees are encouraged to wander the halls on
employee-sponsored scooters and brainstorm on public whiteboards provided everywhere.

Example Cultural Products Defined

Rites Planned sets of activities that consolidate various forms of cultural expressions into one event.
Ceremonial Several rites connected together.

Ritual A standardized set of behaviors used to manage anxieties.

Myth A narrative of imagined events, usually not supported by facts.

Saga A historical narrative describing the unique accomplishments of a group and its leaders.
Legend A handed-down narrative of some wonderful event, usually not supported by facts.
Story A narrative usually based on true events.

Folktale A fictional story.

Symbol Any object, act, event, quality, or relation used to convey meaning.

Language The manner in which members of a group communicate.

Metaphors Shorthand of words used to capture a vision or to reinforce old or new values

Values Life-directing attitudes that serve as behavioral guidelines

Belief An understanding of a particular phenomenon

Heroes/Heroines Individuals greatly respected.

Source: Based on H. M. Trice and J. M. Beyer, “Studying Organizational Cultures through Rites and Ceremonials,” Academy of Management
Review 9, no. 4 (October 1984): 655.
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In contrast, the culture at Procter & Gamble (P&G) is so rigid that employees jokingly call
themselves “Proctoids.” Despite this difference, the two companies are swapping employees
and participating in each other’s staff training sessions. Why? Because P&G spends more
money on advertising than any other company and Google desires more of P&G’s $8.7 billion
annual advertising expenses; P&G has come to realize that the next generation of laundry-
detergent, toilet-paper, and skin-cream customers now spend more time online than watching
TV. Consumers age 18 to 27 say they use the Internet nearly 13 hours a week, compared to
10 hours of TV, according to market-data firm Forrester Research.’

Dimensions of organizational culture permeate all the functional areas of business. It is
something of an art to uncover the basic values and beliefs that are deeply buried in an orga-
nization’s rich collection of stories, language, heroes, and rituals, but cultural products can
represent both important strengths and weaknesses. Culture is an aspect of an organization
that can no longer be taken for granted in performing an internal strategic-management
audit because culture and strategy must work together.

Table 4-2 provides some example (possible) aspects of an organization’s culture. Note
you could ask employees/managers to rate the degree that the dimension characterizes the
firm. When one firm acquires another firm, integrating the two cultures can be important.
For example, in Table 4-2, one firm may score mostly 1’s and the other firm may score
mostly 5’s, which would present a challenging strategic problem.

The strategic-management process takes place largely within a particular organiza-
tion’s culture. Lorsch found that executives in successful companies are emotionally com-
mitted to the firm’s culture, but he concluded that culture can inhibit strategic management
in two basic ways. First, managers frequently miss the significance of changing external
conditions because they are blinded by strongly held beliefs. Second, when a particular
culture has been effective in the past, the natural response is to stick with it in the future,
even during times of major strategic change.® An organization’s culture must support the
collective commitment of its people to a common purpose. It must foster competence and
enthusiasm among managers and employees.

Organizational culture significantly affects business decisions and thus must be evalu-
ated during an internal strategic-management audit. If strategies can capitalize on cultural
strengths, such as a strong work ethic or highly ethical beliefs, then management often can
swiftly and easily implement changes. However, if the firm’s culture is not supportive,
strategic changes may be ineffective or even counterproductive. A firm’s culture can
become antagonistic to new strategies, with the result being confusion and disorientation.

Fifteen Example (Possible) Aspects of an Organization’s

Culture
Dimension Degree
1. Strong work ethic; arrive early and leave late r 2 3 4 5
2. High ethical beliefs; clear code of business ethics followed 1 2 3 4 5
3. Formal dress; shirt and tie expected 1 2 3 4 5
4. Informal dress; many casual dress days 1 2 3 4 5
5. Socialize together outside of work 1 2 3 4 5
6. Do not question supervisor’s decision 1 2 3 4 5
7. Encourage whistle-blowing 1 2 3 4 5
8. Be health conscious; have a wellness program 1 2 3 4 5
9. Allow substantial “working from home” 1 2 3 4 5
10. Encourage creativity/innovation/openmindness 1 2 3 4 5
11. Support women and minorities; no glass ceiling 1 2 3 4 5
12. Be highly socially responsible; be philanthropic 1 2 3 4 5
13. Have numerous meetings 1 2 3 4 5
14. Have a participative management style 1 2 3 4 5
15. Preserve the natural environment; have a sustainability program 1 2 3 4 5
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An organization’s culture should infuse individuals with enthusiasm for implementing
strategies. Allarie and Firsirotu emphasized the need to understand culture:

Culture provides an explanation for the insuperable difficulties a firm encounters
when it attempts to shift its strategic direction. Not only has the “right” culture
become the essence and foundation of corporate excellence, it is also claimed that
success or failure of reforms hinges on management’s sagacity and ability to
change the firm’s driving culture in time and in time with required changes in
strategies.’

The potential value of organizational culture has not been realized fully in the study of
strategic management. Ignoring the effect that culture can have on relationships among the
functional areas of business can result in barriers to communication, lack of coordination,
and an inability to adapt to changing conditions. Some tension between culture and a
firm’s strategy is inevitable, but the tension should be monitored so that it does not reach a
point at which relationships are severed and the culture becomes antagonistic. The result-
ing disarray among members of the organization would disrupt strategy formulation,
implementation, and evaluation. In contrast, a supportive organizational culture can make
managing much easier.

Internal strengths and weaknesses associated with a firm’s culture sometimes are
overlooked because of the interfunctional nature of this phenomenon. It is important,
therefore, for strategists to understand their firm as a sociocultural system. Success is often
determined by linkages between a firm’s culture and strategies. The challenge of strategic
management today is to bring about the changes in organizational culture and individual
mind-sets that are needed to support the formulation, implementation, and evaluation of
strategies.

Management

The functions of management consist of five basic activities: planning, organizing, motivat-
ing, staffing, and controlling. An overview of these activities is provided in Table 4-3.

The Basic Functions of Management

929

Stage of Strategic-Management

Function Description Process When Most Important

Planning Planning consists of all those managerial activities related to preparing Strategy Formulation

for the future. Specific tasks include forecasting, establishing objectives,
devising strategies, developing policies, and setting goals.

Organizing Organizing includes all those managerial activities that result in a structure Strategy Implementation

of task and authority relationships. Specific areas include organizational
design, job specialization, job descriptions, job specifications, span of
control, unity of command, coordination, job design, and job analysis.

Motivating Motivating involves efforts directed toward shaping human behavior. Strategy Implementation

Specific topics include leadership, communication, work groups, behavior
modification, delegation of authority, job enrichment, job satisfaction, needs
fulfillment, organizational change, employee morale, and managerial morale.

Staffing Staffing activities are centered on personnel or human resource management. Strategy Implementation

Included are wage and salary administration, employee benefits, interviewing,
hiring, firing, training, management development, employee safety,
affirmative action, equal employment opportunity, union relations, career
development, personnel research, discipline policies, grievance procedures,
and public relations.

Controlling Controlling refers to all those managerial activities directed toward ensuring Strategy Evaluation

that actual results are consistent with planned results. Key areas of concern
include quality control, financial control, sales control, inventory control,
expense control, analysis of variances, rewards, and sanctions.
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Planning

The only thing certain about the future of any organization is change, and planning is the
essential bridge between the present and the future that increases the likelihood of
achieving desired results. Planning is the process by which one determines whether to
attempt a task, works out the most effective way of reaching desired objectives, and
prepares to overcome unexpected difficulties with adequate resources. Planning is the
start of the process by which an individual or business may turn empty dreams into
achievements. Planning enables one to avoid the trap of working extremely hard but
achieving little.

Planning is an up-front investment in success. Planning helps a firm achieve maxi-
mum effect from a given effort. Planning enables a firm to take into account relevant
factors and focus on the critical ones. Planning helps ensure that the firm can be prepared
for all reasonable eventualities and for all changes that will be needed. Planning enables a
firm to gather the resources needed and carry out tasks in the most efficient way possible.
Planning enables a firm to conserve its own resources, avoid wasting ecological
resources, make a fair profit, and be seen as an effective, useful firm. Planning enables a
firm to identify precisely what is to be achieved and to detail precisely the who, what,
when, where, why, and how needed to achieve desired objectives. Planning enables a firm
to assess whether the effort, costs, and implications associated with achieving desired
objectives are warranted.!? Planning is the cornerstone of effective strategy formulation.
But even though it is considered the foundation of management, it is commonly the task
that managers neglect most. Planning is essential for successful strategy implementation
and strategy evaluation, largely because organizing, motivating, staffing, and controlling
activities depend upon good planning.

The process of planning must involve managers and employees throughout an organi-
zation. The time horizon for planning decreases from two to five years for top-level to less
than six months for lower-level managers. The important point is that all managers do plan-
ning and should involve subordinates in the process to facilitate employee understanding
and commitment.

Planning can have a positive impact on organizational and individual performance.
Planning allows an organization to identify and take advantage of external opportunities as
well as minimize the impact of external threats. Planning is more than extrapolating from
the past and present into the future. It also includes developing a mission, forecasting
future events and trends, establishing objectives, and choosing strategies to pursue.

An organization can develop synergy through planning. Synergy exists when everyone
pulls together as a team that knows what it wants to achieve; synergy is the 2 + 2 = 5 effect.
By establishing and communicating clear objectives, employees and managers can work
together toward desired results. Synergy can result in powerful competitive advantages.
The strategic-management process itself is aimed at creating synergy in an organization.

Planning allows a firm to adapt to changing markets and thus to shape its own destiny.
Strategic management can be viewed as a formal planning process that allows an organiza-
tion to pursue proactive rather than reactive strategies. Successful organizations strive to
control their own futures rather than merely react to external forces and events as they
occur. Historically, organisms and organizations that have not adapted to changing condi-
tions have become extinct. Swift adaptation is needed today more than ever because
changes in markets, economies, and competitors worldwide are accelerating. Many firms
did not adapt to the global recession of late and went out of business.

Organizing

The purpose of organizing is to achieve coordinated effort by defining task and authority
relationships. Organizing means determining who does what and who reports to whom.
There are countless examples in history of well-organized enterprises successfully
competing against—and in some cases defeating—much stronger but less-organized firms.
A well-organized firm generally has motivated managers and employees who are commit-
ted to seeing the organization succeed. Resources are allocated more effectively and used
more efficiently in a well-organized firm than in a disorganized firm.
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The organizing function of management can be viewed as consisting of three sequen-
tial activities: breaking down tasks into jobs (work specialization), combining jobs to form
departments (departmentalization), and delegating authority. Breaking down tasks into
jobs requires the development of job descriptions and job specifications. These tools clar-
ify for both managers and employees what particular jobs entail. In The Wealth of Nations,
published in 1776, Adam Smith cited the advantages of work specialization in the manu-
facture of pins:

One man draws the wire, another straightens it, a third cuts it, a fourth points it, a
fifth grinds it at the top for receiving the head. Ten men working in this manner can
produce 48,000 pins in a single day, but if they had all wrought separately and inde-
pendently, each might at best produce twenty pins in a day.'!

Combining jobs to form departments results in an organizational structure, span of
control, and a chain of command. Changes in strategy often require changes in structure
because positions may be created, deleted, or merged. Organizational structure dictates
how resources are allocated and how objectives are established in a firm. Allocating
resources and establishing objectives geographically, for example, is much different from
doing so by product or customer.

The most common forms of departmentalization are functional, divisional, strategic
business unit, and matrix. These types of structure are discussed further in Chapter 7.

Delegating authority is an important organizing activity, as evidenced in the old saying
“You can tell how good a manager is by observing how his or her department functions
when he or she isn’t there.” Employees today are more educated and more capable of par-
ticipating in organizational decision making than ever before. In most cases, they expect to
be delegated authority and responsibility and to be held accountable for results. Delegation
of authority is embedded in the strategic-management process.

Motivating

Motivating can be defined as the process of influencing people to accomplish specific objec-
tives.!2 Motivation explains why some people work hard and others do not. Objectives,
strategies, and policies have little chance of succeeding if employees and managers are not
motivated to implement strategies once they are formulated. The motivating function of
management includes at least four major components: leadership, group dynamics, commu-
nication, and organizational change.

When managers and employees of a firm strive to achieve high levels of productivity,
this indicates that the firm’s strategists are good leaders. Good leaders establish rapport
with subordinates, empathize with their needs and concerns, set a good example, and are
trustworthy and fair. Leadership includes developing a vision of the firm’s future and
inspiring people to work hard to achieve that vision. Kirkpatrick and Locke reported that
certain traits also characterize effective leaders: knowledge of the business, cognitive abil-
ity, self-confidence, honesty, integrity, and drive.!3

Research suggests that democratic behavior on the part of leaders results in more pos-
itive attitudes toward change and higher productivity than does autocratic behavior.
Drucker said:

Leadership is not a magnetic personality. That can just as well be demagoguery. It is
not “making friends and influencing people.” That is flattery. Leadership is the lifting
of a person’s vision to higher sights, the raising of a person’s performance to a higher
standard, the building of a person’s personality beyond its normal limitations.'4

Group dynamics play a major role in employee morale and satisfaction. Informal
groups or coalitions form in every organization. The norms of coalitions can range from
being very positive to very negative toward management. It is important, therefore, that
strategists identify the composition and nature of informal groups in an organization to
facilitate strategy formulation, implementation, and evaluation. Leaders of informal
groups are especially important in formulating and implementing strategy changes.
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Communication, perhaps the most important word in management, is a major component
in motivation. An organization’s system of communication determines whether strategies can
be implemented successfully. Good two-way communication is vital for gaining support for
departmental and divisional objectives and policies. Top-down communication can encourage
bottom-up communication. The strategic-management process becomes a lot easier when
subordinates are encouraged to discuss their concerns, reveal their problems, provide recom-
mendations, and give suggestions. A primary reason for instituting strategic management is to
build and support effective communication networks throughout the firm.

The manager of tomorrow must be able to get his people to commit themselves to the
business, whether they are machine operators or junior vice-presidents. The key
issue will be empowerment, a term whose strength suggests the need to get beyond
merely sharing a little information and a bit of decision making.!>

Staffing

The management function of staffing, also called personnel management or human resource
management, includes activities such as recruiting, interviewing, testing, selecting, orienting,
training, developing, caring for, evaluating, rewarding, disciplining, promoting, transferring,
demoting, and dismissing employees, as well as managing union relations.

Staffing activities play a major role in strategy-implementation efforts, and for this
reason, human resource managers are becoming more actively involved in the strategic-
management process. It is important to identify strengths and weaknesses in the staffing area.

The complexity and importance of human resource activities have increased to such a
degree that all but the smallest organizations now need a full-time human resource man-
ager. Numerous court cases that directly affect staffing activities are decided each day.
Organizations and individuals can be penalized severely for not following federal, state,
and local laws and guidelines related to staffing. Line managers simply cannot stay abreast
of all the legal developments and requirements regarding staffing. The human resources
department coordinates staffing decisions in the firm so that an organization as a whole
meets legal requirements. This department also provides needed consistency in administer-
ing company rules, wages, policies, and employee benefits as well as collective bargaining
with unions.

Human resource management is particularly challenging for international companies.
For example, the inability of spouses and children to adapt to new surroundings can be a
staffing problem in overseas transfers. The problems include premature returns, job perfor-
mance slumps, resignations, discharges, low morale, marital discord, and general discon-
tent. Firms such as Ford Motor and ExxonMobil screen and interview spouses and children
before assigning persons to overseas positions. 3M Corporation introduces children to
peers in the target country and offers spouses educational benefits.

Controlling

The controlling function of management includes all of those activities undertaken to ensure
that actual operations conform to planned operations. All managers in an organization have
controlling responsibilities, such as conducting performance evaluations and taking necessary
action to minimize inefficiencies. The controlling function of management is particularly
important for effective strategy evaluation. Controlling consists of four basic steps:

1. Establishing performance standards

2. Measuring individual and organizational performance

3. Comparing actual performance to planned performance standards
4. Taking corrective actions

Measuring individual performance is often conducted ineffectively or not at all in
organizations. Some reasons for this shortcoming are that evaluations can create confronta-
tions that most managers prefer to avoid, can take more time than most managers are
willing to give, and can require skills that many managers lack. No single approach to
measuring individual performance is without limitations. For this reason, an organization
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should examine various methods, such as the graphic rating scale, the behaviorally
anchored rating scale, and the critical incident method, and then develop or select a
performance-appraisal approach that best suits the firm’s needs. Increasingly, firms are
striving to link organizational performance with managers’ and employees’ pay. This topic
is discussed further in Chapter 7.

Management Audit Checklist of Questions

The following checklist of questions can help determine specific strengths and weaknesses
in the functional area of business. An answer of no to any question could indicate a poten-
tial weakness, although the strategic significance and implications of negative answers, of
course, will vary by organization, industry, and severity of the weakness. Positive or yes
answers to the checklist questions suggest potential areas of strength.

Does the firm use strategic-management concepts?

Are company objectives and goals measurable and well communicated?
Do managers at all hierarchical levels plan effectively?

Do managers delegate authority well?

Is the organization’s structure appropriate?

Are job descriptions and job specifications clear?

Is employee morale high?

Are employee turnover and absenteeism low?

Are organizational reward and control mechanisms effective?
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Marketing

Marketing can be described as the process of defining, anticipating, creating, and fulfilling
customers’ needs and wants for products and services. There are seven basic functions of
marketing: (1) customer analysis, (2) selling products/services, (3) product and service
planning, (4) pricing, (5) distribution, (6) marketing research, and (7) opportunity analy-
sis.!® Understanding these functions helps strategists identify and evaluate marketing
strengths and weaknesses.

Customer Analysis

Customer analysis—the examination and evaluation of consumer needs, desires, and
wants—involves administering customer surveys, analyzing consumer information, evalu-
ating market positioning strategies, developing customer profiles, and determining optimal
market segmentation strategies. The information generated by customer analysis can be
essential in developing an effective mission statement. Customer profiles can reveal the
demographic characteristics of an organization’s customers. Buyers, sellers, distributors,
salespeople, managers, wholesalers, retailers, suppliers, and creditors can all participate in
gathering information to successfully identify customers’ needs and wants. Successful
organizations continually monitor present and potential customers’ buying patterns.

Selling Products/Services

Successful strategy implementation generally rests upon the ability of an organization to
sell some product or service. Selling includes many marketing activities, such as advertis-
ing, sales promotion, publicity, personal selling, sales force management, customer rela-
tions, and dealer relations. These activities are especially critical when a firm pursues a
market penetration strategy. The effectiveness of various selling tools for consumer and
industrial products varies. Personal selling is most important for industrial goods compa-
nies, and advertising is most important for consumer goods companies.

U.S. advertising expenditures are expected to fall 6.2 percent in 2009 to $161.8 billion.!”
One aspect of ads in a recession is that they generally take more direct aim at competitors,
and this marketing practice is holding true in our bad economic times. Nick Brien at
Mediabrands says, “Ads have to get combative in bad times. It’s a dog fight, and it’s about
getting leaner and meaner.” Marketers in 2009 also say ads will be less lavish and glamorous
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Desirable Characteristics of Ads in a Global Economic
Recession

. Take direct aim at competitors, so leaner, meaner, and to the point.

. Be less lavish and glamorous, requiring less production dollars to develop.

. Be short and sweet, mostly 10- and 15-second ads rather than 30+ seconds.

:lkwl\)»—

“Make you feel good” or “put you in a good mood” because (a) ads can be more easily
avoided than ever and (b) people are experiencing hard times and seek comfort.

. Be more pervasive such as on buses, elevators, cell phones, and trucks.
. Appear less on Web sites as banner ads become the new junk mail.
Red will overtake the color orange as the most popular ad color.

. More than ever emphasize low price and value versus rivals.
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. More than ever emphasize how the product/service will make your life better.

Source: Based on Suzanne Vranica, “Ads to Go Leaner, Meaner in *09,” Wall Street Journal
(January 5, 2009): B8.

in a recession. Table 4-4 lists specific characteristics of ads forthcoming in late 2009 and
2010 in response to the economic hard times people nationwide and worldwide are facing.
Total U.S. online advertising sending is expected to decline 0.3 percent to $36.9 billion in
2009, after growing 8.5 percent in 2008.

A 30-second advertisement on the Super Bowl in 2009 was $3 million. The NBC net-
work airing the Super Bowl took in $206 million of ad revenue from the broadcast as just
over 95 million people watched the Pittsburgh Steelers defeat the Arizona Cardinals in
Super Bowl XLIII. The most watched television show in history was the 1983 season
finale of M*A*S*H, which drew 106 million viewers.

Visa in 2009 launched a $140 million advertising campaign that includes print, TV,
outdoor, and Internet ads designed to persuade consumers that debit cards “are more
convenient, safer, and secure than cash or checks.”

Pharmaceutical companies on average reduced their spending on consumer advertis-
ing of prescription drugs by 8 percent in 2008 to $4.4 billion. This was the first annual
decrease since 1997 in their efforts to get patients to request a particular medicine from
their doctor.

Determining organizational strengths and weaknesses in the selling function of
marketing is an important part of performing an internal strategic-management audit. With
regard to advertising products and services on the Internet, a new trend is to base advertis-
ing rates exclusively on sales rates. This new accountability contrasts sharply with tradi-
tional broadcast and print advertising, which bases rates on the number of persons
expected to see a given advertisement. The new cost-per-sale online advertising rates are
possible because any Web site can monitor which user clicks on which advertisement and
then can record whether that consumer actually buys the product. If there are no sales, then
the advertisement is free.

Product and Service Planning

Product and service planning includes activities such as test marketing; product and brand
positioning; devising warranties; packaging; determining product options, features, style,
and quality; deleting old products; and providing for customer service. Product and service
planning is particularly important when a company is pursuing product development or
diversification.

One of the most effective product and service planning techniques is fest marketing.
Test markets allow an organization to test alternative marketing plans and to forecast future
sales of new products. In conducting a test market project, an organization must decide
how many cities to include, which cities to include, how long to run the test, what informa-
tion to collect during the test, and what action to take after the test has been completed.
Test marketing is used more frequently by consumer goods companies than by industrial
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goods companies. Test marketing can allow an organization to avoid substantial losses by
revealing weak products and ineffective marketing approaches before large-scale produc-
tion begins. Starbucks is currently test marketing selling beer and wine in its stores to boost
its “after 5 pM” sales.

Pricing

Five major stakeholders affect pricing decisions: consumers, governments, suppliers,
distributors, and competitors. Sometimes an organization will pursue a forward integration
strategy primarily to gain better control over prices charged to consumers. Governments
can impose constraints on price fixing, price discrimination, minimum prices, unit pricing,
price advertising, and price controls. For example, the Robinson-Patman Act prohibits
manufacturers and wholesalers from discriminating in price among channel member
purchasers (suppliers and distributors) if competition is injured.

Competing organizations must be careful not to coordinate discounts, credit terms, or
condition of sale; not to discuss prices, markups, and costs at trade association meetings;
and not to arrange to issue new price lists on the same date, to rotate low bids on contracts,
or to uniformly restrict production to maintain high prices. Strategists should view price
from both a short-run and a long-run perspective, because competitors can copy price
changes with relative ease. Often a dominant firm will aggressively match all price cuts by
competitors.

With regard to pricing, as the value of the dollar increases, U.S. multinational companies
have a choice. They can raise prices in the local currency of a foreign country or risk losing
sales and market share. Alternatively, multinational firms can keep prices steady and face
reduced profit when their export revenue is reported in the United States in dollars.

Intense price competition, created by the global economic recession, coupled with
Internet price-comparative shopping has reduced profit margins to bare minimum levels
for most companies. For example, airline tickets, rental car prices, hotel room rates, and
computer prices are lower today than they have been in many years.

In response to the economic recession, the family-dining chain Denny’s did something
that no family-dining chain had ever done before: give away breakfast from 6 AM until 2 Pm
on February 8, 2009, at all of its restaurants in the United States. More than 2 million
people took advantage of the free breakfast at all but two of Denny’s 1,550 restaurants
nationwide. The entire promotion, including food, labor, and airing an ad on the Super
Bowl the Sunday before, cost Denny’s about $5 million. However, the firm reaped tons of
positive public relations as well as $50 million of free news coverage nationwide and
greatly increased customer loyalty. “People love free stuff when money’s tight,” says Dan
Ariely, a business professor at Duke University. Other firms recently set a price of zero on
their products, including McDonald’s, Starbucks, Dunkin’ Donuts, and Panera Bread.
Denny’s CEO Nelson Marchioli says that Denny’s did better than break even on the free
breakfast day, and it may do this promotion again.'8

Distribution

Distribution includes warehousing, distribution channels, distribution coverage, retail site
locations, sales territories, inventory levels and location, transportation carriers, wholesaling,
and retailing. Most producers today do not sell their goods directly to consumers. Various
marketing entities act as intermediaries; they bear a variety of names such as wholesalers,
retailers, brokers, facilitators, agents, vendors—or simply distributors.

Distribution becomes especially important when a firm is striving to implement a
market development or forward integration strategy. Some of the most complex and chal-
lenging decisions facing a firm concern product distribution. Intermediaries flourish in our
economy because many producers lack the financial resources and expertise to carry out
direct marketing. Manufacturers who could afford to sell directly to the public often can
gain greater returns by expanding and improving their manufacturing operations.

Successful organizations identify and evaluate alternative ways to reach their ultimate
market. Possible approaches vary from direct selling to using just one or many wholesalers
and retailers. Strengths and weaknesses of each channel alternative should be determined
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according to economic, control, and adaptive criteria. Organizations should consider the
costs and benefits of various wholesaling and retailing options. They must consider
the need to motivate and control channel members and the need to adapt to changes in the
future. Once a marketing channel is chosen, an organization usually must adhere to it for
an extended period of time.

Marketing Research

Marketing research is the systematic gathering, recording, and analyzing of data about
problems relating to the marketing of goods and services. Marketing research can uncover
critical strengths and weaknesses, and marketing researchers employ numerous scales,
instruments, procedures, concepts, and techniques to gather information. Marketing
research activities support all of the major business functions of an organization.
Organizations that possess excellent marketing research skills have a definite strength in
pursuing generic strategies.

The President of PepsiCo said, “Looking at the competition is the company’s best
form of market research. The majority of our strategic successes are ideas that we
borrow from the marketplace, usually from a small regional or local competitor. In
each case, we spot a promising new idea, improve on it, and then out-execute our
competitor.”!?

Cost/Benefit Analysis

The seventh function of marketing is cost/benefit analysis, which involves assessing the
costs, benefits, and risks associated with marketing decisions. Three steps are required
to perform a cost/benefit analysis: (1) compute the total costs associated with a decision,
(2) estimate the total benefits from the decision, and (3) compare the total costs with the
total benefits. When expected benefits exceed total costs, an opportunity becomes more
attractive. Sometimes the variables included in a cost/benefit analysis cannot be quanti-
fied or even measured, but usually reasonable estimates can be made to allow the analysis
to be performed. One key factor to be considered is risk. Cost/benefit analysis should also
be performed when a company is evaluating alternative ways to be socially responsible.

Marketing Audit Checklist of Questions

The following questions about marketing must be examined in strategic planning:

Are markets segmented effectively?

Is the organization positioned well among competitors?

Has the firm’s market share been increasing?

Are present channels of distribution reliable and cost effective?

Does the firm have an effective sales organization?

Does the firm conduct market research?

Are product quality and customer service good?

Are the firm’s products and services priced appropriately?

Does the firm have an effective promotion, advertising, and publicity strategy?
10.  Are marketing, planning, and budgeting effective?

11. Do the firm’s marketing managers have adequate experience and training?
12.  Is the firm’s Internet presence excellent as compared to rivals?
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Finance/Accounting

Financial condition is often considered the single best measure of a firm’s competitive
position and overall attractiveness to investors. Determining an organization’s financial
strengths and weaknesses is essential to effectively formulating strategies. A firm’s liquid-
ity, leverage, working capital, profitability, asset utilization, cash flow, and equity can
eliminate some strategies as being feasible alternatives. Financial factors often alter exist-
ing strategies and change implementation plans.
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Excellent Web Sites to Obtain
Information on Companies,
Including Financial Ratios

http://marketwatch.multexinvestor.com
http://moneycentral.msn.com
http://finance.yahoo.com
www.clearstation.com
https://us.etrade.com/e/t/invest/markets

www.hoovers.com

Especially good Web sites from which to obtain financial information about firms are
provided in Table 4-5.

Finance/Accounting Functions

According to James Van Horne, the functions of finance/accounting comprise three deci-
sions: the investment decision, the financing decision, and the dividend decision.?? Financial
ratio analysis is the most widely used method for determining an organization’s strengths and
weaknesses in the investment, financing, and dividend areas. Because the functional areas of
business are so closely related, financial ratios can signal strengths or weaknesses in manage-
ment, marketing, production, research and development, and management information
systems activities. It is important to note here that financial ratios are equally applicable in
for-profit and nonprofit organizations. Even though nonprofit organizations obviously would
not have return-on-investment or earnings-per-share ratios, they would routinely monitor
many other special ratios. For example, a church would monitor the ratio of dollar contribu-
tions to number of members, while a zoo would monitor dollar food sales to number of
visitors. A university would monitor number of students divided by number of professors.
Therefore, be creative when performing ratio analysis for nonprofit organizations because
they strive to be financially sound just as for-profit firms do.

The investment decision, also called capital budgeting, is the allocation and realloca-
tion of capital and resources to projects, products, assets, and divisions of an organization.
Once strategies are formulated, capital budgeting decisions are required to successfully
implement strategies. The financing decision determines the best capital structure for the
firm and includes examining various methods by which the firm can raise capital (for
example, by issuing stock, increasing debt, selling assets, or using a combination of these
approaches). The financing decision must consider both short-term and long-term needs
for working capital. Two key financial ratios that indicate whether a firm’s financing deci-
sions have been effective are the debt-to-equity ratio and the debt-to-total-assets ratio.

Dividend decisions concern issues such as the percentage of earnings paid to stockhold-
ers, the stability of dividends paid over time, and the repurchase or issuance of stock. Dividend
decisions determine the amount of funds that are retained in a firm compared to the amount
paid out to stockholders. Three financial ratios that are helpful in evaluating a firm’s dividend
decisions are the earnings-per-share ratio, the dividends-per-share ratio, and the price-earnings
ratio. The benefits of paying dividends to investors must be balanced against the benefits of
internally retaining funds, and there is no set formula on how to balance this trade-off. For the
reasons listed here, dividends are sometimes paid out even when funds could be better rein-
vested in the business or when the firm has to obtain outside sources of capital:

1. Paying cash dividends is customary. Failure to do so could be thought of as
a stigma. A dividend change is considered a signal about the future.

2. Dividends represent a sales point for investment bankers. Some institutional
investors can buy only dividend-paying stocks.

3. Shareholders often demand dividends, even in companies with great opportunities
for reinvesting all available funds.

4. A myth exists that paying dividends will result in a higher stock price.
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More than 10 percent of S&P 500 companies cut their dividend payout in 2009. The
record number of dividend cuts and dividend suspensions by companies continues. A total
of 68 S&P 500 companies cut $40.61 billion in dividend payout money in 2008, but most
of these cuts were among banks and brokerage firms. Stock prices for firms fell faster and
farther in 2008 than did dividend payouts. Among all U.S. publicly held companies, about
225 increased their dividend payout in 2008.

Based in Stockholm, Sweden, telecom-equipment maker Ericsson recently cut its
dividend to 1.85 kronor a share, down from 2.50 kronor the year before. The firm also laid
off 5,000 employees in 2009 as its net income declined. Seagate Technology Inc. recently
cut its quarterly dividend by 75 percent as part of a restructuring and strengthening of its
balance sheet to cope with falling company demand. Seagate in 2009 laid off 2,950
employees and reduced the salaries of its top officers by as much as 25 percent.

Sherwin-Williams has a long-standing policy of paying dividends equal to 30 percent
of the prior year’s earnings. The firm followed through on this policy in 2008, paying
$1.40 per share. The maker of paint and other coatings expects to maintain that policy
again in 2009. Sherwin-Williams closed 80 of its 3,300 stores in 2008 and has a strong
relationship with Wal-Mart Stores.

The world’s largest steelmaker, ArcelorMittal, recently cut its 2009 dividend by
50 percent to 75 cents, reversing its pledge in 2008 to maintain a $1.50 dividend. Based
in Luxembourg, ArcelorMittal has been incurring quarterly billion-dollar losses in
earnings.

The New York Times Company’s board of directors suspended the firm’s dividend
payments 100 percent in early 2009 to save about $34.5 million annually. The company is
also trying to sell part of its 52-story headquarters building to raise cash. Times Company
joins a growing list of media companies that have totally suspended their dividends,
including E.W. Scripps Company, Media General Inc., and McClatchy Company.

In April 2009, IBM boosted its quarterly dividend 10 percent and added $3 billion to
its stock-buyout program. This announcement came soon after IBM lost out to Oracle in its
did to acquire Sun Microsystems Corp.

J.P. Morgan in 2009 cut its dividend by 87 percent to 5 cents per share, saving the firm
$5 billion annually. Investors were surprised at the drastic cut because J.P. Morgan was
regarded as one of the healthiest U.S. banks at the time. The firm’s stock rose 6 percent on
the news to $20.64 per share.

Wells Fargo in 2009 cut its dividend payout by 85 percent to 5 cents per share. This
move came just two months after the firm purchased troubled rival Wachovia Corp. for
$12.68 billion. Wells Fargo had paid the third largest dividend in the S&P 500 Index,
behind AT&T and Exxon Mobil.

Oracle is doing great in the global economic recession. The company issued its first
dividend ever in 2009 and posted a 2 percent revenue increase for its third quarter of fiscal
2009. Based in Redwood Shores, California, the business-software maker has $8.2 billion
in cash and generates about $8 billion in cash a year.?! Historically, tech companies have
not issued dividends, and the few tech companies that do pay dividends, such as Microsoft
and Intel, have not cut the payouts and continue to stockpile large reserves of cash.

Basic Types of Financial Ratios

Financial ratios are computed from an organization’s income statement and balance sheet.
Computing financial ratios is like taking a picture because the results reflect a situation at
just one point in time. Comparing ratios over time and to industry averages is more likely to
result in meaningful statistics that can be used to identify and evaluate strengths and weak-
nesses. Trend analysis, illustrated in Figure 4-3, is a useful technique that incorporates both
the time and industry average dimensions of financial ratios. Note that the dotted lines
reveal projected ratios. Some Web sites, such as those provided in Table 4-5, calculate
financial ratios and provide data with charts.

Table 4-6 provides a summary of key financial ratios showing how each ratio is calcu-
lated and what each ratio measures. However, all the ratios are not significant for all indus-
tries and companies. For example, accounts receivable turnover and average collection
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period are not very meaningful to a company that primarily does a cash receipts business.

Key financial ratios can be classified into the following five types:

1.

Liquidity ratios measure a firm’s ability to meet maturing short-term obligations.

Current ratio
Quick (or acid-test) ratio

Leverage ratios measure the extent to which a firm has been financed by debt.

Debt-to-total-assets ratio

Debt-to-equity ratio

Long-term debt-to-equity ratio
Times-interest-earned (or coverage) ratio

Activity ratios measure how effectively a firm is using its resources.

Inventory turnover

Fixed assets turnover

Total assets turnover
Accounts receivable turnover
Average collection period

Profitability ratios measure management’s overall effectiveness as shown by the

returns generated on sales and investment.
Gross profit margin

Operating profit margin

Net profit margin

Return on total assets (ROA)

Return on stockholders’ equity (ROE)
Earnings per share (EPS)

Price-earnings ratio
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A Summary of Key Financial Ratios

Ratio

How Calculated

What It Measures

Liquidity Ratios

Current Ratio Current assets The extent to which a firm can meet its
Current liabilities short-term obligations
Quick Ratio Current assets minus inventory The extent to which a firm can meet
Current liabilities its short-term obligations without
relying upon the sale of its inventories
Leverage Ratios
Debt-to-Total-Assets Ratio Total debt The percentage of total funds that are
Total assets provided by creditors
Total debt

Debt-to-Equity Ratio

Long-Term Debt-to-Equity Ratio

Times-Interest-Earned Ratio

Activity Ratios

Total stockholders’ equity
Long-term debt

Total stockholders’ equity

Profits before interest and taxes

Total interest charges

The percentage of total funds provided
by creditors versus by owners

The balance between debt and equity
in a firm’s long-term capital structure

The extent to which earnings can
decline without the firm becoming
unable to meet its annual interest costs

Inventory Turnover

Fixed Assets Turnover

Total Assets Turnover

Accounts Receivable Turnover

Average Collection Period

Sales

Inventory of finished goods

Sales
Fixed assets

Sales
Total assets

Annual credit sales

Accounts receivable

Accounts receivable
Total credit sales/365 days

Whether a firm holds excessive
stocks of inventories and whether a
firm is slowly selling its inventories
compared to the industry average

Sales productivity and plant and
equipment utilization

Whether a firm is generating a sufficient
volume of business for the size of its
asset investment

The average length of time it takes a
firm to collect credit sales (in percentage
terms)

The average length of time it takes a
firm to collect on credit sales (in days)

Profitability Ratios

Gross Profit Margin Sales minus cost of goods sold The total margin available to cover
Sales operating expenses and yield a profit

Operating Profit Margin Earnings before interest and taxes (EBIT) Profitability without concern for taxes
Sales and interest

Net Profit Margin Net income After-tax profits per dollar of sales
Sales

Return on Total Assets (ROA) Net income After-tax profits per dollar of assets;

Total assets this ratio is also called return on invest-
ment (ROI)
Return on Stockholders’ Equity (ROE) Net income After-tax profits per dollar of stock-

Total stockholders’ equity

holders’ investment in the firm

(continued)
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A Summary of Key Financial Ratios—continued

Ratio How Calculated What It Measures
Profitability Ratios
Earnings Per Share (EPS) Net income Earnings available to the owners
Number of shares of common stock outstanding of common stock
Price-Earnings Ratio Market price per share Attractiveness of firm on equity
Earnings per share markets

Growth Ratios

Sales Annual percentage growth in total sales Firm’s growth rate in sales

Net Income Annual percentage growth in profits Firm’s growth rate in profits

Earnings Per Share Annual percentage growth in EPS Firm’s growth rate in EPS

Dividends Per Share Annual percentage growth in dividends per share  Firm’s growth rate in dividends per share

5. Growth ratios measure the firm’s ability to maintain its economic position in the
growth of the economy and industry.
Sales
Net income
Earnings per share
Dividends per share

Financial ratio analysis must go beyond the actual calculation and interpretation of
ratios. The analysis should be conducted on three separate fronts:

1. How has each ratio changed over time? This information provides a means of
evaluating historical trends. It is important to note whether each ratio has been
historically increasing, decreasing, or nearly constant. For example, a 10 percent
profit margin could be bad if the trend has been down 20 percent each of the last
three years. But a 10 percent profit margin could be excellent if the trend has been
up, up, up. Therefore, calculate the percentage change in each ratio from one year
to the next to assess historical financial performance on that dimension. Identify
and examine large percent changes in a financial ratio from one year to the next.

2.  How does each ratio compare to industry norms? A firm’s inventory turnover ratio
may appear impressive at first glance but may pale when compared to industry stan-
dards or norms. Industries can differ dramatically on certain ratios. For example
grocery companies, such as Kroger, have a high inventory turnover whereas auto-
mobile dealerships have a lower turnover. Therefore, comparison of a firm’s ratios
within its particular industry can be essential in determining strength/weakness.

3. How does each ratio compare with key competitors? Oftentimes competition is
more intense between several competitors in a given industry or location than across
all rival firms in the industry. When this is true, financial ratio analysis should
include comparison to those key competitors. For example, if a firm’s profitability
ratio is trending up over time and compares favorably to the industry average, but it
is trending down relative to its leading competitor, there may be reason for concern.

Financial ratio analysis is not without some limitations. First of all, financial ratios are
based on accounting data, and firms differ in their treatment of such items as depreciation,
inventory valuation, research and development expenditures, pension plan costs, mergers,
and taxes. Also, seasonal factors can influence comparative ratios. Therefore, conformity to
industry composite ratios does not establish with certainty that a firm is performing normally
or that it is well managed. Likewise, departures from industry averages do not always indi-
cate that a firm is doing especially well or badly. For example, a high inventory turnover ratio
could indicate efficient inventory management and a strong working capital position, but it
also could indicate a serious inventory shortage and a weak working capital position.
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A Before and After Breakeven Chart When Prices Are Lowered
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It is important to recognize that a firm’s financial condition depends not only on the
functions of finance, but also on many other factors that include (1) management, marketing,
management production/operations, research and development, and management information
systems decisions; (2) actions by competitors, suppliers, distributors, creditors, customers, and
shareholders; and (3) economic, social, cultural, demographic, environmental, political,
governmental, legal, and technological trends.

In a global economic recession when consumers are price sensitive, many firms are
having to lower prices to compete. As a firm lowers prices, its breakeven (BE) point in
terms of units sold increases, as illustrated in Figure 4-4. The breakeven point can be
defined as the quantity of units that a firm must sell in order for its total revenues (TR) to
equal its total costs (TC). Note that the before and after chart in Figure 4-4 reveals that the
Total Revenue (TR) line rotates to the right with a decrease in Price, thus increasing the
Quantity (Q) that must be sold just to break even. Increasing the breakeven point is thus a
huge drawback of lowering prices. Of course when rivals are lowering prices, a firm may
have to lower prices anyway to compete. However, the breakeven concept should be kept
in mind because it is so important, especially in recessionary times.

Notice in Figure 4-5 that increasing Fixed Costs (FC) also raises a firm’s breakeven
quantity. Note the before and after chart in Figure 4-5 reveals that adding fixed costs such
as more stores or more plants as part of a strategic plan raises the Total Cost (TC) line,
which makes the intersection of the Total Cost (TC) and Total Revenue (TR) lines at a
point farther down the Quantity axis. Increasing a firm’s fixed costs (FC) thus significantly
raises the quantity of goods that must be sold to break even. This is not just theory for the
sake of theory. Firms with less fixed costs, such as Apple and Amazon.com, have
lower breakeven points, which give them a decided advantage in harsh economic times.
Figure 4-5 reveals that adding fixed costs (FC), such as plant, equipment, stores, advertis-
ing, and land, may be detrimental whenever there is doubt that significantly more units can
be sold to offset those expenditures.

A Before and After Breakeven Chart When Fixed Costs Are Increased
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A Before and After Breakeven Chart When Prices Are Lowered
and Fixed Costs Are Increased

TR
Before After
TR
TC
BE
$F-------- -
e : \(®
BE vVC :
$|----- ® |
| . FC
1
| FC !
! l
Q Q

In a global economic recession especially, firms must be cognizant of the fact that
lowering prices and adding fixed costs could be a catastrophic double whammy because
the firm’s breakeven quantity needed to be sold is increased dramatically. Figure 4-6 illus-
trates this double whammy. Note how far the breakeven point shifts with both a price
decrease and an increase in fixed costs. If a firm does not break even, then it will of course
incur losses, and losses are not good, especially sustained losses.

Finally, note in Figure 4-4, 4-5, and 4-6 that Variable Costs (VC) such as labor and
materials when increased have the effect of raising the breakeven point too. Raising
Variable Costs is reflected by the Variable Cost line shifting left or becoming steeper.
When the Total Revenue (TR) line remains constant, the effect of increasing Variable
Costs is to increase Total Costs, which increases the point at which Total Revenue = Total
Costs (TC) = Breakeven (BE).

Suffice it to say here that various strategies can have dramatically beneficial or harm-
ful effects on the firm’s financial condition due to the concept of breakeven analysis.

Finance/Accounting Audit Checklist

The following finance/accounting questions, like the similar questions about marketing
and management earlier, should be examined:

—_—

Where is the firm financially strong and weak as indicated by financial ratio analyses?
Can the firm raise needed short-term capital?

Can the firm raise needed long-term capital through debt and/or equity?

Does the firm have sufficient working capital?

Are capital budgeting procedures effective?

Are dividend payout policies reasonable?

Does the firm have good relations with its investors and stockholders?

Are the firm’s financial managers experienced and well trained?

Is the firm’s debt situation excellent?

A B

Production/Operations

The production/operations function of a business consists of all those activities that trans-
form inputs into goods and services. Production/operations management deals with inputs,
transformations, and outputs that vary across industries and markets. A manufacturing
operation transforms or converts inputs such as raw materials, labor, capital, machines, and
facilities into finished goods and services. As indicated in Table 4-7, Roger Schroeder sug-
gested that production/operations management comprises five functions or decision areas:
process, capacity, inventory, workforce, and quality.

113
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The Basic Functions (Decisions) Within Production/Operations

Decision Areas

Example Decisions

1. Process

2. Capacity
3. Inventory
4. Workforce

5. Quality

These decisions include choice of technology, facility layout, process flow analysis, facility location, line
balancing, process control, and transportation analysis. Distances from raw materials to production sites to
customers are a major consideration.

These decisions include forecasting, facilities planning, aggregate planning, scheduling, capacity planning,
and queuing analysis. Capacity utilization is a major consideration.

These decisions involve managing the level of raw materials, work-in-process, and finished goods, especially
considering what to order, when to order, how much to order, and materials handling.

These decisions involve managing the skilled, unskilled, clerical, and managerial employees by caring for job
design, work measurement, job enrichment, work standards, and motivation techniques.

These decisions are aimed at ensuring that high-quality goods and services are produced by caring for quality
control, sampling, testing, quality assurance, and cost control.

Source: Adapted from R. Schroeder, Operations Management (New York: McGraw-Hill, 1981): 12.

Most automakers require a 30-day notice to build vehicles, but Toyota Motor fills a
buyer’s new car order in just 5 days. Honda Motor was considered the industry’s fastest
producer, filling orders in 15 days. Automakers have for years operated under just-in-time
inventory systems, but Toyota’s 360 suppliers are linked to the company via computers on
a virtual assembly line. The new Toyota production system was developed in the com-
pany’s Cambridge, Ontario, plant and now applies to its Solara, Camry, Corolla, and

Tacoma vehicles.

Production/operations activities often represent the largest part of an organization’s
human and capital assets. In most industries, the major costs of producing a product or ser-
vice are incurred within operations, so production/operations can have great value as a
competitive weapon in a company’s overall strategy. Strengths and weaknesses in the five

functions of production can mean the success or failure of an enterprise.

Many production/operations managers are finding that cross-training of employees
can help their firms respond faster to changing markets. Cross-training of workers can
increase efficiency, quality, productivity, and job satisfaction. For example, at General
Motors’ Detroit gear and axle plant, costs related to product defects were reduced
400 percent in two years as a result of cross-training workers. A shortage of qualified
labor in the United States is another reason cross-training is becoming a common

management practice.

Singapore rivals Hong Kong as an attractive site for locating production facilities
in Southeast Asia. Singapore is a city-state near Malaysia. An island nation of about
4 million, Singapore is changing from an economy built on trade and services to one
built on information technology. A large-scale program in computer education for older
(over age 26) residents is very popular. Singapore children receive outstanding computer
training in schools. All government services are computerized nicely. Singapore lures
multinational businesses with great tax breaks, world-class infrastructure, excellent
courts that efficiently handle business disputes, exceptionally low tariffs, large land
giveaways, impressive industrial parks, excellent port facilities, and a government very
receptive to and cooperative with foreign businesses. Foreign firms now account for

70 percent of manufacturing output in Singapore.

In terms of ship container traffic processed annually, Singapore has the largest and
busiest seaport in the world, followed by Hong Kong, Shanghai, Los Angeles, Busan
(South Korea), Rotterdam, Hamburg, New York, and Tokyo. The Singapore seaport is five

times the size of the New York City seaport.2?

There is much reason for concern that many organizations have not taken sufficient
account of the capabilities and limitations of the production/operations function in formu-
lating strategies. Scholars contend that this neglect has had unfavorable consequences on
corporate performance in America. As shown in Table 4-8, James Dilworth outlined impli-

cations of several types of strategic decisions that a company might make.
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Implications of Various Strategies on Production/Operations

Various Strategies Implications

115

1. Low-cost provider Creates high barriers to entry
Creates larger market

Requires longer production runs and fewer product changes

2. A high-quality provider Requires more quality-assurance efforts
Requires more expensive equipment

Requires highly skilled workers and higher wages

3. Provide great customer service Requires more service people, service parts, and equipment

Requires rapid response to customer needs or changes in customer tastes

Requires a higher inventory investment

4. Be the first to introduce new products Has higher research and development costs
Has high retraining and tooling costs

5. Become highly automated Requires high capital investment
Reduces flexibility
May affect labor relations
Makes maintenance more crucial

6. Minimize layoffs Serves the security needs of employees and may develop employee loyalty

Helps to attract and retain highly skilled employees

Source: Based on: J. Dilworth, Production and Operations Management: Manufacturing and Nonmanufacturing, 2nd ed. Copyright © 1983 by

Random House, Inc.

Production/Operations Audit Checklist
Questions such as the following should be examined:

Are supplies of raw materials, parts, and subassemblies reliable and reasonable?
Are facilities, equipment, machinery, and offices in good condition?

Are inventory-control policies and procedures effective?

Are quality-control policies and procedures effective?

Are facilities, resources, and markets strategically located?

Does the firm have technological competencies?

A

Research and Development

The fifth major area of internal operations that should be examined for specific strengths
and weaknesses is research and development (R&D). Many firms today conduct no
R&D, and yet many other companies depend on successful R&D activities for survival.
Firms pursuing a product development strategy especially need to have a strong R&D
orientation.

Organizations invest in R&D because they believe that such an investment will lead
to a superior product or service and will give them competitive advantages. Research
and development expenditures are directed at developing new products before competi-
tors do, at improving product quality, or at improving manufacturing processes to
reduce costs.

Effective management of the R&D function requires a strategic and operational
partnership between R&D and the other vital business functions. A spirit of partnership
and mutual trust between general and R&D managers is evident in the best-managed
firms today. Managers in these firms jointly explore; assess; and decide the what, when,
where, why, and how much of R&D. Priorities, costs, benefits, risks, and rewards asso-
ciated with R&D activities are discussed openly and shared. The overall mission of
R&D thus has become broad-based, including supporting existing businesses, helping
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launch new businesses, developing new products, improving product quality, improving
manufacturing efficiency, and deepening or broadening the company’s technological
capabilities.?3

The best-managed firms today seek to organize R&D activities in a way that breaks
the isolation of R&D from the rest of the company and promotes a spirit of partnership
between R&D managers and other managers in the firm. R&D decisions and plans must be
integrated and coordinated across departments and divisions by having the departments
share experiences and information. The strategic-management process facilitates this
cross-functional approach to managing the R&D function.

Based in Sunnyvale, California, Juniper Networks spends about 20 percent of its rev-
enues or $800 million annually on R&D. However, the company is struggling with falling
demand for its products in a global recession. But rather than cutting R&D expenditures, the
firm is cutting other expenses. About 70 percent of Juniper’s revenues come from Internet
routers for phone and cable companies. Juniper’s annual R&D budget has not dropped since
the company went public in 1999. Rival Cisco Systems spends 13 percent of its revenues on
R&D. Motorola is slashing its R&D budget. Qualcomm Inc. is holding its R&D spending
flat in 2009.

Although R&D is the lifeblood of pharmaceutical firms, Valeant Pharmaceuticals
International recently cut its R&D budget by 50 percent to make acquisitions and buy
back its own stock. Lead director Robert Ingram at Valeant says, “R&D is a high-risk bet,
and the fact is we fail more often than we succeed.” France’s Sanofi-Aventis SA also
recently cut its R&D spending, but for most pharmaceutical firms cutting such expenses
is still taboo.

Internal and External R&D

Cost distributions among R&D activities vary by company and industry, but total R&D
costs generally do not exceed manufacturing and marketing start-up costs. Four
approaches to determining R&D budget allocations commonly are used: (1) financing as
many project proposals as possible, (2) using a percentage-of-sales method, (3) budget-
ing about the same amount that competitors spend for R&D, or (4) deciding how many
successful new products are needed and working backward to estimate the required
R&D investment.

R&D in organizations can take two basic forms: (1) internal R&D, in which an organi-
zation operates its own R&D department, and/or (2) contract R&D, in which a firm hires
independent researchers or independent agencies to develop specific products. Many
companies use both approaches to develop new products. A widely used approach for obtain-
ing outside R&D assistance is to pursue a joint venture with another firm. R&D strengths
(capabilities) and weaknesses (limitations) play a major role in strategy formulation and
strategy implementation.

Most firms have no choice but to continually develop new and improved products
because of changing consumer needs and tastes, new technologies, shortened product life
cycles, and increased domestic and foreign competition. A shortage of ideas for new prod-
ucts, increased global competition, increased market segmentation, strong special-interest
groups, and increased government regulations are several factors making the successful
development of new products more and more difficult, costly, and risky. In the pharmaceuti-
cal industry, for example, only one out of every few thousand drugs created in the laboratory
ends up on pharmacists’ shelves. Scarpello, Boulton, and Hofer emphasized that different
strategies require different R&D capabilities:

The focus of R&D efforts can vary greatly depending on a firm’s competitive
strategy. Some corporations attempt to be market leaders and innovators of new
products, while others are satisfied to be market followers and developers of
currently available products. The basic skills required to support these strategies
will vary, depending on whether R&D becomes the driving force behind compet-
itive strategy. In cases where new product introduction is the driving force for
strategy, R&D activities must be extensive. The R&D unit must then be able to
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R&D Spending at Ten Sample Companies,
2008 Fourth Quarter ($Billion)

Company Fourth Quarter R&D Spending
Microsoft $2.29
Johnson & Johnson 2.11
IBM 1.53
Intel 1.28
Boeing 0.96
Google 0.73
Hewlett-Packard 0.73
Caterpillar 0.51
DuPont 0.34
Yahoo 0.28

Source: Based on Justin Scheck and Paul Glader, “R&D Spending Holds Steady
in Slump,” Wall Street Journal (April 6, 2009): Al; and Company Form 10-K
Reports.

advance scientific and technological knowledge, exploit that knowledge, and
manage the risks associated with ideas, products, services, and production
requirements.?*

Many U.S. companies are concerned about emerging from the recession with obso-
lete products, so their spending on R&D is holding steady even as their revenues fall.
Intel, for example, is spending $5.4 billion on R&D in 2009, down slightly from 2008.
3M laid off 4,700 employees in 2008 and early 2009 and cut capital expenditures
30 percent in 2009, but its R&D spending increased slightly in 2009. Corning Inc.
recently devised a strategy it called “rings of defense” against the economic downturn;
R&D was placed in the innermost ring, making it among the last things to be cut. Then
Corning soon cut its spending on marketing and administration by 31 percent, but R&D
spending was unchanged. The company spent $627 million on R&D both in 2008 and
in 2009.

Table 4-9 lists R&D spending at some U.S. companies in the fourth quarter of
2008 alone.

Research and Development Audit
Questions such as the following should be asked in performing an R&D audit:

Does the firm have R&D facilities? Are they adequate?

If outside R&D firms are used, are they cost-effective?

Are the organization’s R&D personnel well qualified?

Are R&D resources allocated effectively?

Are management information and computer systems adequate?

Is communication between R&D and other organizational units effective?
Are present products technologically competitive?

NNk L=

Management Information Systems

Information ties all business functions together and provides the basis for all managerial
decisions. It is the cornerstone of all organizations. Information represents a major source
of competitive management advantage or disadvantage. Assessing a firm’s internal
strengths and weaknesses in information systems is a critical dimension of performing an
internal audit. The company motto of Mitsui, a large Japanese trading company, is
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“Information is the lifeblood of the company.” A satellite network connects Mitsui’s
200 worldwide offices.

A management information system’s purpose is to improve the performance of an
enterprise by improving the quality of managerial decisions. An effective information
system thus collects, codes, stores, synthesizes, and presents information in such a
manner that it answers important operating and strategic questions. The heart of an
information system is a database containing the kinds of records and data important to
managers.

A management information system receives raw material from both the external
and internal evaluation of an organization. It gathers data about marketing, finance,
production, and personnel matters internally, and social, cultural, demographic, envi-
ronmental, economic, political, governmental, legal, technological, and competitive
factors externally. Data are integrated in ways needed to support managerial decision
making.

There is a logical flow of material in a computer information system, whereby data
are input to the system and transformed into output. Outputs include computer printouts,
written reports, tables, charts, graphs, checks, purchase orders, invoices, inventory
records, payroll accounts, and a variety of other documents. Payoffs from alternative
strategies can be calculated and estimated. Data become information only when they are
evaluated, filtered, condensed, analyzed, and organized for a specific purpose, problem,
individual, or time.

Because organizations are becoming more complex, decentralized, and globally
dispersed, the function of information systems is growing in importance. Spurring this
advance is the falling cost and increasing power of computers. There are costs and bene-
fits associated with obtaining and evaluating information, just as with equipment and
land. Like equipment, information can become obsolete and may need to be purged from
the system. An effective information system is like a library, collecting, categorizing,
and filing data for use by managers throughout the organization. Information systems
are a major strategic resource, monitoring internal and external issues and trends, identi-
fying competitive threats, and assisting in the implementation, evaluation, and control of
strategy.

We are truly in an information age. Firms whose information-system skills are weak
are at a competitive disadvantage. In contrast, strengths in information systems allow firms
to establish distinctive competencies in other areas. Low-cost manufacturing and good cus-
tomer service, for example, can depend on a good information system.

Strategic-Planning Software

Some strategic decision support systems, however, are too sophisticated, expensive, or
restrictive to be used easily by managers in a firm. This is unfortunate because the
strategic-management process must be a people process to be successful. People make the
difference! Strategic-planning software should thus be simple and unsophisticated.
Simplicity allows wide participation among managers in a firm and participation is essential
for effective strategy implementation.

One strategic-planning software product that parallels this text and offers man-
agers and executives a simple yet effective approach for developing organizational
strategies is CheckMATE (www.checkmateplan.com). This personal computer
software performs planning analyses and generates strategies a firm could pursue.
CheckMATE incorporates the most modern strategic-planning techniques. No previ-
ous experience with computers or knowledge of strategic planning is required of the
user. CheckMATE thus promotes communication, understanding, creativity, and
forward thinking among users.

CheckMATE is not a spreadsheet program or database; it is an expert system that car-
ries a firm through strategy formulation and implementation. A major strength of
CheckMATE strategic-planning software is its simplicity and participative approach. The
user is asked appropriate questions, responses are recorded, information is assimilated, and
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results are printed. Individuals can independently work through the software, and then the
program will develop joint recommendations for the firm.

An individual license for CheckMATE costs $295. More information about
CheckMATE can be obtained at www.checkmateplan.com or 910-579-5744 (phone).

The Web site www.strategyclub.com has become a leader in the world in providing
strategic planning software, products, and services. This Web site provides the strategic
Management Club Online as well as excellent economical software both for students and
for business persons worldwide.

Management Information Systems Audit
Questions such as the following should be asked when conducting this audit:

1. Do all managers in the firm use the information system to make decisions?

2. Isthere a chief information officer or director of information systems position in

the firm?

Are data in the information system updated regularly?

Do managers from all functional areas of the firm contribute input to the informa-

tion system?

Are there effective passwords for entry into the firm’s information system?

Are strategists of the firm familiar with the information systems of rival firms?

Is the information system user-friendly?

Do all users of the information system understand the competitive advantages that

information can provide firms?

Are computer training workshops provided for users of the information system?

10. Is the firm’s information system continually being improved in content and
user-friendliness?

B w
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Value Chain Analysis (VCA)

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

Value chain analysis (VCA) refers to the process whereby a firm determines the costs
associated with organizational activities from purchasing raw materials to manufacturing
product(s) to marketing those products. VCA aims to identify where low-cost advantages
or disadvantages exist anywhere along the value chain from raw material to customer ser-
vice activities. VCA can enable a firm to better identify its own strengths and weaknesses,
especially as compared to competitors’ value chain analyses and their own data examined
over time.

Substantial judgment may be required in performing a VCA because different items
along the value chain may impact other items positively or negatively, so there exist
complex interrelationships. For example, exceptional customer service may be espe-
cially expensive yet may reduce the costs of returns and increase revenues. Cost and
price differences among rival firms can have their origins in activities performed by
suppliers, distributors, creditors, or even shareholders. Despite the complexity of VCA,
the initial step in implementing this procedure is to divide a firm’s operations into spe-
cific activities or business processes. Then the analyst attempts to attach a cost to each
discrete activity, and the costs could be in terms of both time and money. Finally, the
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analyst converts the cost data into information by looking for competitive cost strengths
and weaknesses that may yield competitive advantage or disadvantage. Conducting a
VCA is supportive of the RBV’s examination of a firm’s assets and capabilities as
sources of distinctive competence.

When a major competitor or new market entrant offers products or services at very low
prices, this may be because that firm has substantially lower value chain costs or perhaps the
rival firm is just waging a desperate attempt to gain sales or market share. Thus value chain
analysis can be critically important for a firm in monitoring whether its prices and costs are
competitive. An example value chain is illustrated in Figure 4-7. There can be more than a
hundred particular value-creating activities associated with the business of producing and
marketing a product or service, and each one of the activities can represent a competitive
advantage or disadvantage for the firm. The combined costs of all the various activities in a
company’s value chain define the firm’s cost of doing business. Firms should determine
where cost advantages and disadvantages in their value chain occur relative to the value
chain of rival firms.

Value chains differ immensely across industries and firms. Whereas a paper products
company, such as Stone Container, would include on its value chain timber farming, logging,
pulp mills, and papermaking, a computer company such as Hewlett-Packard would include
programming, peripherals, software, hardware, and laptops. A motel would include food,
housekeeping, check-in and check-out operations, Web site, reservations system, and so on.
However all firms should use value chain analysis to develop and nurture a core competence
and convert this competence into a distinctive competence. A core competence is a value
chain activity that a firm performs especially well. When a core competence evolves into a
major competitive advantage, then it is called a distinctive competence. Figure 4-8 illustrates
this process.

More and more companies are using VCA to gain and sustain competitive advantage
by being especially efficient and effective along various parts of the value chain. For
example, Wal-Mart has built powerful value advantages by focusing on exceptionally
tight inventory control, volume purchasing of products, and offering exemplary customer
service. Computer companies in contrast compete aggressively along the distribution end
of the value chain. Of course, price competitiveness is a key component of effectiveness
among both mass retailers and computer firms.

Benchmarking

Benchmarking is an analytical tool used to determine whether a firm’s value chain
activities are competitive compared to rivals and thus conducive to winning in the
marketplace. Benchmarking entails measuring costs of value chain activities across an
industry to determine “best practices” among competing firms for the purpose of dupli-
cating or improving upon those best practices. Benchmarking enables a firm to take
action to improve its competitiveness by identifying (and improving upon) value chain
activities where rival firms have comparative advantages in cost, service, reputation, or
operation.

The hardest part of benchmarking can be gaining access to other firms’ value
chain activities with associated costs. Typical sources of benchmarking information,
however, include published reports, trade publications, suppliers, distributors,
customers, partners, creditors, shareholders, lobbyists, and willing rival firms. Some
rival firms share benchmarking data. However, the International Benchmarking
Clearinghouse provides guidelines to help ensure that restraint of trade, price fixing,
bid rigging, bribery, and other improper business conduct do not arise between partic-
ipating firms.

Due to the popularity of benchmarking today, numerous consulting firms such as
Accenture, AT Kearney, Best Practices Benchmarking & Consulting, as well as the
Strategic Planning Institute’s Council on Benchmarking, gather benchmarking data, con-
duct benchmarking studies, and distribute benchmark information without identifying the
sources.
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FIGURE 4-7

An Example Value Chain for a
Typical Manufacturing Firm

Supplier Costs e m—
Raw materials —]
Fuel —]
Energy —
Transportation —]
Truck drivers —]
Truck maintenance —]
Component parts —
Inspection —]
Storing —]
Warehouse —
Production Costs R
Inventory system —
Receiving —]
Plant layout —
Maintenance —]
Plant location —]
Computer —
R&D —
Cost accounting —]
Distribution Costs —_—t
Loading —
Shipping —
Budgeting —]
Personnel —]
Internet —
Trucking —]
Railroads —]
Fuel —]
Maintenance —]
Sales and Marketing Costs —]
Salespersons —]
Web site —
Internet —
Publicity —]
Promotion —
Advertising —]
Transportation —]
Food and lodging —]
Customer Service Costs e m—
Postage —
Phone —]
Internet —
Warranty s E—
Management Costs —]
Human resources —]
Administration —
Employee benefits —]
Labor relations —]
Managers —]
Employees —
Finance and legal —]
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Transforming Value Chain Activities into Sustained Competitive Advantage

Value Chain Core Competencies Some Core Some Distinctive
Activities Are Arise in Competencies Competencies Yield
Identified and Some Evolve into Sustained

Assessed | Activities | Distinctive N Competitive
> > . >
Competencies Advantages

The Internal Factor Evaluation (IFE) Matrix

A summary step in conducting an internal strategic-management audit is to construct an
Internal Factor Evaluation (IFE) Matrix. This strategy-formulation tool summarizes and
evaluates the major strengths and weaknesses in the functional areas of a business, and it also
provides a basis for identifying and evaluating relationships among those areas. Intuitive
judgments are required in developing an IFE Matrix, so the appearance of a scientific
approach should not be interpreted to mean this is an all-powerful technique. A thorough
understanding of the factors included is more important than the actual numbers. Similar to
the EFE Matrix and Competitive Profile Matrix described in Chapter 3, an IFE Matrix can be
developed in five steps:

1. List key internal factors as identified in the internal-audit process. Use a total of
from 10 to 20 internal factors, including both strengths and weaknesses. List
strengths first and then weaknesses. Be as specific as possible, using percentages,
ratios, and comparative numbers. Recall that Edward Deming said, “In God we
trust. Everyone else bring data.”

2. Assign a weight that ranges from 0.0 (not important) to 1.0 (all-important) to each
factor. The weight assigned to a given factor indicates the relative importance of the
factor to being successful in the firm’s industry. Regardless of whether a key factor
is an internal strength or weakness, factors considered to have the greatest effect on
organizational performance should be assigned the highest weights. The sum of all
weights must equal 1.0.

3. Assign a 1-to-4 rating to each factor to indicate whether that factor represents a major
weakness (rating = 1), a minor weakness (rating = 2), a minor strength (rating = 3),
or a major strength (rating = 4). Note that strengths must receive a 3 or 4 rating and
weaknesses must receive a 1 or 2 rating. Ratings are thus company-based, whereas
the weights in step 2 are industry-based.

4. Multiply each factor’s weight by its rating to determine a weighted score for each
variable.

5. Sum the weighted scores for each variable to determine the total weighted score for
the organization.

Regardless of how many factors are included in an IFE Matrix, the total weighted
score can range from a low of 1.0 to a high of 4.0, with the average score being 2.5.
Total weighted scores well below 2.5 characterize organizations that are weak inter-
nally, whereas scores significantly above 2.5 indicate a strong internal position. Like
the EFE Matrix, an IFE Matrix should include from 10 to 20 key factors. The number of
factors has no effect upon the range of total weighted scores because the weights
always sum to 1.0.

When a key internal factor is both a strength and a weakness, the factor should be
included twice in the IFE Matrix, and a weight and rating should be assigned to each state-
ment. For example, the Playboy logo both helps and hurts Playboy Enterprises; the logo
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A Sample Internal Factor Evaluation Matrix for a Retail Computer Store

Key Internal Factors Weight Rating Weighted Score
Strengths

1. Inventory turnover increased from 5.8 to 6.7 0.05 3 0.15
2. Average customer purchase increased from $97 to $128 0.07 4 0.28
3. Employee morale is excellent 0.10 3 0.30
4. In-store promotions resulted in 20 percent increase in sales 0.05 3 0.15
5. Newspaper advertising expenditures increased 10 percent 0.02 3 0.06
6. Revenues from repair/service segment of store up 16 percent 0.15 3 0.45
7. In-store technical support personnel have MIS college degrees 0.05 4 0.20
8. Store’s debt-to-total assets ratio declined to 34 percent 0.03 3 0.09
9. Revenues per employee up 19 percent 0.02 3 0.06
Weaknesses

1. Revenues from software segment of store down 12 percent 0.10 2 0.20
2. Location of store negatively impacted by new Highway 34 0.15 2 0.30
3. Carpet and paint in store somewhat in disrepair 0.02 1 0.02
4. Bathroom in store needs refurbishing 0.02 1 0.02
5. Revenues from businesses down 8 percent 0.04 1 0.04
6. Store has no Web site 0.05 2 0.10
7. Supplier on-time delivery increased to 2.4 days 0.03 1 0.03
8. Often customers have to wait to check out 0.05 1 0.05
Total 1.00 2.50

attracts customers to Playboy magazine, but it keeps the Playboy cable channel out of
many markets. Be as quantitative as possible when stating factors. Use monetary amounts,
percentages, numbers, and ratios to the extent possible.

An example of an IFE Matrix is provided in Table 4-10 for a retail computer store.
Note that the two most important factors to be successful in the retail computer store
business are “revenues from repair/service in the store” and “location of the store.”
Also note that the store is doing best on “average customer purchase amount” and
“in-store technical support.” The store is having major problems with its carpet, bath-
room, paint, and checkout procedures. Note also that the matrix contains substantial
quantitative data rather than vague statements; this is excellent. Overall, this store
receives a 2.5 total weighted score, which on a 1-to-4 scale is exactly average/halfway,
indicating there is definitely room for improvement in store operations, strategies, poli-
cies, and procedures.

The IFE Matrix provides important information for strategy formulation. For exam-
ple, this retail computer store might want to hire another checkout person and repair its
carpet, paint, and bathroom problems. Also, the store may want to increase advertising for
its repair/services, because that is a really important (weight 0.15) factor to being success-
ful in this business.

In multidivisional firms, each autonomous division or strategic business unit should
construct an IFE Matrix. Divisional matrices then can be integrated to develop an overall
corporate IFE Matrix.

Conclusion

Management, marketing, finance/accounting, production/operations, research and
development, and management information systems represent the core operations of
most businesses. A strategic-management audit of a firm’s internal operations is vital to
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organizational health. Many companies still prefer to be judged solely on their bottom-
line performance. However, an increasing number of successful organizations are using
the internal audit to gain competitive advantages over rival firms.

Systematic methodologies for performing strength-weakness assessments are
not well developed in the strategic-management literature, but it is clear that strate-
gists must identify and evaluate internal strengths and weaknesses in order to effec-
tively formulate and choose among alternative strategies. The EFE Matrix,
Competitive Profile Matrix, IFE Matrix, and clear statements of vision and mission
provide the basic information needed to successfully formulate competitive strate-
gies. The process of performing an internal audit represents an opportunity for man-
agers and employees throughout the organization to participate in determining the
future of the firm. Involvement in the process can energize and mobilize managers
and employees.

Key Terms and Concepts

Activity Ratios (p. 109)
Benchmarking (p. 120)
Breakeven Point (p. 112)

Capital Budgeting (p. 107)
Communication (p. 94)
Controlling (p. 102)

Core Competence (p. 120)
Cost/Benefit Analysis (p. 106)
Cultural Products (p. 97)
Customer Analysis (p. 103)

Data (p. 118)

Distinctive Competencies (p. 93)
Distribution (p. 105)

Dividend Decisions (p. 107)
Empirical Indicators (p. 96)
Financial Ratio Analysis (p. 95)
Fixed Costs (p. 112)

Financing Decision (p. 107)
Functions of Finance/Accounting (p. 107)
Functions of Management (p. 99)
Functions of Marketing (p. 103)
Growth Ratios (p. 111)

Human Resource Management (p. 102)
Information (p. 118)

Internal Audit (p. 93)

Internal Factor Evaluation (IFE)
Matrix (p. 122)

Investment Decision (p. 107)

Leverage Ratios (p. 109)

Liquidity Ratios (p. 109)

Management Information System (p. 118)

Marketing Affiliate (p. 93)

Marketing Research (p. 106)

Motivating (p. 101)

Organizational Culture (p. 97)

Organizing (p. 100)

Personnel Management (p. 102)

Planning (p. 100)

Pricing (p. 105)

Product and Service Planning (p. 104)

Production/Operations Function (p. 113)

Profitability Ratios (p. 109)

Research and Development (R&D) (p. 115)

Resource-Based View (RBV) (p. 96)

Selling (p. 103)

Staffing (p. 102)

Synergy (p. 100)

Test Marketing (p. 104)

Value Chain Analysis (VCA) (p. 119)

Variable Costs (p. 113)

Issues for Review and Discussion

1. List three firms you are familiar with and give a distinctive competence for each firm.

2. Give some key reasons why prioritizing strengths and weaknesses is essential.

3. Why may it be easier in performing an internal assessment to develop a list of 80
strengths/weaknesses than to decide on the top 20 to use in formulating strategies?

4.  Think of an organization you are very familiar with. Lit three resources of that entity that are

empirical indicators.

5. Think of an organization you are very familiar with. Rate that entity’s organizational culture

on the 15 example dimensions listed in Table 4-2.
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ASSURANCE OF LEARNING EXERCISES

Assurance of Learning Exercise 4A

Performing a Financial Ratio Analysis
for McDonald’s Corporation (MCD)

Purpose

Financial ratio analysis is one of the best techniques for identifying and evaluating internal
strengths and weaknesses. Potential investors and current shareholders look closely at firms’
financial ratios, making detailed comparisons to industry averages and to previous periods of
time. Financial ratio analyses provide vital input information for developing an IFE Matrix.

Instructions

Step 1 On a separate sheet of paper, number from 1 to 20. Referring to McDonald’s income statement
and balance sheet (pp. 31-32), calculate 20 financial ratios for 2008 for the company. Use Table
4-7 as a reference.

Step 2 In a second column, indicate whether you consider each ratio to be a strength, a weakness, or a
neutral factor for McDonald’s.
Step 3 Go to the Web sites in Table 4-6 that calculate McDonald’s financial ratios, without your having

to pay a subscription (fee) for the service. Make a copy of the ratio information provided and
record the source. Report this research to your classmates and your professor.

Assurance of Learning Exercise 4B

Constructing an IFE Matrix for
McDonald’s Corporation

Purpose

This exercise will give you experience in developing an IFE Matrix. Identifying and prioritizing
factors to include in an IFE Matrix fosters communication among functional and divisional man-
agers. Preparing an IFE Matrix allows human resource, marketing, production/operations,
finance/accounting, R&D, and management information systems managers to articulate their
concerns and thoughts regarding the business condition of the firm. This results in an improved
collective understanding of the business.

Instructions

Step 1 Join with two other individuals to form a three-person team. Develop a team IFE Matrix for
McDonald’s.

Step 2 Compare your team’s IFE Matrix to other teams’ IFE Matrices. Discuss any major differences.

Step 3 What strategies do you think would allow McDonald’s to capitalize on its major strengths?

What strategies would allow McDonald’s to improve upon its major weaknesses?

Assurance of Learning Exercise 4C

Constructing an IFE Matrix for My University

Purpose

This exercise gives you the opportunity to evaluate your university’s major strengths and weak-
nesses. As will become clearer in the next chapter, an organization’s strategies are largely based
upon striving to take advantage of strengths and improving upon weaknesses.



CHAPTER 5
Strategies in Action

CHAPTER OBIJECTIVES

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

1. Discuss the value of establishing long-
term objectives.

2. Identify 16 types of business strategies.

3. Identify numerous examples of
organizations pursuing different types
of strategies.

4. Discuss guidelines when particular
strategies are most appropriate to
pursue.

5. Discuss Porter’s five generic strategies.

6. Describe strategic management in
nonprofit, governmental, and small
organizations.

7.

10.

11.

12.
13.

Discuss joint ventures as a way to
enter the Russian market.

. Discuss the Balanced Scorecard.

Compare and contrast financial with
strategic objectives.

Discuss the levels of strategies in
large versus small firms.

Explain the First Mover Advantages
concept.

Discuss recent trends in outsourcing.

Discuss strategies for competing
in turbulent, high-velocity
markets.

Assurance of Learning Exercises

Assurance of
Learning Exercise 5B

Assurance of
Learning Exercise 5A
What Strategies Should

McDonald’s Pursue in
2011-2013?

Examining Strategy Articles

Assurance of
Learning Exercise 5D

How Risky Are Various
Alternative Strategies?

Assurance of
Learning Exercise 5C

Classifying Some Year 2009
Strategies
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“Notable Quotes”

"Alice said, Would you please tell me which way to go from
here?’ The cat said, ‘That depends on where you want to
get to."

—Lewis Carroll

"Tomorrow always arrives. It is always different. And even
the mightiest company is in trouble if it has not worked
on the future. Being surprieed by what happens is a risk
that even the largest and richest company cannot afford,
and even the smallest business need not run."

—Peter Drucker

"Planning. Doing things today to make us better tomor-
row. Because the future belongs to those who make the
hard decisions today."

—tEaton Corporation

Assurance of
Learning Exercise 5E

Developing Alternative

Exercise 5F

Strategies for My University

Globally

Assurance of Learning

Lessons in Doing Business

"One big problem with American business is that when it
gets into trouble, it redoubles its effort. It’s like digging
for gold. If you dig down twenty feet and haven’t found it,
one of the strategies you could use is to dig twice as
deep. But if the gold is twenty feet to the side, you could
dig a long time and not find it."

—Edward De Bono

"Even if you're on the right track, you'll get run over if you
just sit there."
—Will Rogers

"Strategies for taking the hill won’t necessarily hold it."
—Amar Bhide

"The early bird may get the worm, but the second mouse
gets the cheese."
—~Unknown
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Hundreds of companies today, including Sears, IBM, Searle, and Hewlett-Packard, have
embraced strategic planning fully in their quest for higher revenues and profits. Kent
Nelson, former chair of UPS, explains why his company has created a new strategic-
planning department: “Because we’re making bigger bets on investments in technology,
we can’t afford to spend a whole lot of money in one direction and then find out five years
later it was the wrong direction.”!

This chapter brings strategic management to life with many contemporary examples.
Sixteen types of strategies are defined and exemplified, including Michael Porter’s generic
strategies: cost leadership, differentiation, and focus. Guidelines are presented for determining
when it is most appropriate to pursue different types of strategies. An overview of strategic
management in nonprofit organizations, governmental agencies, and small firms is provided.

Doing Great in a Weak Economy. How?

Volkswagen AG

hile most automobile companies talk about

bankruptcy, merger, collapse, and liquidation,
Volkswagen AG is posting solid earnings. Based in
Wolfsburg, Germany, and Europe’s biggest automaker
by sales, Volkswagen (VW) managed the global eco-
nomic recession well by focusing on emerging markets
such as China and Brazil and continually reducing costs.
VW is the leading auto firm in China, not Toyota or
Nissan. VW's market share in Western Europe rose to 20
percent in 2009 from 17.9 percent a year ago. While
shrinking demand for new cars in major markets and
high raw-material costs, and unfavorable exchange rates
have reduced earnings of most European automakers,
VW anticipated these conditions through excellent
strategic planning and continues to take market share
from rival firms worldwide.

The German truck maker and engineering company
MAN AG is VW's largest single shareholder at 30 percent,
and its business too has been good. MAN'’s third
quarter of 2008 saw profit jump 34 percent, lifted by
strong sales of trucks, diesel engines, and turbo
machinery. VW is currently spending $1 billion to build
a new plant in Chattanooga, Tennessee, for the
production of a midsize sedan in 2011 with initial
capacity of 150,000 cars annually. VW's plans for 2018
include increasing its U.S. market share from 2 percent
to 6 percent by selling 800,000 vehicles annually in the
United States. By 2018, VW also plans to export

125,000 vehicles from North America to Europe. VW's
plans include large expansions at its Puebla, Mexico,
plant.

While most auto companies are cutting expenses,
VW is increasing is 2009 U.S. marketing budget by 15
percent in its Audi AG luxury division. The Audi ads even
ran during the 2009 Super Bowl.

For all of 2008, VW's net profit rose 15 percent to
4.75 billion euros and revenues rose 4.5 percent to 114
billion. VW expects flat or even slight declines in 2009
but some of its competitors are incurring billion dollar
losses.

VW has cars named for climate patterns, insects,
and small mammals. Along with the New Beetle, VW's
annual production of 6 million cars, trucks, and vans



includes such models such as Passat (trade wind), Jetta
(jet stream), Rabbit, and Fox. VW also owns several
luxury carmakers, including AUDI, Lamborghini, Bentley,
and Bugatti. Other VW makes include SEAT (family cars,
Spain) and SKODA (family cars, the Czech Republic).
VW operates plants in Africa, the Americas, Asia/Pacific,
and Europe. VW holds 68 percent of the voting rights in
Swedish truck maker Scania and about 30 percent of
MAN AG. VW also offers consumer financing.

VW is acquiring Porsche Automobil Holding SE and
merging their auto brands into VW. Based in Stuttgart,
Germany, Porsche already owns 51 percent of VW but
has weakened in 2009 after taking on $12 billion in
new debt.

VW is in talks with China’s BYD Co. to build hybrid
and electric vehicles powered by lithium batteries.
Based in Shenzhen, BYD will supply VW with the battery
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technology. This will be the first automotive partner for
BYD, which is one of the world’s largest suppliers of cell
phone batteries.

VW is building a new assembly plant in Indonesia
for $47 million about 1 hour east of Jakarta, the capital.
This plant will assemble the Touran and employ about
3,000 persons. Toyota already has a manufacturing
plant in Indonesia and dominates that market. Currently
many VW vehicles are imported into Indonesia, thus
being subject to a 200 percent tariff.

VW reported 2nd quarter 2009 earnings of $397
million; the Audi division was the biggest contributor to
the gains.

Source: Based on Christoph Rauwald, “VW Earnings Buck Auto-
Industry Trend,” Wall Street Journal (October 31, 2008): B3;
Christoph Rauwald, “Volkswagen to Raise Output by 2018,” Wall
Street Journal (April 28, 2009): B3.

Long-Term Objectives

Long-term objectives represent the results expected from pursuing certain strategies.
Strategies represent the actions to be taken to accomplish long-term objectives.
The time frame for objectives and strategies should be consistent, usually from two to
five years.

The Nature of Long-Term Objectives

Objectives should be quantitative, measurable, realistic, understandable, challenging, hier-
archical, obtainable, and congruent among organizational units. Each objective should also
be associated with a timeline. Objectives are commonly stated in terms such as growth in
assets, growth in sales, profitability, market share, degree and nature of diversification,
degree and nature of vertical integration, earnings per share, and social responsibility.
Clearly established objectives offer many benefits. They provide direction, allow synergy,
aid in evaluation, establish priorities, reduce uncertainty, minimize conflicts, stimulate
exertion, and aid in both the allocation of resources and the design of jobs. Objectives pro-
vide a basis for consistent decision making by managers whose values and attitudes differ.
Objectives serve as standards by which individuals, groups, departments, divisions, and
entire organizations can be evaluated.

Long-term objectives are needed at the corporate, divisional, and functional levels of
an organization. They are an important measure of managerial performance. Many practi-
tioners and academicians attribute a significant part of U.S. industry’s competitive decline
to the short-term, rather than long-term, strategy orientation of managers in the United
States. Arthur D. Little argues that bonuses or merit pay for managers today must be based
to a greater extent on long-term objectives and strategies. A general framework for relating
objectives to performance evaluation is provided in Table 5-1. A particular organization
could tailor these guidelines to meet its own needs, but incentives should be attached to
both long-term and annual objectives.

Without long-term objectives, an organization would drift aimlessly toward
some unknown end. It is hard to imagine an organization or individual being successful
without clear objectives (see Tables 5-2 and 5-3). Success only rarely occurs by
accident; rather, it is the result of hard work directed toward achieving certain
objectives.
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Varying Performance Measures by Organizational Level

Organizational Level Basis for Annual Bonus or Merit Pay

Corporate 75% based on long-term objectives
25% based on annual objectives

Division 50% based on long-term objectives
50% based on annual objectives

Function 25% based on long-term objectives

75% based on annual objectives

The Desired Characteristics
of Objectives

. Quantitative

. Measurable

. Realistic

. Understandable

. Challenging

. Hierarchical

. Obtainable

. Congruent across departments

eI e R R S

The Benefits of Having Clear
Objectives
Provide direction by revealing expectations
Allow synergy
Aid in evaluation by serving as standards
Establish priorities
Reduce uncertainty
Minimize conflicts
Stimulate exertion

Aid in allocation of resources

A T ARl o e

Aid in design of jobs

—
)

. Provide basis for consistent decision making

Financial versus Strategic Objectives

Two types of objectives are especially common in organizations: financial and strategic
objectives. Financial objectives include those associated with growth in revenues, growth in
earnings, higher dividends, larger profit margins, greater return on investment, higher earn-
ings per share, a rising stock price, improved cash flow, and so on; while strategic objectives
include things such as a larger market share, quicker on-time delivery than rivals, shorter
design-to-market times than rivals, lower costs than rivals, higher product quality than
rivals, wider geographic coverage than rivals, achieving technological leadership, consis-
tently getting new or improved products to market ahead of rivals, and so on.

Although financial objectives are especially important in firms, oftentimes there is a
trade-off between financial and strategic objectives such that crucial decisions have to be
made. For example, a firm can do certain things to maximize short-term financial objec-
tives that would harm long-term strategic objectives. To improve financial position in
the short run through higher prices may, for example, jeopardize long-term market share.
The dangers associated with trading off long-term strategic objectives with near-term
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bottom-line performance are especially severe if competitors relentlessly pursue increased
market share at the expense of short-term profitability. And there are other trade-offs
between financial and strategic objectives, related to riskiness of actions, concern for busi-
ness ethics, need to preserve the natural environment, and social responsibility issues. Both
financial and strategic objectives should include both annual and long-term performance
targets. Ultimately, the best way to sustain competitive advantage over the long run is
to relentlessly pursue strategic objectives that strengthen a firm’s business position
over rivals. Financial objectives can best be met by focusing first and foremost on achieve-
ment of strategic objectives that improve a firm’s competitiveness and market strength.

Not Managing by Objectives
An unidentified educator once said, “If you think education is expensive, try ignorance.”

The idea behind this saying also applies to establishing objectives. Strategists should avoid
the following alternative ways to “not managing by objectives.”

* Managing by Extrapolation—adheres to the principle “If it ain’t broke, don’t fix it.”
The idea is to keep on doing about the same things in the same ways because things
are going well.

* Managing by Crisis—based on the belief that the true measure of a really good
strategist is the ability to solve problems. Because there are plenty of crises and prob-
lems to go around for every person and every organization, strategists ought to bring
their time and creative energy to bear on solving the most pressing problems of the
day. Managing by crisis is actually a form of reacting rather than acting and of letting
events dictate the what and when of management decisions.

* Managing by Subjectives—built on the idea that there is no general plan for which
way to go and what to do; just do the best you can to accomplish what you think
should be done. In short, “Do your own thing, the best way you know how”
(sometimes referred to as the mystery approach to decision making because
subordinates are left to figure out what is happening and why).

* Managing by Hope—based on the fact that the future is laden with great uncer-
tainty and that if we try and do not succeed, then we hope our second (or third)
attempt will succeed. Decisions are predicated on the hope that they will work and
the good times are just around the corner, especially if luck and good fortune are on
our side!?

The Balanced Scorecard

Developed in 1993 by Harvard Business School professors Robert Kaplan and David
Norton, and refined continually through today, the Balanced Scorecard is a strategy eval-
uation and control technique.? Balanced Scorecard derives its name from the perceived
need of firms to “balance” financial measures that are oftentimes used exclusively in
strategy evaluation and control with nonfinancial measures such as product quality and
customer service. An effective Balanced Scorecard contains a carefully chosen combina-
tion of strategic and financial objectives tailored to the company’s business. As a tool to
manage and evaluate strategy, the Balanced Scorecard is currently in use at Sears, United
Parcel Service, 3M Corporation, Heinz, and hundreds of other firms. For example, 3M
Corporation has a financial objective to achieve annual growth in earnings per share of 10
percent or better, as well as a strategic objective to have at least 30 percent of sales come
from products introduced in the past four years. The overall aim of the Balanced
Scorecard is to “balance” shareholder objectives with customer and operational objec-
tives. Obviously, these sets of objectives interrelate and many even conflict. For example,
customers want low price and high service, which may conflict with shareholders’
desire for a high return on their investment. The Balanced Scorecard concept is consistent
with the notions of continuous improvement in management (CIM) and total quality
management (TQM).

Although the Balanced Scorecard concept is covered in more detail in Chapter 9 as
it relates to evaluating strategies, note here that firms should establish objectives and
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evaluate strategies on items other than financial measures. This is the basic tenet of the
Balanced Scorecard. Financial measures and ratios are vitally important. However, of
equal importance are factors such as customer service, employee morale, product quality,
pollution abatement, business ethics, social responsibility, community involvement, and
other such items. In conjunction with financial measures, these “softer” factors comprise
an integral part of both the objective-setting process and the strategy-evaluation process.
These factors can vary by organization, but such items, along with financial measures,
comprise the essence of a Balanced Scorecard. A Balanced Scorecard for a firm is simply
a listing of all key objectives to work toward, along with an associated time dimension of
when each objective is to be accomplished, as well as a primary responsibility or contact
person, department, or division for each objective.

Types of Strategies

The model illustrated in Figure 5-1 provides a conceptual basis for applying strategic
management. Defined and exemplified in Table 5-4, alternative strategies that an enter-
prise could pursue can be categorized into 11 actions: forward integration, backward

A Comprehensive Strategic-Management Model
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Strategy Definition 2009 Examples
Forward Gaining ownership or increased control over PepsiCo launched a hostile takeover of Pepsi
Integration distributors or retailers Bottling Group after its $4.2 billion offer
was rejected
Backward Seeking ownership or increased control of a firm’s Chinese carmaker Geely Automobile
Integration suppliers Holdings Ltd. purchased Australian car-parts
maker Drivetrain Systems International
Pty. Ltd.
Horizontal Seeking ownership or increased control over Pfizer acquires Wyeth; both are huge drug
Integration competitors companies
Market Seeking increased market share for present products Coke spending millions on its new slogan
Penetration or services in present markets through greater “Open Happiness”
marketing efforts
Market Introducing present products or services into new Time Warner purchased 31 percent of Central
Development geographic area European Media Enterprises Ltd. in order to
expand into Romania, Czech Republic,
Ukraine, and Bulgaria
Product Seeking increased sales by improving present News Corp.’s book publisher HarperCollins
Development products or services or developing new ones began producing audio books for download,
such as Jeff Jarvis’s “What Would
Google Do?”
Related Adding new but related products or services Sprint Nextel Corp. diversified from the cell phone
Diversification business by partnering with Garmin Ltd. to
deliver wireless Internet services into GPS
machines
Unrelated Adding new, unrelated products or services Cisco Systems Inc. entered the camcorder
Diversification business by acquiring Pure Digital
Technology
Retrenchment Regrouping through cost and asset reduction to The world’s largest steelmaker, ArcelorMittal,
reverse declining sales and profit shut down half of its plants and laid off
thousands of employees even amid worker
protests worldwide
Divestiture Selling a division or part of an organization The British airport firm BAA Ltd. divested three
UK airports
Liquidation Selling all of a company’s assets, in parts, for their Michigan newspapers such as the Ann Arbor

tangible worth

News, Detroit Free Press, and Detroit News
liquidated hard-copy operations

integration, horizontal integration, market penetration, market development, product
development, related diversification, unrelated diversification, retrenchment, divestiture,
and liquidation. Each alternative strategy has countless variations. For example, market
penetration can include adding salespersons, increasing advertising expenditures,
couponing, and using similar actions to increase market share in a given geographic
area.

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

Hansen and Smith explain that strategic planning involves “choices that risk
resources” and “trade-offs that sacrifice opportunity.” In other words, if you have a strategy
to go north, then you must buy snowshoes and warm jackets (spend resources) and forgo
the opportunity of “faster population growth in southern states.” You cannot have a
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strategy to go north and then take a step east, south, or west “just to be on the safe side.”
Firms spend resources and focus on a finite number of opportunities in pursuing strategies
to achieve an uncertain outcome in the future. Strategic planning is much more than a roll
of the dice; it is a wager based on predictions and hypotheses that are continually tested
and refined by knowledge, research, experience, and learning. Survival of the firm itself
may hinge on your strategic plan.*

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

Levels of Strategies

Strategy making is not just a task for top executives. As discussed in Chapter 1, middle-
and lower-level managers too must be involved in the strategic-planning process to the
extent possible. In large firms, there are actually four levels of strategies: corporate, divi-
sional, functional, and operational—as illustrated in Figure 5-2. However, in small firms,
there are actually three levels of strategies: company, functional, and operational.

In large firms, the persons primarily responsible for having effective strategies at the
various levels include the CEO at the corporate level; the president or executive vice
president at the divisional level; the respective chief finance officer (CFO), chief infor-
mation officer (CIO), human resource manager (HRM), chief marketing officer (CMO),
and so on, at the functional level; and the plant manager, regional sales manager, and so
on, at the operational level. In small firms, the persons primarily responsible for having
effective strategies at the various levels include the business owner or president at the
company level and then the same range of persons at the lower two levels, as with a large
firm.

It is important to note that all persons responsible for strategic planning at the various
levels ideally participate and understand the strategies at the other organizational levels to
help ensure coordination, facilitation, and commitment while avoiding inconsistency, inef-
ficiency, and miscommunication. Plant managers, for example, need to understand and be
supportive of the overall corporate strategic plan (game plan) while the president and the
CEO need to be knowledgeable of strategies being employed in various sales territories
and manufacturing plants.

Levels of Strategies with Persons Most Responsible

.~ Corporate
Level—chief
executive officer

: Company
A
Division Level—division /Level—owner
president or executive \ ./ or president
vice president Functional Level—

finance, marketing, R&D,
 manufacturing, information
: systems, and human

resource managers

* Functional Level—finance, marketing,
R&D, manufacturing, information systems,
and human resource managers

Operational Level—plant managers, sales managers, \ * Operational Level—plant managers, sales
production and department managers \ managers, production and department managers

Large Company Small Company
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Integration Strategies

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

Forward Integration

Forward integration involves gaining ownership or increased control over distributors or
retailers. Increasing numbers of manufacturers (suppliers) today are pursuing a forward inte-
gration strategy by establishing Web sites to directly sell products to consumers. This strat-
egy is causing turmoil in some industries. For example, Microsoft is opening its own retail
stores, a forward integration strategy similar to rival Apple Inc., which currently has more
than 200 stores around the world. Microsoft wants to learn firsthand about what consumers
want and how they buy. CompUSA Inc. recently closed most of its retail stores, and neither
Hewlett-Packard nor IBM have retail stores. Some Microsoft shareholders are concerned that
the company’s plans to open stores will irk existing retail partners such as Best Buy.

Automobile dealers have for many years pursued forward integration, perhaps too
much. Ford has almost 4,000 dealers compared to Toyota, which has fewer than 2,000 U.S.
dealers. That means the average Toyota dealer sold, for example, 1,628 vehicles in 2007
compared to 236 vehicles for Ford dealers. GM, Ford, and Chrysler are all reducing their
number of dealers dramatically.

The Canadian company Research in Motion (RIM) opened its first online store for
BlackBerry applications in April 2009. RIM is looking to tap a market for software made
popular by Apple and its iPhone. BlackBerry users can download the new RIM storefront
from the main RIM Web site, but then they need to buy applications using PayPal.

An effective means of implementing forward integration is franchising.
Approximately 2,000 companies in about 50 different industries in the United States use
franchising to distribute their products or services. Businesses can expand rapidly by fran-
chising because costs and opportunities are spread among many individuals. Total sales by
franchises in the United States are annually about $1 trillion.

In today’s credit crunch reduced availability of financing, franchiser firms are more and
more breaking tradition and helping franchisees out with liquidity needs. For example,
RE/MAX International will finance 50 percent of its initial $25,000 franchise fee. Coverall
Cleaning Concepts lends up to $6,800 of its initial franchise fee. Persons interested in becom-
ing franchisees should go onto franchising blogs, such as Bleu MauMau, Franchise-Chat,
Franchise Pundit, Rush On Business, Unhappy Franchisee, and WikidFranchise.org. These
sites offer inside news, advice, and comments by people already owning franchise businesses.

However, a growing trend is for franchisees, who for example may operate 10 fran-
chised restaurants, stores, or whatever, to buy out their part of the business from their
franchiser (corporate owner). There is a growing rift between franchisees and franchisers
as the segment often outperforms the parent. For example, McDonald’s today owns less
than 23 percent of its 32,000 restaurants, down from 26 percent in 2006. Restaurant chains
are increasingly being pressured to own fewer of their locations. McDonald’s sold 1,600 of
its Latin America and Caribbean restaurants to Woods Staton, a former McDonald’s
executive. Companies such as McDonald’s are using proceeds from the sale of company
stores/restaurants to franchisees to buy back company stock, pay higher dividends, and
make other investments to benefit shareholders.

These six guidelines indicate when forward integration may be an especially effective
strategy:5

* When an organization’s present distributors are especially expensive, or unreliable,
or incapable of meeting the firm’s distribution needs.

e When the availability of quality distributors is so limited as to offer a competitive
advantage to those firms that integrate forward.

*  When an organization competes in an industry that is growing and is expected to
continue to grow markedly; this is a factor because forward integration reduces
an organization’s ability to diversify if its basic industry falters.
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e When an organization has both the capital and human resources needed to manage
the new business of distributing its own products.

*  When the advantages of stable production are particularly high; this is a considera-
tion because an organization can increase the predictability of the demand for its
output through forward integration.

e When present distributors or retailers have high profit margins; this situation
suggests that a company profitably could distribute its own products and price them
more competitively by integrating forward.

Backward Integration

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

When you buy a box of Pampers diapers at Wal-Mart, a scanner at the store’s
checkout counter instantly zaps an order to Procter & Gamble Company. In contrast, in
most hospitals, reordering supplies is a logistical nightmare. Inefficiency caused by
lack of control of suppliers in the health-care industry, however, is rapidly changing as
many giant health-care purchasers, such as the U.S. Defense Department and
Columbia/HCA Healthcare Corporation, move to require electronic bar codes on every
supply item purchased. This allows instant tracking and recording without invoices and
paperwork. Of the estimated $83 billion spent annually on hospital supplies, industry
reports indicate that $11 billion can be eliminated through more effective backward
integration.

In a major strategic shift to design its own computer chips, Apple Inc. in 2009 began a
backward integration strategy to shield Apple technology from rival firms. Apple envisions
soon to produce its own internally developed chips for its iPhone and iPod Touch devices.
Online job postings from Apple describe dozens of chip-related positions. Apple’s new
strategy also is aimed at sharing fewer details about Apple technology plans with external
chip suppliers. This new backward integration strategy marks a break from a long-term
trend among most big electronics companies to outsource the development of chips and
other components to external suppliers.

Some industries in the United States, such as the automotive and aluminum indus-
tries, are reducing their historical pursuit of backward integration. Instead of owning their
suppliers, companies negotiate with several outside suppliers. Ford and Chrysler buy over
half of their component parts from outside suppliers such as TRW, Eaton, General
Electric, and Johnson Controls. De-integration makes sense in industries that have global
sources of supply. Companies today shop around, play one seller against another, and go
with the best deal. Global competition is also spurring firms to reduce their number of
suppliers and to demand higher levels of service and quality from those they keep.
Although traditionally relying on many suppliers to ensure uninterrupted supplies and
low prices, American firms now are following the lead of Japanese firms, which have far
fewer suppliers and closer, long-term relationships with those few. “Keeping track of so
many suppliers is onerous,” says Mark Shimelonis, formerly of Xerox.

Seven guidelines for when backward integration may be an especially effective
strategy are:®

*  When an organization’s present suppliers are especially expensive, or unreliable,
or incapable of meeting the firm’s needs for parts, components, assemblies, or raw
materials.

*  When the number of suppliers is small and the number of competitors is large.

*  When an organization competes in an industry that is growing rapidly; this is a factor
because integrative-type strategies (forward, backward, and horizontal) reduce an
organization’s ability to diversify in a declining industry.

*  When an organization has both capital and human resources to manage the new
business of supplying its own raw materials.
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*  When the advantages of stable prices are particularly important; this is a factor
because an organization can stabilize the cost of its raw materials and the associated
price of its product(s) through backward integration.

*  When present supplies have high profit margins, which suggests that the business
of supplying products or services in the given industry is a worthwhile venture.

* When an organization needs to quickly acquire a needed resource.

Horizontal Integration

Horizontal integration refers to a strategy of seeking ownership of or increased control
over a firm’s competitors. One of the most significant trends in strategic management
today is the increased use of horizontal integration as a growth strategy. Mergers, acquisi-
tions, and takeovers among competitors allow for increased economies of scale and
enhanced transfer of resources and competencies. Kenneth Davidson makes the following
observation about horizontal integration:

The trend towards horizontal integration seems to reflect strategists’ misgivings
about their ability to operate many unrelated businesses. Mergers between direct
competitors are more likely to create efficiencies than mergers between unrelated
businesses, both because there is a greater potential for eliminating duplicate facili-
ties and because the management of the acquiring firm is more likely to understand
the business of the target.”

These five guidelines indicate when horizontal integration may be an especially
effective strategy:8

e When an organization can gain monopolistic characteristics in a particular area or
region without being challenged by the federal government for “tending substan-
tially” to reduce competition.

*  When an organization competes in a growing industry.

*  When increased economies of scale provide major competitive advantages.

*  When an organization has both the capital and human talent needed to successfully
manage an expanded organization.

*  When competitors are faltering due to a lack of managerial expertise or a need for
particular resources that an organization possesses; note that horizontal integration
would not be appropriate if competitors are doing poorly, because in that case overall
industry sales are declining.

Intensive Strategies

Market penetration, market development, and product development are sometimes referred
to as intensive strategies because they require intensive efforts if a firm’s competitive posi-
tion with existing products is to improve.

Market Penetration

A market penetration strategy seeks to increase market share for present products or
services in present markets through greater marketing efforts. This strategy is widely used
alone and in combination with other strategies. Market penetration includes increasing the
number of salespersons, increasing advertising expenditures, offering extensive sales pro-
motion items, or increasing publicity efforts. As indicated in Table 5-4, Coke in 2009/2010
spent millions on its new advertising slogan, “Open Happiness,” which replaced “The Coke
Side of Life.”

These five guidelines indicate when market penetration may be an especially effective
strategy:’

*  When current markets are not saturated with a particular product or service.
*  When the usage rate of present customers could be increased significantly.
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*  When the market shares of major competitors have been declining while total
industry sales have been increasing.

*  When the correlation between dollar sales and dollar marketing expenditures histori-
cally has been high.

* When increased economies of scale provide major competitive advantages.

Market Development

Market development involves introducing present products or services into new geographic
areas. For example, Retailers such as Wal-Mart Stores, Carrefour SA, and Tesco PLC are
expanding further into China in 2009/2010 even in a world of slumping sales. Tesco is
opening fewer stores in Britain to divert capital expenditures to China. French hypermarket
chain Carrefour is opening 28 stores in China in 2009, up from 22 in 2008. Wal-Mart
opened 30 stores in China in 2008 and plans to nearly double that number in 2009. Wal-
Mart had roughly 250 stores in China at year-end 2009. Housing goods giant Ikea plans to
build two more stores in China in 2009 to have eight stores total. All of these market devel-
opment strategies come in the face of a slowing Chinese economy and faltering consumer
confidence among Chinese consumers.

Delta Air Lines in 2009 began serving 15 new international destinations as part of a
strategy by the Atlanta-based carrier to derive more traffic from international routes. This
market development strategy is being implemented largely by deploying its recently
acquired Northwest Airlines big jets from unprofitable domestic routes to global routes,
especially into Asia, where Delta previously had only a few routes.

PepsiCo Inc. is spending $1 billion in China from 2009 to 2012 to build more plants,
specifically in western and interior areas of China. Also in China, PepsiCo is developing
products tailored to Chinese consumers, building a larger sales force, and expanding
research and development efforts. China is Pepsi’s second-largest beverage market by
volume, behind the United States. Pepsi owns Lay’s potato chips and in China sells the
chips with Beijing duck flavor. Pepsi has 41 percent share of the potato chip market in
China. Pepsi’s new market development strategy is aimed primarily at rival Coke, which
dominates Pepsi in the carbonated-soft-drink sector in China; Coke has a 51.9 percent
share of the market to Pepsi’s 32.6 percent.

Yum! Brands Inc., the parent company of Pizza Hut, KFC, and Taco Bell, recently
said it would open 500 new KFC restaurants in China in 2009. In addition to these stores,
Yum Brands is opening 900 other restaurants outside the United States in 2009. Yum
Brands’ most profitable brand has been Taco Bell, so the company plans to open these
restaurants in both Spain and India in 2009. Taco Bell’s target market is young consumers
ages 16 to 24. The company’s new strategic plan includes selling many if not most of its
stores worldwide to existing franchisees or new investors.

These six guidelines indicate when market development may be an especially
effective strategy:'0

*  When new channels of distribution are available that are reliable, inexpensive, and
of good quality.

*  When an organization is very successful at what it does.

*  When new untapped or unsaturated markets exist.

*  When an organization has the needed capital and human resources to manage
expanded operations.

*  When an organization has excess production capacity.

*  When an organization’s basic industry is rapidly becoming global in scope.

Product Development

Product development is a strategy that seeks increased sales by improving or modifying
present products or services. Product development usually entails large research and devel-
opment expenditures. Google’s new Chrome OS operating system illuminates years of
monies spent on product development. Google expects Chrome OS to overtake Microsoft
Windows by 2015.
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These five guidelines indicate when product development may be an especially
effective strategy to pursue: !

e When an organization has successful products that are in the maturity stage of the
product life cycle; the idea here is to attract satisfied customers to try new (improved)
products as a result of their positive experience with the organization’s present
products or services.

*  When an organization competes in an industry that is characterized by rapid
technological developments.

*  When major competitors offer better-quality products at comparable prices.

e When an organization competes in a high-growth industry.

e When an organization has especially strong research and development capabilities.

Diversification Strategies

There are two general types of diversification strategies: related and unrelated.
Businesses are said to be related when their value chains posses competitively valuable
cross-business strategic fits; businesses are said to be unrelated when their value chains
are so dissimilar that no competitively valuable cross-business relationships exist.!?> Most
companies favor related diversification strategies in order to capitalize on synergies as
follows:

» Transferring competitively valuable expertise, technological know-how, or other
capabilities from one business to another.

* Combining the related activities of separate businesses into a single operation
to achieve lower costs.

e Exploiting common use of a well-known brand name.

* Cross-business collaboration to create competitively valuable resource strengths
and capabilities.!3

Diversification strategies are becoming less popular as organizations are finding it
more difficult to manage diverse business activities. In the 1960s and 1970s, the trend
was to diversify so as not to be dependent on any single industry, but the 1980s saw a
general reversal of that thinking. Diversification is now on the retreat. Michael Porter, of
the Harvard Business School, says, “Management found it couldn’t manage the beast.”
Hence businesses are selling, or closing, less profitable divisions to focus on core
businesses.

The greatest risk of being in a single industry is having all of the firm’s eggs in one
basket. Although many firms are successful operating in a single industry, new technolo-
gies, new products, or fast-shifting buyer preferences can decimate a particular business.
For example, digital cameras are decimating the film and film processing industry, and cell
phones have permanently altered the long-distance telephone calling industry.

Diversification must do more than simply spread business risk across different indus-
tries, however, because shareholders could accomplish this by simply purchasing equity in
different firms across different industries or by investing in mutual funds. Diversification
makes sense only to the extent the strategy adds more to shareholder value than what
shareholders could accomplish acting individually. Thus, the chosen industry for diversifi-
cation must be attractive enough to yield consistently high returns on investment and offer
potential across the operating divisions for synergies greater than those entities could
achieve alone.

A few companies today, however, pride themselves on being conglomerates, from
small firms such as Pentair Inc., and Blount International to huge companies such as
Textron, Allied Signal, Emerson Electric, General Electric, Viacom, and Samsung.
Conglomerates prove that focus and diversity are not always mutually exclusive.

Many strategists contend that firms should “stick to the knitting” and not stray too far
from the firms’ basic areas of competence. However, diversification is still sometimes an
appropriate strategy, especially when the company is competing in an unattractive industry.
For example, United Technologies is diversifying away from its core aviation business due
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to the slumping airline industry. United Technologies now owns British electronic-security
company Chubb PLC, as well as Otis Elevator Company and Carrier air conditioning to
reduce its dependence on the volatile airline industry. United Technologies also owns UTC
Fire & Security, Pratt & Whitney, Hamilton Sundstrand, and Sikorsky Black Hawk
Helicopters. However, almost of all of the company’s divisions expect a drop in sales in
2009, and so the firm is laying off thousands of employees. Only the Sikorsky division is
expected to be profitable in 2009.

Hamish Maxwell, Philip Morris’s former CEO, says, “We want to become a
consumer-products company.” Diversification makes sense for Philip Morris because
cigarette consumption is declining, product liability suits are a risk, and some investors
reject tobacco stocks on principle.

Related Diversification

Google’s stated strategy is to organize all the world’s information into searchable form,
diversifying the firm beyond its roots as a Web search engine that sells advertising. The
maker of jam, peanut butter, and Crisco oils, J. M. Smuckers Co. recently completed the
acquisition of Procter & Gamble’s Folger’s coffee business for $2.65 billion, which nearly
doubled Smuckers’s annual sales. Smuckers continues to strive to acquire related food and
consumer brand businesses as it pursues related diversification.

When Merck & Co. acquired rival Schering-Plough Corp for $41.1 billion in 2009,
that acquisition brought to Merck three new, related businesses. The three new areas of
business are biotech, consumer health, and animal health. In addition, the acquisition
brought to Merck an expanded presence in Brazil, China, and other emerging markets.

Based in Baltimore, the sports apparel maker Under Armour pursued related diversi-
fication in 2009 when it introduced athletic “running” shoes for the first time. This strat-
egy broadened Under Armour’s appeal from boys and young men to women, older
consumers, and more casual athletes. The athletic footwear business is dominated by
Nike and Adidas, but Under Armour uses sophisticated design software, new manufactur-
ing techniques, the latest in material engineering, and robust information technology
systems to produce all its products. Under Armour’s 2009 sales are expected to increase
20 percent to $900 million.

In a related diversification move in 2009, Tyson Foods entered the dog food business,
selling refrigerated pet food targeted to consumers who give their pets everything from
clothes and car seats to cemetery graves. Prior to this move by Tyson, meatpacking compa-
nies has been content to sell scraps such as chicken fat and by-products to makers of
canned and dry pet food. Scott Morris of Freshpet Company in Secaucus, New Jersey, says
this move by Tyson will change the fact that “pet food today looks the same as it did 30
years ago.”

Six guidelines for when related diversification may be an effective strategy are as
follows. !4

*  When an organization competes in a no-growth or a slow-growth industry.

* When adding new, but related, products would significantly enhance the sales of
current products.

*  When new, but related, products could be offered at highly competitive prices.

*  When new, but related, products have seasonal sales levels that counterbalance an
organization’s existing peaks and valleys.

*  When an organization’s products are currently in the declining stage of the product’s
life cycle.

*  When an organization has a strong management team.

Unrelated Diversification

An unrelated diversification strategy favors capitalizing on a portfolio of businesses that
are capable of delivering excellent financial performance in their respective industries,
rather than striving to capitalize on value chain strategic fits among the businesses. Firms
that employ unrelated diversification continually search across different industries for
companies that can be acquired for a deal and yet have potential to provide a high return on
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investment. Pursuing unrelated diversification entails being on the hunt to acquire
companies whose assets are undervalued, or companies that are financially distressed, or
companies that have high growth prospects but are short on investment capital. An obvious
drawback of unrelated diversification is that the parent firm must have an excellent top
management team that plans, organizes, motivates, delegates, and controls effectively. It is
much more difficult to manage businesses in many industries than in a single industry.
However, some firms are successful pursuing unrelated diversification, such as Walt
Disney, which owns ABC, and General Electric, which owns NBC.

Many more firms have failed at unrelated diversification than have succeeded due to
immense management challenges. However, unrelated diversification can be good, as it is
for Cendant Corp., which owns the real-estate firm Century 21, the car-rental agency Avis,
the travel-booking sites Orbitz and Flairview Travel, and the hotel brands Days Inn and
Howard Johnson.

In what can be considered an unrelated diversification strategy, Dell Inc. recently began
producing smart phones, which are similar to Apple’s iPhone and Research in Motion’s
Web browsing phones. Dell has continued to lose market share with a 13.7 percent share of
the personal computer, down from 14.6 percent.

San Diego—based Qualcomm Inc. recently diversified beyond cell phones into desktop
hardware. The company’s strategy is to bring Web access to places in the world that have
cell phone networks but do not have Internet access because it is impractical or unafford-
able. Qualcomm is test marketing its new device called Kayak. The company expects Intel
to be its main competitor in this new product area.

IBM in 2009 entered the water management business with the creation of new
desalination-membrane technology that removes arsenic and boron salts from contami-
nated groundwater. The company expects to license the technology rather than build
desalination plants itself. But IBM has begun installing systems of water sensors and
software to monitor water pipes, reservoirs, rivers, and harbors. It is all part of IBM’s
2009 Big Green Innovations Initiative. The firm has always been known as Big Blue.

Cisco Systems diversified in 2009 by jumping into the fiercely competitive computer
server market, placing it in direct competition for the first time with its longtime partners
Hewlett-Packard and IBM. Before this strategic move, Cisco was primarily in the router
and switch business, which directs Internet traffic. This new Cisco strategy highlights the
fact that data centers are becoming a new battleground as large customers manage Internet
traffic and energy costs escalate. Michael Corrado at IBM says it is not unusual for tech
companies to be both partners and competitors. However, HP’s Jim Ganthier says, “HP is
delivering today what Cisco is promising tomorrow.”!3

French aerospace manufacturer Safran SA recently diversified further away from jet
propulsion into maintenance and service operations by buying 81 percent of General Electric
Company’s Homeland Protection division for $580 million in cash. This new division of
Safran focuses on explosive and narcotics detection. GE and Safran have worked together for
more than 30 years, including a joint venture that produces the CFM commercial-jet engine.

Ten guidelines for when unrelated diversification may be an especially effective
Strategy are: 16

*  When revenues derived from an organization’s current products or services would
increase significantly by adding the new, unrelated products.

*  When an organization competes in a highly competitive and/or a no-growth industry,
as indicated by low industry profit margins and returns.

*  When an organization’s present channels of distribution can be used to market the
new products to current customers.

*  When the new products have countercyclical sales patterns compared to an organiza-
tion’s present products.

*  When an organization’s basic industry is experiencing declining annual sales and profits.

*  When an organization has the capital and managerial talent needed to compete
successfully in a new industry.

*  When an organization has the opportunity to purchase an unrelated business that is
an attractive investment opportunity.
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*  When there exists financial synergy between the acquired and acquiring firm. (Note
that a key difference between related and unrelated diversification is that the former
should be based on some commonality in markets, products, or technology, whereas
the latter should be based more on profit considerations.)

*  When existing markets for an organization’s present products are saturated.

e When antitrust action could be charged against an organization that historically has
concentrated on a single industry.

Defensive Strategies

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

Retrenchment

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

Smithfield Foods, the world’s largest pork processor, is closing 6 of its 40 plants,
laying off 1,800 employees, and cutting production by 10 percent in 2009 in efforts to stop
the liquidity drain on the firm. The retrenchment moves are expected to save the firm $55
million in 2010 and $125 million in 2011. Pork is the world’s most consumed meat by
volume.!”

Starbucks has launched a massive retrenchment strategy in efforts to save the
company. CEO Howard Schultz says Starbucks will soon close 300 underperforming,
company-operated stores worldwide, including 200 in the United States. These closing are
on top of 600 recent Starbucks closings in the United States and 61 closings in Australia.
However, the firm plans to open 140 stores in the United States in 2009 and open 170
stores outside the United States. Starbucks plans to cut 700 corporate and nonretail posi-
tions globally. In addition, as part of Starbucks’s strategy to survive the global recession,
the company will enter the value-meal race to combat McDonald’s new McCafe coffee
bars, which are spreading nationally and likely soon globally.

Pursing a heavy retrenchment strategy to survive, Citigroup recently announced that it
is cutting 52,000 more jobs. This is the largest corporate layoff announcement since 1993,
when IBM cut 60,000 jobs. Citigroup had already cut 23,000 jobs in 2008 as its stock price
fell 70 percent in that year alone.

Tokyo-based Sony Corp. is cutting 8,000 jobs and closing 6 of its 57 factories by
March 2010 as prices of televisions fall and consumer spending in general declines. Sony
has also been hurt by falling demand for digital cameras and the sharp rise in the yen
against major currencies, which has cut into profits by reducing its overseas revenue when
converted back into the Japanese currency.

Most banks are pursuing retrenchment. A total of 25 banks failed in 2008, including
16 with less than $1 billion in assets. The three largest bank failures by size in 2008 were
Washington Mutual in Seattle, Washington, IndyMac Bank in Pasadena, California, and
Downey Savings and Loan Association in Newport Beach, California.

Macy’s Inc. in 2009 eliminated 7,000 jobs among its 840 department stores and cut its
dividend by 62 percent. The firm also ended merit pay increases for executives and slashed
its 2009 capital-spending budget by $150 million to about $450 million, down from the
planned amount of $1 billion. Also as part of its retrenchment strategy, Macy’s bought
back $950 million in debt. Macy’s expects sales to be down about 8 percent on average per
store in 2009. The company is merging its four divisions under one person and discounting
its merchandise substantially.
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The largest U.S. chemical company by revenue is Dow Chemical Company, and Dow
is pursuing an aggressive retrenchment strategy. Dow recently closed 20 plants, put on idle
180 more plants, and laid off more than 5,000 employees.

In some cases, bankruptcy can be an effective type of retrenchment strategy. Bankruptcy
can allow a firm to avoid major debt obligations and to void union contracts. There are five
major types of bankruptcy: Chapter 7, Chapter 9, Chapter 11, Chapter 12, and Chapter 13.

Chapter 7 bankruptcy is a liquidation procedure used only when a corporation sees no
hope of being able to operate successfully or to obtain the necessary creditor agreement.
All the organization’s assets are sold in parts for their tangible worth.

Chapter 9 bankruptcy applies to municipalities. A municipality that successfully
declared bankruptcy is Camden, New Jersey, the state’s poorest city and the fifth-poorest
city in the United States. A crime-ridden city of 87,000, Camden received $62.5 million in
state aid and has withdrawn its bankruptcy petition. Between 1980 and 2000, only 18 U.S.
cities declared bankruptcy. Some states do not allow municipalities to declare bankruptcy.

Chapter 11 bankruptcy allows organizations to reorganize and come back after filing
a petition for protection.

Chapter 12 bankruptcy was created by the Family Farmer Bankruptcy Act of 1986.
This law became effective in 1987 and provides special relief to family farmers with debt
equal to or less than $1.5 million.

Chapter 13 bankruptcy is a reorganization plan similar to Chapter 11, but it is avail-
able only to small businesses owned by individuals with unsecured debts of less than
$100,000 and secured debts of less than $350,000. The Chapter 13 debtor is allowed to
operate the business while a plan is being developed to provide for the successful operation
of the business in the future.

More than 60 percent of Fortune 500 companies are incorporated in Wilmington,
Delaware, so this city has recently become known as the “bankruptcy capital of the world.”
More than half of all large U.S. firms that declared bankruptcy in recent years have done so
in Wilmington. Personal bankruptcy filings in the United States exceeded 1 million for the
first time ever in 2008, coming on the heels of 822,590 and 617,660 filings in 2008 and
2007, respectively.

Telecom-equipment maker Nortel Networks filed for Chapter 11 bankruptcy in 2009
as its heavy debt load would not withstand falling demand. Rival firm Cisco Systems,
Alcatel SA of France, Nokia Corp., and Avaya Inc. are sure to benefit from Nortel’s
demise. Nortel has been plagued by accounting restatements, price cutting, falling
demand, and high interest payments.

Instead of emerging from bankruptcy, Nortel Networks is considering selling its two divi-
sions: wireless equipment and telecom systems for offices. Potential buyers such as Avaya Inc.
and Siemensw AG and Gores Group LLC and even Cisco Systems are in talks with Nortel.

Pilgrim’s Pride, the largest chicken company in the United States, recently declared
bankruptcy. Large debt, high feed costs, and lower prices for broilers have crushed the
company’s operations, especially in the United States. The company’s Mexican operations
were not included in the bankruptcy filing.

Tribune Company, which owns eight daily major newspapers, including the Los
Angeles Times and Chicago Tribune, as well as the Chicago Cubs baseball team, recently
declared bankruptcy. Tribune is the nation’s second largest newspaper chain, but also owns
quite a few television stations.

The year 2008 was especially tough for many financial firms, retailers, restaurants,
and other companies. It was so rough that a record number of firms declared bankruptcy.
Table 5-5 describes some well-known firms that recently declared Chapter 11 bankruptcy.

Five guidelines for when retrenchment may be an especially effective strategy to
pursue are as follows:'®

*  When an organization has a clearly distinctive competence but has failed consistently
to meet its objectives and goals over time.

*  When an organization is one of the weaker competitors in a given industry.

*  When an organization is plagued by inefficiency, low profitability, poor employee
morale, and pressure from stockholders to improve performance.
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Companies That Recently Declared Chapter 11 Bankruptcy

Tribune Company—This media conglomerate that owns the Chicago Tribune, the Los Angeles Times, the Chicago Cubs, and
Wrigley Field recently declared bankruptcy.

Advantage—This car rental company filed for bankruptcy in December 2008 as cash-strapped consumers do less traveling during
a slumping economy. Advantage is closing about 40 percent of its U.S. retail locations.

Bally Total Fitness—For the second time in two years, this gym operator filed for bankruptcy protection in December 2008.
The company operates nearly 350 facilities nationwide.

Pilgrim’s Pride—U.S. meat makers’ profits have shrunk in the wake of high feed prices and excessive debt. In December 2008,
Pilgrim’s Pride, the largest U.S. chicken producer, filed for Chapter 11 bankruptcy protection.

Hawaiian Telcom Communications Inc.—The largest telephone company on the Hawaiian Islands, this firm filed for Chapter 11
bankruptcy protection in December 2008. The company cited increased competition, economic volatility, and its failure to meet

capital expenditure needs.

Circuit City—This electronics retailer recently closed 155 of its more than 700 stores and declared Chapter 11 bankruptcy.

Mattress Discounters—Following $2.9 million in losses in 2008 in the New England market, the firm closed 48 stores and filed

for Chapter 11 protection.

Washington Mutual—This huge firm recently filed for bankruptcy protection after selling its banking operations to JPMorgan Chase.
It was the biggest bank failure in U.S. history at the time.

Mrs. Fields Famous Brands LLC—The company was founded by housewife Debbi Fields in the late 1970s. Her famous homemade
cookies quickly grew in popularity. The company filed for bankruptcy protection.

Tropicana Entertainment—The casino company declared Chapter 11 recently when its New Jersey casino license was revoked.
The company has operated in the hotel/hospitality industry for more than 35 years.

Polaroid—Founded in 1937 by Edwin Land, the Massachusetts-based company was most famous for its instant film cameras.
Polaroid ceased making cameras in 2007 and announced it will stop selling film in 2009. In December 2008, Polaroid filed
for Chapter 11 bankruptcy protection.

*  When an organization has failed to capitalize on external opportunities, minimize
external threats, take advantage of internal strengths, and overcome internal
weaknesses over time; that is, when the organization’s strategic managers have failed
(and possibly will be replaced by more competent individuals).

*  When an organization has grown so large so quickly that major internal reorganization
is needed.

Divestiture

Selling a division or part of an organization is called divestiture. Divestiture often is used to
raise capital for further strategic acquisitions or investments. Divestiture can be part of an
overall retrenchment strategy to rid an organization of businesses that are unprofitable, that
require too much capital, or that do not fit well with the firm’s other activities. Divestiture
has also become a popular strategy for firms to focus on their core businesses and become
less diversified. For example, to raise cash, Motorola in 2009 divested its Good Technology
mobile e-mail division to Visto Corporation. Both Good Technology and Visto Corp. lag
behind market leader Research in Motion Ltd. maker of BlackBerry devices. Motorola has
fallen from being the number two maker of cell phones to number 5.

Ailing Lehman Brothers Holdings divested its venture-capital division in 2009 as the
firm shed assets to raise cash and pay creditors. The acquiring firm, HarbourVEst Partners
LLC, changed the name of the Lehman division to Tenaya Capital.

Cadbury PLC recently sold its Australian drinks business to Asahi Breweries Ltd. of
Japan for $811.9 million. Asahi is Japan’s largest beer brewer by market share. Just prior
to this divestiture, Cadbury had divested its Dr Pepper Snapple business to a private-equity
consortium. Table 5-6 gives a few more recent divestitures.

Historically firms have divested their unwanted or poorly performing divisions, but
the global recession has witnessed firms simply closing such operations. For example,
Home Depot is shutting down its Expo home-design stores; defense and aerospace manu-
facturer Textron Corp is closing groups that financed real estate deals; Pioneer Corp. will
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Recent Divestitures

Parent Company Part Being Divested Acquiring Company
Volkswagen AG Brazilian truck and bus operations MAN AG

Toni & Guy TIGI Hair-care schools and products Unilever

Reliant Energy Electricity sales NRG Energy

E-Bay Skype (upcoming)

CV Anheuser-Busch InBev ~ Beer operations in Romania, Serbia, CVC Capital Partners

Bulgaria, Czech Republic, and Hungary

soon stop making televisions; Praxair Inc. is closing some of its service-related businesses
outside the United States; even Google recently halted efforts to sell advertising on radio
stations and in newspapers. Saks, the luxury clothing chain, recently closed 16 of its 18
bridal salons, leaving open only its departments in Manhattan and Beverly Hills.

Six guidelines for when divestiture may be an especially effective strategy to pursue
follow:!?

* When an organization has pursued a retrenchment strategy and failed to accomplish
needed improvements.

* When a division needs more resources to be competitive than the company can
provide.

* When a division is responsible for an organization’s overall poor performance.

* When a division is a misfit with the rest of an organization; this can result from
radically different markets, customers, managers, employees, values, or needs.

* When a large amount of cash is needed quickly and cannot be obtained reasonably
from other sources.

* When government antitrust action threatens an organization.

Liquidation

Selling all of a company’s assets, in parts, for their tangible worth is called liguidation.
Liquidation is a recognition of defeat and consequently can be an emotionally difficult
strategy. However, it may be better to cease operating than to continue losing large sums of
money. For example, despite four years in development and two years in construction, the
Hard Rock Park in Myrtle Beach, South Carolina, liquidated in 2009 just nine months after
it opened. The park had been called the world’s first rock 'n’ roll theme park and the sin-
gle-largest tourism investment in South Carolina history. From its opening in April 2008 to
its closing six months later, the park generated only $20 million in ticket sales, way below
its $24 million in annual interest payments due. The park drew far fewer than the projected
30,000 people a day. Bad planning and being too highly leveraged crushed this business
very quickly.

In contrast, Disney’s Shanghai, China—based Disneyland Park is still on schedule to
open in 2010 as Disney downplays global economic distress and pitches the park as creat-
ing 50,000 new jobs amid a cooling Chinese economy. The Hong Kong Disneyland Park
has struggled for the three years it has been in existence, and many analysts criticize
Disney’s overall strategy in China.

Based in Knoxville, Tennessee, Goody’s Family Clothing liquidated all its 282 stores
in 2009 and all 10,000 of its employees lost their jobs. The moderately priced clothing
retailer had been operating under Chapter 11 bankruptcy during 2008 but was unable to
restructure terms with its creditors. Intense price competition among rival firms coupled
with falling consumer demand and being highly leveraged combined to crush this well-
known firm in the Southeast.

Woolworths Group PLC recently launched a liquidation sale at all its stores that
virtually ended its 99-year-old British retail icon. This British company is not related to the
U.S. and Australian companies with similar names. Woolworths Group PLC has 815 stores
and about 30,000 employees. Woolies, as the British call this company, began in Britain in
1909 when Frank Woolworth opened the first store in Liverpool, England.
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KB Toys Inc. recently said it would liquidate its 400 mall-based and outlet stores.
Hundreds of retailers have liquidated, including Linens 'n Things and Mervyn’s. One of the
largest retailers of Western wear in the United States is BTWW Retail L.P,, and that company
too is liquidating its 95 stores. Perhaps the most well-known American retailers that liquidated
in 2009 was 60-year-old appliance and electronics chain, Circuit City, which closed all of its
remaining 567 stores and laid off all of its remaining 34,000 employees. Nearly every major
U.S. retailer that has sought to reorganize under bankruptcy-court protection in the last two
years has eventually liquidated due to lack of buyers or financing. Circuit City’s disappearance
is expected to benefit Best Buy and the world’s largest retailer, Wal-Mart Stores. Just prior to
Circuit City’s liquidation, the firm owed more than $1 billion to more than 100,000 creditors,
including owing $118.8 million to Hewlett-Packard and $115.9 million to Samsung.

Perhaps the most well-known European firm that liquidated in 2009 was Waterford
Wedgwood PLC in Ireland. This maker of Waterford Crystal as well as the Wedgwood and
Royal Doulton china patterns was founded in 1759 and had 7,700 employees in the United
Kingdom, Ireland, Indonesia, and elsewhere. This company was heavily laden with debt,
and when consumer spending on expensive dinnerware declined drastically in 2008, the
firm was brought to its knees.

The Lynchburg, Virginia—based Peanut Corporation of American filed for Chapter 7
liquidation in early 2009 after the national salmonella outbreak attributed to the firm
crippled the business. The salmonella outbreak had been traced to the company’s plant in
Blakely, Georgia. Companies that file Chapter 7 sell their assets and distribute the pro-
ceeds to creditors.

Several retailers that officially completed their Chapter 7 liquidations in 2009
were Goody’s, Whitehall Jewelers, and Circuit City. Table 5-7 describes firms that recently
liquidated.

Thousands of small businesses in the United States liquidate annually without ever
making the news. It is tough to start and successfully operate a small business. In China
and Russia, thousands of government-owned businesses liquidate annually as those coun-
tries try to privatize and consolidate industries.

Companies That Recently Liquidated, Declaring Chapter 7 Bankruptcy

Aloha Airlines—After more than 60 years of service to and within Hawaii, the firm made its last passenger flight on March 31,
2008. The company liquidated after bankruptcy protection did not work for it.

Sharper Image Corporation—The company recently liquidated, citing declining sales, three straight years of losses, and litigation
involving its Ionic Breeze air purifiers.

DaylJet Corporation—The Boca Raton, Florida—based small startup airline, which intended to shuttle busy business travelers between
regional airports, recently grounded its planes and liquidated.

Tweeter—The home electronics retailer filed for Chapter 7 liquidation and is selling all merchandise in all its stores.

IMetromedia Restaurant Group—The parent company of Bennigan’s and Steak & Ale restaurant chains, the firm recently filed for
Chapter 7 bankruptcy protection and closed all 150 of its company-owned stores.

IndyMac Bank—The Office of Thrift Supervision shut down this bank recently after it succumbed to the pressures of tighter credit,
tumbling home prices, and rising foreclosures. Control of its assets was transferred to the Federal Deposit Insurance Corp. as
IndyMac filed for bankruptcy protection.

Skybus Airlines—This discount airline known for $10 fares and  la carte extras abruptly liquidated recently. The airline had made 74
daily flights to 15 U.S. cities. The shutdown affected about 350 employees in Columbus, Ohio, and 100 in Greensboro, North Carolina.

Whitehall Jewelers—Founded in 1895, the Chicago-based jeweler had about 375 retail locations in 39 states. Following a bankruptcy
filing in June 2008, the firm recently closed all its locations.

Amabassadair—The Indianapolis-based airline was founded in 1973, but the unexpected loss of a major contract for its military
charter business forced the airline into bankruptcy and then the firm ceased operations.

Domain Home Furniture—The 27-store Norwood, Massachusetts—based chain was founded in 1985. For two decades, Domain
Home was a mainstay of the Northeast’s high-end furniture market known for quality furniture and other home decor products.
The company recently declared bankruptcy and closed all stores.
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These three guidelines indicate when liquidation may be an especially effective
strategy to pursue:20

* When an organization has pursued both a retrenchment strategy and a divestitute
strategy, and neither has been successful.

*  When an organization’s only alternative is bankruptcy. Liquidation represents an
orderly and planned means of obtaining the greatest possible cash for an
organization’s assets. A company can legally declare bankruptcy first and then
liquidate various divisions to raise needed capital.

*  When the stockholders of a firm can minimize their losses by selling the
organization’s assets.

Michael Porter’s Five Generic Strategies

Probably the three most widely read books on competitive analysis in the 1980s were
Michael Porter’s Competitive Strategy (Free Press, 1980), Competitive Advantage (Free
Press, 1985), and Competitive Advantage of Nations (Free Press, 1989). According to
Porter, strategies allow organizations to gain competitive advantage from three different
bases: cost leadership, differentiation, and focus. Porter calls these bases generic strategies.
Cost leadership emphasizes producing standardized products at a very low per-unit cost for
consumers who are price-sensitive. Two alternative types of cost leadership strategies can
be defined. Type 1 is a low-cost strategy that offers products or services to a wide range of
customers at the lowest price available on the market. Type 2 is a best-value strategy that
offers products or services to a wide range of customers at the best price-value available on
the market; the best-value strategy aims to offer customers a range of products or services
at the lowest price available compared to a rival’s products with similar attributes. Both
Type 1 and Type 2 strategies target a large market.

Porter’s Type 3 generic strategy is differentiation, a strategy aimed at producing
products and services considered unique industrywide and directed at consumers who are
relatively price-insensitive.

Focus means producing products and services that fulfill the needs of small groups
of consumers. Two alternative types of focus strategies are Type 4 and Type 5. Type 4 is a
low-cost focus strategy that offers products or services to a small range (niche group) of
customers at the lowest price available on the market. Examples of firms that use the Type 4
strategy include Jiffy Lube International and Pizza Hut, as well as local used car dealers and
hot dog restaurants. Type 5 is a best-value focus strategy that offers products or services to
a small range of customers at the best price-value available on the market. Sometimes called
“focused differentiation,” the best-value focus strategy aims to offer a niche group of
customers products or services that meet their tastes and requirements better than rivals’
products do. Both Type 4 and Type 5 focus strategies target a small market. However, the
difference is that Type 4 strategies offer products services to a niche group at the lowest
price, whereas Type 5 offers products/services to a niche group at higher prices but loaded
with features so the offerings are perceived as the best value. Examples of firms that use the
Type 5 strategy include Cannondale (top-of-the-line mountain bikes), Maytag (washing
machines), and Lone Star Restaurants (steak house), as well as bed-and-breakfast inns and
local retail boutiques.

Porter’s five strategies imply different organizational arrangements, control proce-
dures, and incentive systems. Larger firms with greater access to resources typically com-
pete on a cost leadership and/or differentiation basis, whereas smaller firms often compete
on a focus basis. Porter’s five generic strategies are illustrated in Figure 5-3. Note that a
differentiation strategy (Type 3) can be pursued with either a small target market or a large
target market. However, it is not effective to pursue a cost leadership strategy in a small
market because profits margins are generally too small. Likewise, it is not effective to
pursue a focus strategy in a large market because economies of scale would generally favor
a low-cost or best-value cost leaderships strategy to gain and/or sustain competitive
advantage.
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Porter’s Five Generic Strategies

Type 1: Cost Leadership—Low Cost
Type 2: Cost Leadership—Best Value
Type 3: Differentiation

Type 4: Focus—Low Cost

Type 5: Focus—Best Value

GENERIC STRATEGIES
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Source: Based on Michael E. Porter, Competitive Strategy: Techniques for Analyzing Industries
and Competitors (New York: Free Press, 1980): 35-40.

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

Cost Leadership Strategies (Type 1 and Type 2)

A primary reason for pursuing forward, backward, and horizontal integration strategies
is to gain low-cost or best-value cost leadership benefits. But cost leadership generally
must be pursued in conjunction with differentiation. A number of cost elements affect
the relative attractiveness of generic strategies, including economies or diseconomies of
scale achieved, learning and experience curve effects, the percentage of capacity utiliza-
tion achieved, and linkages with suppliers and distributors. Other cost elements to
consider in choosing among alternative strategies include the potential for sharing costs
and knowledge within the organization, R&D costs associated with new product devel-
opment or modification of existing products, labor costs, tax rates, energy costs, and
shipping costs.

Striving to be the low-cost producer in an industry can be especially effective when the
market is composed of many price-sensitive buyers, when there are few ways to achieve
product differentiation, when buyers do not care much about differences from brand to
brand, or when there are a large number of buyers with significant bargaining power. The
basic idea is to underprice competitors and thereby gain market share and sales, entirely
driving some competitors out of the market. Companies employing a low-cost (Type 1) or
best-value (Type 2) cost leadership strategy must achieve their competitive advantage in
ways that are difficult for competitors to copy or match. If rivals find it relatively easy or
inexpensive to imitate the leader’s cost leadership methods, the leaders’ advantage will not
last long enough to yield a valuable edge in the marketplace. Recall that for a resource to be
valuable, it must be either rare, hard to imitate, or not easily substitutable. To employ a cost
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leadership strategy successfully, a firm must ensure that its total costs across its overall
value chain are lower than competitors’ total costs. There are two ways to accomplish this:2!

1. Perform value chain activities more efficiently than rivals and control the factors
that drive the costs of value chain activities. Such activities could include altering
the plant layout, mastering newly introduced technologies, using common parts
or components in different products, simplifying product design, finding ways
to operate close to full capacity year-round, and so on.

2. Revamp the firm’s overall value chain to eliminate or bypass some cost-producing
activities. Such activities could include securing new suppliers or distributors,
selling products online, relocating manufacturing facilities, avoiding the use of
union labor, and so on.

When employing a cost leadership strategy, a firm must be careful not to use such
aggressive price cuts that their own profits are low or nonexistent. Constantly be mindful
of cost-saving technological breakthroughs or any other value chain advancements that
could erode or destroy the firm’s competitive advantage. A Type 1 or Type 2 cost leader-
ship strategy can be especially effective under the following conditions:??

1. When price competition among rival sellers is especially vigorous.

2. When the products of rival sellers are essentially identical and supplies are readily
available from any of several eager sellers.

3. When there are few ways to achieve product differentiation that have value to

buyers.

When most buyers use the product in the same ways.

When buyers incur low costs in switching their purchases from one seller to another.

When buyers are large and have significant power to bargain down prices.

When industry newcomers use introductory low prices to attract buyers and build

a customer base.

Nk

A successful cost leadership strategy usually permeates the entire firm, as evidenced
by high efficiency, low overhead, limited perks, intolerance of waste, intensive screening
of budget requests, wide spans of control, rewards linked to cost containment, and broad
employee participation in cost control efforts. Some risks of pursuing cost leadership are
that competitors may imitate the strategy, thus driving overall industry profits down; that
technological breakthroughs in the industry may make the strategy ineffective; or that
buyer interest may swing to other differentiating features besides price. Several example
firms that are well known for their low-cost leadership strategies are Wal-Mart, BIC,
McDonald’s, Black & Decker, Lincoln Electric, and Briggs & Stratton.

Differentiation Strategies (Type 3)

Different strategies offer different degrees of differentiation. Differentiation does not guar-
antee competitive advantage, especially if standard products sufficiently meet customer
needs or if rapid imitation by competitors is possible. Durable products protected by barri-
ers to quick copying by competitors are best. Successful differentiation can mean greater
product flexibility, greater compatibility, lower costs, improved service, less maintenance,
greater convenience, or more features. Product development is an example of a strategy
that offers the advantages of differentiation.

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

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

Common organizational requirements for a successful differentiation strategy
include strong coordination among the R&D and marketing functions and substantial
amenities to attract scientists and creative people. Firms can pursue a differentiation
(Type 3) strategy based on many different competitive aspects. For example, Mountain
Dew and root beer have a unique taste; Lowe’s, Home Depot, and Wal-Mart offer wide
selection and one-stop shopping; Dell Computer and FedEx offer superior service; BMW
and Porsche offer engineering design and performance; IBM and Hewlett-Packard offer a
wide range of products; and E*Trade and Ameritrade offer Internet convenience.
Differentiation opportunities exist or can potentially be developed anywhere along the
firm’s value chain, including supply chain activities, product R&D activities, production
and technological activities, manufacturing activities, human resource management activ-
ities, distribution activities, or marketing activities.

The most effective differentiation bases are those that are hard or expensive for rivals
to duplicate. Competitors are continually trying to imitate, duplicate, and outperform rivals
along any differentiation variable that has yielded competitive advantage. For example,
when U.S. Airways cut its prices, Delta quickly followed suit. When Caterpillar instituted
its quick-delivery-of-spare-parts policy, John Deere soon followed suit. To the extent that
differentiating attributes are tough for rivals to copy, a differentiation strategy will be espe-
cially effective, but the sources of uniqueness must be time-consuming, cost prohibitive,
and simply too burdensome for rivals to match. A firm, therefore, must be careful when
employing a differentiation (Type 3) strategy. Buyers will not pay the higher differentia-
tion price unless their perceived value exceeds the price they are paying.2* Based on such
matters as attractive packaging, extensive advertising, quality of sales presentations,
quality of Web site, list of customers, professionalism, size of the firm, and/or profitability
of the company, perceived value may be more important to customers than actual value.

A Type 3 differentiation strategy can be especially effective under the following

conditions: 24

1. When there are many ways to differentiate the product or service and many buyers
perceive these differences as having value.

2. When buyer needs and uses are diverse.

When few rival firms are following a similar differentiation approach.

4. When technological change is fast paced and competition revolves around rapidly
evolving product features.

(O8]

Focus Strategies (Type 4 and Type 5)

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

Focus strategies are most effective when consumers have distinctive preferences or
requirements and when rival firms are not attempting to specialize in the same target segment.
Sara Lee Corp. is pursuing a focus strategy as it is trying to divest of its European household
and personal-care business so the firm can focus on its core food and beverage business. The
company is asking about $2 billion for its household business. Sara Lee sells Jimmy Dean
sausages and Ball Park Franks and a mix of coffee and baked goods. Possible bidders for its
household business are Unilever PLC, Johnson & Johnson, and Colgate-Palmolive.

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

A low-cost (Type 4) or best-value (Type 5) focus strategy can be especially attractive

under the following conditions:?

1. When the target market niche is large, profitable, and growing.

2. When industry leaders do not consider the niche to be crucial to their own success.

3. When industry leaders consider it too costly or difficult to meet the specialized
needs of the target market niche while taking care of their mainstream customers.

4. When the industry has many different niches and segments, thereby allowing a
focuser to pick a competitively attractive niche suited to its own resources.

5. When few, if any, other rivals are attempting to specialize in the same target
segment.

Strategies for Competing in Turbulent, High-Velocity Markets

The world is changing more and more rapidly, and consequently industries and firms
themselves are changing faster than ever. Some industries are changing so fast that
researchers call them turbulent, high-velocity markets, such as telecommunications, med-
ical, biotechnology, pharmaceuticals, computer hardware, software, and virtually all
Internet-based industries. High-velocity change is clearly becoming more and more the
rule rather than the exception, even in such industries as toys, phones, banking, defense,
publishing, and communication.

Meeting the challenge of high-velocity change presents the firm with a choice of
whether to react, anticipate, or lead the market in terms of its own strategies. To primarily
react to changes in the industry would be a defensive strategy used to counter, for example,
unexpected shifts in buyer tastes and technological breakthroughs. The react-to-change
strategy would not be as effective as the anticipate-change strategy, which would entail
devising and following through with plans for dealing with the expected changes.
However, firms ideally strive to be in a position to lead the changes in high-velocity
markets, whereby they pioneer new and better technologies and products and set industry
standards. Being the leader or pioneer of change in a high-velocity market is an aggressive,
offensive strategy that includes rushing next-generation products to market ahead of rivals
and being continually proactive in shaping the market to one’s own benefit. Although a
lead-change strategy is best whenever the firm has the resources to pursue this approach,
on occasion even the strongest firms in turbulent industries have to employ the react-
to-the-market strategy and the anticipate-the-market strategy.

An example firm, Hewlett-Packard, pursued a lead-change strategy in 2009 in the
computer industry, a turbulent, high-velocity market, when the firm introduced glossy,
touch-sensitive screens, called TouchSmart desktops. HP is pushing these screens in com-
mercial settings, such as their sale of 50 of these machines to Chicago’s O’Hare
International Airport.

Means for Achieving Strategies

Cooperation Among Competitors

Strategies that stress cooperation among competitors are being used more. For collaboration
between competitors to succeed, both firms must contribute something distinctive, such as
technology, distribution, basic research, or manufacturing capacity. But a major risk is that
unintended transfers of important skills or technology may occur at organizational levels
below where the deal was signed.?® Information not covered in the formal agreement often
gets traded in the day-to-day interactions and dealings of engineers, marketers, and product
developers. Firms often give away too much information to rival firms when operating
under cooperative agreements! Tighter formal agreements are needed.

Perhaps the best example of rival firms in an industry forming alliances to compete
against each other is the airline industry. Today there are three major alliances. With the
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addition of Continental Airlines, the Star Alliance has 25 airlines such as Air Canada,
Spanair, United, and Singapore Airlines; the OneWorld Alliance has 10 airlines such
as American, British Air, and LanChile; and finally, SkyTeam Alliance has 15 airlines such
as Air France, Delta, and Korean Air. Firms are moving to compete as groups within
alliances more and more as it becomes increasingly difficult to survive alone in some
industries.

The idea of joining forces with a competitor is not easily accepted by Americans, who
often view cooperation and partnerships with skepticism and suspicion. Indeed, joint
ventures and cooperative arrangements among competitors demand a certain amount of
trust if companies are to combat paranoia about whether one firm will injure the other.
However, multinational firms are becoming more globally cooperative, and increasing
numbers of domestic firms are joining forces with competitive foreign firms to reap mutual
benefits. Kathryn Harrigan at Columbia University says, “Within a decade, most compa-
nies will be members of teams that compete against each other.” Once major rivals,
Google’s YouTube and Vivendi SA’s Universal Music Group have formed a partnership
called Vevo to provide a new music-video service. Google provides the technology and
Universal Music provides the content, and both firms share the revenues. The two firms
now operate the stand-alone site Vevo.com.

U.S. companies often enter alliances primarily to avoid investments, being more inter-
ested in reducing the costs and risks of entering new businesses or markets than in acquir-
ing new skills. In contrast, learning from the partner is a major reason why Asian and
European firms enter into cooperative agreements. U.S. firms, too, should place learning
high on the list of reasons to be cooperative with competitors. U.S. companies often form
alliances with Asian firms to gain an understanding of their manufacturing excellence, but
Asian competence in this area is not easily transferable. Manufacturing excellence is a
complex system that includes employee training and involvement, integration with suppli-
ers, statistical process controls, value engineering, and design. In contrast, U.S. know-how
in technology and related areas can be imitated more easily. U.S. firms thus need to be
careful not to give away more intelligence than they receive in cooperative agreements
with rival Asian firms.

Joint Venture/Partnering

Joint venture is a popular strategy that occurs when two or more companies form a tempo-
rary partnership or consortium for the purpose of capitalizing on some opportunity. Often,
the two or more sponsoring firms form a separate organization and have shared equity
ownership in the new entity. Other types of cooperative arrangements include research and
development partnerships, cross-distribution agreements, cross-licensing agreements,
cross-manufacturing agreements, and joint-bidding consortia. Once bitter rivals, Nokia
Corp. and Qualcomm recently formed a cooperative agreement to develop next-generation
cell phones for North America to hit the market in mid-2010. Based in Finland, Nokia has
roughly 40 percent of the global cell phone market but has lagged behind in North
America.

Nokia is also in discussion with Facebook Inc. to form a partnership that would embed
parts of the social network into some Nokia phones. Contact information stored in
Facebook, for example, could be integrated with the phone’s address book. On the phone,
when users look up a contact they can see whether their Facebook friends are logged on,
send them messages, and post comments on their profile pages. Facebook is also in discus-
sion with Palm Inc. and Motorola Inc. to form other partnerships to integrate Facebook
features into cell phones. Facebook has fewer U.S. users than MySpace but has eclipsed
MySpace in U.S. visitors from mobile phones. MySpace is owned by News Corporation,
which also owns Dow Jones, publisher of the Wall Street Journal.

Microsoft, based in Redmond, Washington, and Yahoo, based in Sunnyvale,
California, recently resumed talks about search and advertising partnerships as many firms
are doing the same—shifting their focus from acquisitions to partnerships.

Joint ventures and cooperative arrangements are being used increasingly because they
allow companies to improve communications and networking, to globalize operations, and
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to minimize risk. Joint ventures and partnerships are often used to pursue an opportunity
that is too complex, uneconomical, or risky for a single firm to pursue alone. Such business
creations also are used when achieving and sustaining competitive advantage when an
industry requires a broader range of competencies and know-how than any one firm can
marshal. Kathryn Rudie Harrigan, professor of strategic management at Columbia
University, summarizes the trend toward increased joint venturing:

In today’s global business environment of scarce resources, rapid rates of technolog-
ical change, and rising capital requirements, the important question is no longer
“Shall we form a joint venture?” Now the question is “Which joint ventures and
cooperative arrangements are most appropriate for our needs and expectations?” fol-
lowed by “How do we manage these ventures most effectively?”?’

In a global market tied together by the Internet, joint ventures, and partnerships, alliances
are proving to be a more effective way to enhance corporate growth than mergers and acquisi-
tions.?® Strategic partnering takes many forms, including outsourcing, information sharing,
joint marketing, and joint research and development. Many companies, such as Eli Lilly, now
host partnership training classes for their managers and partners. There are today more than
10,000 joint ventures formed annually, more than all mergers and acquisitions. There are
countless examples of successful strategic alliances, such as Internet coverage.

A major reason why firms are using partnering as a means to achieve strategies is
globalization. Wal-Mart’s successful joint venture with Mexico’s Cifra is indicative of how
a domestic firm can benefit immensely by partnering with a foreign company to gain sub-
stantial presence in that new country. Technology also is a major reason behind the need to
form strategic alliances, with the Internet linking widely dispersed partners. The Internet
paved the way and legitimized the need for alliances to serve as the primary means for cor-
porate growth.

Evidence is mounting that firms should use partnering as a means for achieving strate-
gies. However, the sad fact is that most U.S. firms in many industries—such as financial
services, forest products, metals, and retailing—still operate in a merger or acquire mode
to obtain growth. Partnering is not yet taught at most business schools and is often viewed
within companies as a financial issue rather than a strategic issue. However, partnering has
become a core competency, a strategic issue of such importance that top management
involvement initially and throughout the life of an alliance is vital. 2

Joint ventures among once rival firms are commonly being used to pursue strategies
ranging from retrenchment to market development.

Although ventures and partnerships are preferred over mergers as a means for achiev-
ing strategies, certainly they are not all successful. The good news is that joint ventures and
partnerships are less risky for companies than mergers, but the bad news is that many
alliances fail. Forbes has reported that about 30 percent of all joint ventures and partner-
ship alliances are outright failures, while another 17 percent have limited success and then
dissipate due to problems.3” There are countless examples of failed joint ventures. A few
common problems that cause joint ventures to fail are as follows:

1. Managers who must collaborate daily in operating the venture are not involved
in forming or shaping the venture.

2. The venture may benefit the partnering companies but may not benefit customers,
who then complain about poorer service or criticize the companies in other ways.

3. The venture may not be supported equally by both partners. If supported unequally,
problems arise.

4. The venture may begin to compete more with one of the partners than the other.?!

Six guidelines for when a joint venture may be an especially effective means for
pursuing strategies are:32

e When a privately owned organization is forming a joint venture with a publicly
owned organization; there are some advantages to being privately held, such as
closed ownership; there are some advantages of being publicly held, such as access
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to stock issuances as a source of capital. Sometimes, the unique advantages
of being privately and publicly held can be synergistically combined in a joint
venture.

* When a domestic organization is forming a joint venture with a foreign company; a
joint venture can provide a domestic company with the opportunity for obtaining
local management in a foreign country, thereby reducing risks such as expropriation
and harassment by host country officials.

e When the distinct competencies of two or more firms complement each other
especially well.

* When some project is potentially very profitable but requires overwhelming
resources and risks.

*  When two or more smaller firms have trouble competing with a large firm.

*  When there exists a need to quickly introduce a new technology.

Merger/Acquisition

Merger and acquisition are two commonly used ways to pursue strategies. A merger
occurs when two organizations of about equal size unite to form one enterprise. An
acquisition occurs when a large organization purchases (acquires) a smaller firm, or vice
versa. When a merger or acquisition is not desired by both parties, it can be called a
takeover or hostile takeover. In contrast, if the acquisition is desired by both firms, it is
termed a friendly merger. Most mergers are friendly.

There were numerous examples in 2009 of hostile takeover attempts. For example,
Swiss drug company Roche Holding AG in 2009 launched an $86.50-a-share hostile
takeover for the 44.2 percent of Genentech Inc. that it did not already own. Genentech’s
board of directors strongly urged shareholders not to accept the Roche Holding offer,
saying that Roche’s $40 billion offer was inadequate. Genentech’s board said the firm was
worth $112 per share at the time. A few weeks later, Roche increased its bid to $93 per
share.

Headquartered near each other in California, Emulex Corp. in May 2009 rejected a
hostile takeover bid from Broadcom Corp. even though the Broadcom offer represented a
40 percent premium over the Emulex current stock price. Emulex installed a “poison pill”
in January 2009 as protection against hostile takeover offers. Both companies produce and
sell networking equipment that connect servers in data centers.

As stock prices have plunged in many companies, their rivals with cash are eyeing
them as takeover candidates. Fertilizer producer Agrium recently offered to buy rival
Deerfield, Illinois—based CF Industries Holdings for $3.6 billion, which created a three-
way hostile takeover battle because CF at the time had a hostile takeover offer on the table
to acquire Terra Industries.

Private-equity-led buyouts, which accounted for 15 percent of all merger and acquisi-
tion in 2007, fell to 6 percent of the total in 2008. That smaller percentage is likely to
remain in place in 2009 as big cross-border deals are unlikely in the near term. Private-
equity investing in tech companies fell almost 80 percent in 2008 to $26.3 billion as
sources of debt financing became scarce.

Private-equity firms such as Blackstone Group Inc. and Kohlberg Kravis Roberts & Co.
that led the massive acquisition trend in 2006-2007 are still around, but they operate much
more carefully now. Such firms are trying today to purchase the agricultural-sciences divi-
sion (Agro Sciences) of Dow Chemical. Dow needs cash to complete its own acquisition of
Rohm & Haas Co. Agro Sciences should be worth between $7 and $10 billion. A rival
Swiss firm named Syngenta AG also is interested in acquiring Agro Sciences.

For all of 2008, global merger and acquisition volume fell 29 percent to $3.06 trillion,
which was on par with 2005. Big deals in 2008 included Mars Inc.’s $23 billion acquisition
of Wm. Wrigley Jr. Co., InBev NV’s $52 billion purchase of Anheuser-Busch, and HP’s
$13.2 billion acquisition of EDS.

In a stock deal that created the nation’s largest home builder, Pulte Homes recently
acquired Centex Corp. for $1.3 billion. This merger signaled a bottom in the housing
market, which had dropped so drastically in the United States in 2008 and early 2009.
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Cross-border merger and acquisition (M&A) deals by companies in major nations fell
26 percent in the United States in 2008 versus 2007, as compared to a fall of 15 percent in
France, and a fall of 67 percent in the United Kingdom.33

Firms with cash such as Marubeni and Itochu in Japan are on the hunt for super deals
outside of Japan. Cross-border M&A deals in Japan grew 231 percent in 2008 and grew
101 percent in China. Japanese companies in total spent $77.8 billion in 2008 on acquisi-
tions outside Japan, more than triple the amount spent in 2007. “Hard times often come
hand in hand with opportunities,” said Teruo Asada, president and chief executive of the
150-year-old Marubeni Corporation in Japan.

According to Strategas Research Partners, 168 of 419 nonfinancial firms in the S&P
500 have at least $1 billion in cash apiece, and 16 have more than $10 billion each.3*
Exxon/Mobil has $32 billion in cash, Cisco Systems has $29.5 billion, and Apple has
$25.6 billion.

The largest business software firm in the world, Oracle Corp. is another cash-rich firm
acquiring other firms, having completed 12 acquisition in the last 12 months. A few of the
firms acquired by Oracle recently are mValent, Tacit Software, Primavera Systems,
Advanced Visual Tech, ClearApp, Skywire Software, AdminServer, and Empirix. Many
companies with high-quality products have turned into desperate sellers amid the worst
recession in a generation. Oracle dominates the market for industrial-strength databases
that companies rely on the organize everything from inventories to payrolls.

White knight is a term that refers to a firm that agrees to acquire another firm when
that other firm is facing a hostile takeover by some company. For example, in 2009, Palo
Alto, California-based CV Thereapeutics Inc., a heart-drug maker, was fighting a hostile
takeover bid by Japan’s Astellas Pharma. Then CVT struck a friendly deal to be acquired
by Forest City, California—based Gilead Sciences at a higher price of $1.4 billion in cash.
Gilead is known for its HIV drugs, so its move into the heart-drug business surprised many
analysts.

Not all mergers are effective and successful. Pricewaterhouse Coopers LLP recently
researched mergers and found that the average acquirer’s stock was 3.7 percent lower than
its industry peer group a year later. BusinessWeek and the Wall Street Journal studied
mergers and concluded that about half produced negative returns to shareholders. Warren
Buffett once said in a speech that “too-high purchase price for the stock of an excellent
company can undo the effects of a subsequent decade of favorable business develop-
ments.” Research suggests that perhaps 20 percent of all mergers and acquisitions are
successful, approximately 60 percent produce disappointing results, and the last 20 percent
are clear failures.>> So a merger between two firms can yield great benefits, but the price
and reasoning must be right. Some key reasons why many mergers and acquisitions fail are
provided in Table 5-8.

Among mergers, acquisitions, and takeovers in recent years, same-industry com-
binations have predominated. A general market consolidation is occurring in many
industries, especially banking, insurance, defense, and health care, but also in pharmaceu-
ticals, food, airlines, accounting, publishing, computers, retailing, financial services, and
biotechnology. For example, SXR Uranium One Inc. purchased rival uranium miner
UrAsia Energy Ltd., creating the world’s second-largest uranium company after Cameco

Key Reasons Why Many Mergers
and Acquisitions Fail

* Integration difficulties

» Inadequate evaluation of target

e Large or extraordinary debt

 Inability to achieve synergy

* Too much diversification

* Managers overly focused on acquisitions

* Too large an acquisition

 Difficult to integrate different organizational cultures

* Reduced employee morale due to layoftfs and relocations
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Some Large Mergers Completed Globally in 2009

Price

Acquiring Firm Acquired Firm (in $Billions)
InBev Anheuser-Busch Cos. 52.000
Bank of America Corp. Merrill Lynch & Co. 50.0
Wells Fargo & Co. Wachovia Corp. 15.1
Delta Air Lines Northwest Airlines Corp. 2.600
AT&T Centennial Communications 0.937
Johnson & Johnson Mentor Corp. 1.070
King Pharmaceuticals Inc. Alpharma Inc. 1.600
CenturyTel Embark 5.000

Corp. Similarly, Tenaris SA, based in Luxembourg and the world’s biggest maker of steel
tubes used in oil exploration and production, recently acquired rival Hydril Company,
based in Houston, Texas.

Table 5-9 shows some mergers and acquisitions completed in 2009. There are many
potential benefits of merging with or acquiring another firm, as indicated in Table 5-10.

Johnson & Johnson’s (J&J) recent acquisition of Mentor for $1.07 billion was a
hefty 92 percent premium over Mentor’s closing price before the deal was announced,
but was 23 percent below another widely used evaluation method that was number of
shares outstanding times the target firm’s 52-week stock price high. Many companies are
being forced to sell under duress, so firms with a lot of cash such as J&J and Apple can
pick up deals of a lifetime these days. J&J had $14 billion in cash on hand in 2009 when
it purchased Omrix Pharmaceuticals for $438 million. Then the largest health-care
company in the world, J&J purchased Mentor for $1.07 billion in cash. Bristol-Myers
Squibb’s CEO James Cornelius recently said that company is looking to do six or seven
additional acquisitions or partnerships with the $9 billion in cash it has on hand to bol-
ster its drug pipeline.

The volume of mergers completed annually worldwide is growing dramatically and
exceeds $1 trillion. There are annually more than 10,000 mergers in the United States that
total more than $700 billion. The proliferation of mergers is fueled by companies’ drive
for market share, efficiency, and pricing power, as well as by globalization, the need
for greater economies of scale, reduced regulation and antitrust concerns, the Internet, and
e-commerce.

A leveraged buyout (LBO) occurs when a corporation’s shareholders are bought
(hence buyout) by the company’s management and other private investors using borrowed
funds (hence leverage).3® Besides trying to avoid a hostile takeover, other reasons for initi-
ating an LBO are senior management decisions that particular divisions do not fit into an
overall corporate strategy or must be sold to raise cash, or receipt of an attractive offering
price. An LBO takes a corporation private.

Potential Benefits of Merging with or Acquiring
Another Firm

» To provide improved capacity utilization

* To make better use of the existing sales force

¢ To reduce managerial staff

¢ To gain economies of scale

e To smooth out seasonal trends in sales

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

* To reduce tax obligations
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First Mover Advantages

First mover advantages refer to the benefits a firm may achieve by entering a new market
or developing a new product or service prior to rival firms.>” As indicated in Table 5-11,
some advantages of being a first mover include securing access to rare resources, gaining
new knowledge of key factors and issues, and carving out market share and a position that
is easy to defend and costly for rival firms to overtake. First mover advantages are
analogous to taking the high ground first, which puts one in an excellent strategic position
to launch aggressive campaigns and to defend territory. Being the first mover can be espe-
cially wise when such actions (1) build a firm’s image and reputation with buyers, (2)
produce cost advantages over rivals in terms of new technologies, new components, new
distribution channels, and so on, (3) create strongly loyal customers, and (4) make
imitation or duplication by a rival hard or unlikely.?8

To sustain the competitive advantage gained by being the first mover, such a firm
also needs to be a fast learner. There would, however, be risks associated with being
the first mover, such as unexpected and unanticipated problems and costs that occur
from being the first firm doing business in the new market. Therefore, being a slow
mover (also called fast follower or late mover) can be effective when a firm can easily
copy or imitate the lead firm’s products or services. If technology is advancing rapidly,
slow movers can often leapfrog a first mover’s products with improved second-genera-
tion products. However, slow movers often are relegated to relying on the first mover
being a slow mover and making strategic and tactical mistakes. This situation does not
occur often, so first mover advantages clearly offset the first mover disadvantages most
of the time. Apple Inc. has always been a good example of a first mover firm.

Strategic-management research indicates that first mover advantages tend to be
greatest when competitors are roughly the same size and possess similar resources. If
competitors are not similar in size, then larger competitors can wait while others make
initial investments and mistakes, and then respond with greater effectiveness and
resources.

Outsourcing

Business-process outsourcing (BPO) is a rapidly growing new business that involves
companies taking over the functional operations, such as human resources, information
systems, payroll, accounting, customer service, and even marketing of other firms.
Companies are choosing to outsource their functional operations more and more for
several reasons: (1) it is less expensive, (2) it allows the firm to focus on its core busi-
nesses, and (3) it enables the firm to provide better services. Other advantages of outsourc-
ing are that the strategy (1) allows the firm to align itself with “best-in-world” suppliers
who focus on performing the special task, (2) provides the firm flexibility should customer
needs shift unexpectedly, and (3) allows the firm to concentrate on other internal value
chain activities critical to sustaining competitive advantage. BPO is a means for achieving
strategies that are similar to partnering and joint venturing. The worldwide BPO market
exceeds $173 billion.

Many firms, such as Dearborn, Michigan—based Visteon Corp. and J. P. Morgan Chase
& Co., outsource their computer operations to IBM, which competes with firms such as
Electronic Data Systems and Computer Sciences Corp. in the computer outsourcing

Benefits of a Firm Being the First Mover

. Secure access and commitments to rare resources
. Gain new knowledge of critical success factors and issues

. Gain market share and position in the best locations

AW N =

. Establish and secure long-term relationships with customers, suppliers, distributors, and
investors

5. Gain customer loyalty and commitments
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business. 3M Corp. is outsourcing all of its manufacturing operations to Flextronics
International Ltd. of Singapore or Jabil Circuit in Florida. 3M is also outsourcing all
design and manufacturing of low-end standardized volume products by building a new
design center in Taiwan.

U.S. and European companies for more than a decade have been outsourcing their
manufacturing, tech support, and back-office work, but most insisted on keeping research
and development activities in-house. However, an ever-growing number of firms today are
outsourcing their product design to Asian developers. China and India are becoming
increasingly important suppliers of intellectual property. For companies that include
Hewlett-Packard, PalmOne, Dell, Sony, Apple, Kodak, Motorola, Nokia, Ericsson, Lucent,
Cisco, and Nortel, the design of personal computers and cameras is mostly outsourced to
China and India.

Companies pay about $68 billion in outsourcing operations to other firms, but the
details of what work to outsource, to whom, where, and for how much can challenge even
the biggest, most sophisticated companies.3* And some outsourcing deals do not work out,
such as the J.P. Morgan Chase deal with IBM and Dow Chemical’s deal with Electronic
Data Systems. Both outsourcing deals were abandoned after several years. Lehman
Brothers Holdings and Dell Inc. both recently reversed decisions to move customer call
centers to India after a customer rebellion. India has become a booming place for outsourc-
ing. Sprint Nextel Corp. in 2009 outsourced management of its cellular network to
Swedish firm Telefon A.B. L.M. Ericsson, which transferred about 6,000 jobs from the
United States to Sweden. Based in Overland Park, Kansas, Sprint sees network outsourc-
ing as a way to free up resources to focus on areas like product development, marketing,
and strategic partnerships. Ericsson, as well as Alcatel-Lucent SA and Nokia-Siemens
Networks, have been aggressively courting service contracts to make up for declining
prices of telecom equipment.

Strategic Management in Nonprofit
and Governmental Organizations

The strategic-management process is being used effectively by countless nonprofit and
governmental organizations, such as the Girl Scouts, Boy Scouts, the Red Cross, chambers
of commerce, educational institutions, medical institutions, public utilities, libraries,
government agencies, and churches. The nonprofit sector, surprisingly, is by far America’s
largest employer. Many nonprofit and governmental organizations outperform private
firms and corporations on innovativeness, motivation, productivity, and strategic manage-
ment. For many nonprofit examples of strategic planning in practice, click on Strategic
Planning Links found at the www.strategyclub.com Web site.

Compared to for-profit firms, nonprofit and governmental organizations may be
totally dependent on outside financing. Especially for these organizations, strategic man-
agement provides an excellent vehicle for developing and justifying requests for needed
financial support.

Educational Institutions

Educational institutions are more frequently using strategic-management techniques and
concepts. Richard Cyert, former president of Carnegie Mellon University, said, “I believe
we do a far better job of strategic management than any company I know.” Population shifts
nationally from the Northeast and Midwest to the Southeast and West are but one factor
causing trauma for educational institutions that have not planned for changing enrollments.
Ivy League schools in the Northeast are recruiting more heavily in the Southeast and West.
This trend represents a significant change in the competitive climate for attracting the best
high school graduates each year.

Online college degrees are becoming common and represent a threat to traditional
colleges and universities. “You can put the kids to bed and go to law school,” says Andrew
Rosen, chief operating officer of Kaplan Education Centers, a subsidiary of the
Washington Post Company.
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Medical Organizations

The $200 billion U.S. hospital industry is experiencing declining margins, excess capacity,
bureaucratic overburdening, poorly planned and executed diversification strategies,
soaring health care costs, reduced federal support, and high administrator turnover. The
seriousness of this problem is accented by a 20 percent annual decline in use by inpatients
nationwide. Declining occupancy rates, deregulation, and accelerating growth of health
maintenance organizations, preferred provider organizations, urgent care centers, outpa-
tient surgery centers, diagnostic centers, specialized clinics, and group practices are other
major threats facing hospitals today. Many private and state-supported medical institutions
are in financial trouble as a result of traditionally taking a reactive rather than a proactive
approach in dealing with their industry.

Hospitals—originally intended to be warehouses for people dying of tuberculosis,
smallpox, cancer, pneumonia, and infectious diseases—are creating new strategies today
as advances in the diagnosis and treatment of chronic diseases are undercutting that earlier
mission. Hospitals are beginning to bring services to the patient as much as bringing the
patient to the hospital; health care is more and more being concentrated in the home and in
the residential community, not on the hospital campus. Chronic care will require day-
treatment facilities, electronic monitoring at home, user-friendly ambulatory services,
decentralized service networks, and laboratory testing. A successful hospital strategy for
the future will require renewed and deepened collaboration with physicians, who are
central to hospitals’ well-being, and a reallocation of resources from acute to chronic care
in home and community settings.

Current strategies being pursued by many hospitals include creating home health
services, establishing nursing homes, and forming rehabilitation centers. Backward inte-
gration strategies that some hospitals are pursuing include acquiring ambulance services,
waste disposal services, and diagnostic services. Millions of persons annually research
medical ailments online, which is causing a dramatic shift in the balance of power between
doctor, patient, and hospitals. The number of persons using the Internet to obtain medical
information is skyrocketing. A motivated patient using the Internet can gain knowledge on
a particular subject far beyond his or her doctor’s knowledge, because no person can keep
up with the results and implications of billions of dollars’ worth of medical research
reported weekly. Patients today often walk into the doctor’s office with a file folder of the
latest articles detailing research and treatment options for their ailments.

Governmental Agencies and Departments

Federal, state, county, and municipal agencies and departments, such as police depart-
ments, chambers of commerce, forestry associations, and health departments, are responsi-
ble for formulating, implementing, and evaluating strategies that use taxpayers’ dollars in
the most cost-effective way to provide services and programs. Strategic-management
concepts are generally required and thus widely used to enable governmental organizations
to be more effective and efficient. For a list of government agency strategic plans, click on
Strategic Planning Links found at the www.strategyclub.com Web site, and scroll down
through the government sites.

Strategists in governmental organizations operate with less strategic autonomy than
their counterparts in private firms. Public enterprises generally cannot diversify into unre-
lated businesses or merge with other firms. Governmental strategists usually enjoy little
freedom in altering the organizations’ missions or redirecting objectives. Legislators and
politicians often have direct or indirect control over major decisions and resources.
Strategic issues get discussed and debated in the media and legislatures. Issues become
politicized, resulting in fewer strategic choice alternatives. There is now more predictabil-
ity in the management of public sector enterprises.

Government agencies and departments are finding that their employees get excited
about the opportunity to participate in the strategic-management process and thereby have
an effect on the organization’s mission, objectives, strategies, and policies. In addition,
government agencies are using a strategic-management approach to develop and substanti-
ate formal requests for additional funding.
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Strategic Management in Small Firms

The reason why “becoming your own boss” has become a national obsession is that
entrepreneurs are America’s role models. Almost everyone wants to own a business—from
teens and college students, who are signing up for entrepreneurial courses in record
numbers, to those over age 65, who are forming more companies every year.

As hundreds of thousands of people have been laid off from work in the last two years,
many of these individuals have started small businesses. The Wall Street Journal recently
provided a 10-page article on how to be a successful entrepreneur.*? Not only laid off
employees but also college graduates are seeking more and more to open their own busi-
nesses. As of April 15, 2009, the Small Business Administration had approved more than
$1.5 billion in Recovery Act loans and supported more than $2 billion in lending to small
businesses. “I was not envisioning myself as an entrepreneur when I began the MBA pro-
gram at Northwestern University, but this is part of the journey,” said student Tiffany
Urrechaga. “It’s kind of a blessing that I didn’t get a job because I was able to reshift my
thinking.”*!

Strategic management is vital for large firms’ success, but what about small
firms? The strategic-management process is just as vital for small companies. From
their inception, all organizations have a strategy, even if the strategy just evolves from
day-to-day operations. Even if conducted informally or by a single owner/entrepre-
neur, the strategic-management process can significantly enhance small firms’ growth
and prosperity. Because an ever-increasing number of men and women in the United
States are starting their own businesses, more individuals are becoming strategists.
Widespread corporate layoffs have contributed to an explosion in small businesses and
new ideas.

Numerous magazine and journal articles have focused on applying strategic-management
concepts to small businesses. A major conclusion of these articles is that a lack of strategic-
management knowledge is a serious obstacle for many small business owners. Other prob-
lems often encountered in applying strategic-management concepts to small businesses are
a lack of both sufficient capital to exploit external opportunities and a day-
to-day cognitive frame of reference. Research also indicates that strategic management in
small firms is more informal than in large firms, but small firms that engage in strategic
management outperform those that do not.

Conclusion

The main appeal of any managerial approach is the expectation that it will enhance
organizational performance. This is especially true of strategic management. Through
involvement in strategic-management activities, managers and employees achieve a bet-
ter understanding of an organization’s priorities and operations. Strategic management
allows organizations to be efficient, but more important, it allows them to be effective.
Although strategic management does not guarantee organizational success, the process
allows proactive rather than reactive decision making. Strategic management may repre-
sent a radical change in philosophy for some organizations, so strategists must be trained
to anticipate and constructively respond to questions and issues as they arise. The 16
strategies discussed in this chapter can represent a new beginning for many firms, espe-
cially if managers and employees in the organization understand and support the plan for
action.
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Issues for Review and Discussion

In order of importance, list six “characteristics of objectives.”
Called de-integration, there appears to be a growing trend for firms to become less forward

Called de-integration, there appears to be a growing trend for firms to become less backward

development versus product development, what determining factors would be most important

Discuss “nationalization versus bankruptcy” for large American icon firms such as General

Could a firm simultaneously pursue focus, differentiation, and cost leadership? Should firms

Can you think of any reasons why not-for-profit firms would benefit less from doing strategic
Discuss how important it is for a college football or basketball team to have a good game
plan for the big rival game this coming weekend. How much time and effort do you feel the
coaching staff puts into developing that game plan? Why is such time and effort essential?
Why are more than 60 percent of Fortune 500 firms headquartered in Wilmington, Delaware?

How does strategy formulation differ for a small versus a large organization? How does it

Give recent examples of market penetration, market development, and product development.

2. In order of importance, list six “benefits of objectives.”
3.
integrated. Discuss why.
4.
integrated. Discuss why.
5. If a company has $1 million to spend on a new strategy and is considering market
to consider?
6. What conditions, externally and internally, would be desired/necessary for a firm to
diversify?
7.
Motors, AIG, and Citigroup. Which strategy is best for (1) the company and (2) the U.S.
economy? Discuss.
8.
do that? Discuss.
9.  There is a growing trend of increased collaboration among competitors. List the benefits
and drawbacks of this practice.
10.  List four major benefits of forming a joint venture to achieve desired objectives.
11.  List six major benefits of acquiring another firm to achieve desired objectives.
12.  List five reasons why many merger/acquisitions historically have failed.
13.
planning than for-profit companies?
14.
15.
16.  Define and give a hypothetical example of a “white knight” in the fast-food industry.
17.
differ for a for-profit versus a nonprofit organization?
18.
19.  Give recent examples of forward integration, backward integration, and horizontal
integration.
20.  Give recent examples of related and unrelated diversification.
21.  Give recent examples of joint venture, retrenchment, divestiture, and liquidation.
22. Do you think hostile takeovers are unethical? Why or why not?
23.  What are the major advantages and disadvantages of diversification?
24.  What are the major advantages and disadvantages of an integrative strategy?
25. How does strategic management differ in for-profit and nonprofit organizations?
26.  Why is it not advisable to pursue too many strategies at once?
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27.  Consumers can purchase tennis shoes, food, cars, boats, and insurance on the Internet. Are
there any products today than cannot be purchased online? What is the implication for tradi-
tional retailers?

28.  What are the pros and cons of a firm merging with a rival firm?

29.  Visit the CheckMATE strategic-planning software Web site at www.checkmateplan.com, and
discuss the benefits offered.

30. Compare and contrast financial objectives with strategic objectives. Which type is more
important in your opinion? Why?

31. Diagram a two-division organizational chart that includes a CEO, COO, CIO, CSO, CFO,

CMO, HRM, R&D, and two division presidents. Hint: Division presidents report to the
COO.

32.  How do the levels of strategy differ in a large firm versus a small firm?

33.  List 11 types of strategies. Give a hypothetical example of each strategy listed.

34. Discuss the nature of as well as the pros and cons of a “friendly merger” versus “hostile
takeover” in acquiring another firm. Give an example of each.

35.  Define and explain “first mover advantages.”

36. Define and explain “outsourcing.”

37.  Discuss the business of offering a BBA or MBA degree online.

38.  What strategies are best for turbulent, high-velocity markets?
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ASSURANCE OF LEARNING EXERCISES

Assurance of Learning Exercise 5A

What Strategies Should McDonald’s
Pursue in 2011-2013?

Purpose

In performing strategic management case analysis, you can find information about the
respective company’s actual and planned strategies. Comparing what is planned versus
what you recommend is an important part of case analysis. Do not recommend what the
firm actually plans, unless in-depth analysis of the situation reveals those strategies to be
best among all feasible alternatives. This exercise gives you experience conducting library
and Internet research to determine what McDonald’s should do in 2011-2013.

Instructions

Step 1 Look up McDonald’s (MCD) and Burger King Holdings (BKC) using the Web sites pro-
vided in Table 4-5. Find some recent articles about firms in this industry. Scan Moody’s,
Dun & Bradstreet, and Standard & Poor’s publications for information.

Step 2 Summarize your findings in a three-page report entitled “Strategies Being Pursued by
McDonald’s in 2010.”

Assurance of Learning Exercise 5B

Examining Strategy Articles

Purpose

Strategy articles can be found weekly in journals, magazines, and newspapers. By reading
and studying strategy articles, you can gain a better understanding of the strategic-
management process. Several of the best journals in which to find corporate strategy arti-
cles are Advanced Management Journal, Business Horizons, Long Range Planning, Journal
of Business Strategy, and Strategic Management Journal. These journals are devoted to
reporting the results of empirical research in management. They apply strategic-manage-
ment concepts to specific organizations and industries. They introduce new strategic-
management techniques and provide short case studies on selected firms.

Other good journals in which to find strategic-management articles are Harvard
Business Review, Sloan Management Review, California Management Review, Academy of
Management Review, Academy of Management Journal, Academy of Management
Executive, Journal of Management, and Journal of Small Business Management.

In addition to journals, many magazines regularly publish articles that focus on busi-
ness strategies. Several of the best magazines in which to find applied strategy articles are
Dun’s Business Month, Fortune, Forbes, BusinessWeek, Inc., and Industry Week.
Newspapers such as USA Today, Wall Street Journal, New York Times, and Barrons cover
strategy events when they occur—for example, a joint venture announcement, a bank-
ruptcy declaration, a new advertising campaign start, acquisition of a company, divestiture
of a division, a chief executive officer’s hiring or firing, or a hostile takeover attempt.

In combination, journal, magazine, and newspaper articles can make the strategic-
management course more exciting. They allow current strategies of for-profit and nonprofit
organizations to be identified and studied.
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Instructions

Step 1 Go to your college library and find a recent journal article that focuses on a strategic-
management topic. Select your article from one of the journals listed previously, not from
a magazine. Copy the article and bring it to class.

Step 2 Give a 3-minute oral report summarizing the most important information in your
article. Include comments giving your personal reaction to the article. Pass your
article around in class.

Assurance of Learning Exercise 5C

Classifying Some Year 2009 Strategies

Purpose

This exercise can improve your understanding of various strategies by giving you experi-
ence classifying strategies. This skill will help you use the strategy-formulation tools
presented later. Consider the following 8 actual year-2009 strategies by various firms:

1. Microsoft developed a new videocamera for its Xbox 360 console that allowed players to
control games with the movement of their bodies, rather than by holding a plastic wand in
their hands, as required with Nintendo’s popular Wii game console.

2. Wells Fargo and Bank of America began to “tweet”—post messages of 140 characters or less
on Twitter.com, so customers could see product features. Banks are also putting marketing
videos on YouTube.

3. The United Kingdom’s huge telecom firm, BT Group PLC, cut 15,000 more jobs on top of the
15,000 the prior year.

4. Japanese electronics maker Panasonic Corp. acquired Osaka, Japan-based Sanyo Electric
Company.

5. News Corp. sold off many of its television stations.

6. More than 1,000 Chrysler dealers closed their doors and ceased doing business.

7. Germany’s Metro AG, the world’s fourth-largest retailer after Wal-Mart, Carrefour SA, and
Home Depot, is expanding aggressively into China.

8. Time Warner plans to spin off or sell all or part of AOL.

Instructions

Step 1 On a separate sheet of paper, number from 1 to 8. These numbers correspond to the
strategies described.

Step 2 What type of strategy best describes the 8 actions cited? Indicate your answers.

Step 3 Exchange papers with a classmate, and grade each other’s paper as your instructor gives

the right answers.

Assurance of Learning Exercise 5D

How Risky Are Various Alternative Strategies?

Purpose

This exercise focuses on how risky various alternative strategies are for organizations to
pursue. Different degrees of risk are based largely on varying degrees of externality,
defined as movement away from present business into new markets and products. In
general, the greater the degree of externality, the greater the probability of loss resulting
from unexpected events. High-risk strategies generally are less attractive than low-risk
strategies.

Instructions

Step 1 On a separate sheet of paper, number vertically from 1 to 10. Think of 1 as “most risky,”
2 as “next most risky,” and so forth to 10, “least risky.”

Step 2 Write the following strategies beside the appropriate number to indicate how risky you

believe the strategy is to pursue: horizontal integration, related diversification, liquidation,
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forward integration, backward integration, product development, market development,
market penetration, retrenchment, and unrelated diversification.

Step 3 Grade your paper as your instructor gives you the right answers and supporting rationale.
Each correct answer is worth 10 points.

Assurance of Learning Exercise 5E

Developing Alternative Strategies for My University

Purpose

It is important for representatives from all areas of a college or university to identify and
discuss alternative strategies that could benefit faculty, students, alumni, staff, and other
constituencies. As you complete this exercise, notice the learning and understanding that
occurs as people express differences of opinion. Recall that the process of planning is more
important than the document.

Instructions

Step 1 Recall or locate the external opportunity/threat and internal strength/weakness factors
that you identified as part of Exercise 1B. If you did not do that exercise, discuss now as
a class important external and internal factors facing your college or university.

Step 2 Identify and put on the chalkboard alternative strategies that you feel could benefit your
college or university. Your proposed actions should allow the institution to capitalize on
particular strengths, improve upon certain weaknesses, avoid external threats, and/or take
advantage of particular external opportunities. List 10 possible strategies on the board.
Number the strategies as they are written on the board.

Step 3 On a separate sheet of paper, number from 1 to 10. Everyone in class individually should
rate the strategies identified, using a 1 to 3 scale, where 1 = I do not support implementa-
tion, 2 = I am neutral about implementation, and 3 = I strongly support implementation.
In rating the strategies, recognize that your institution cannot do everything desired or

potentially beneficial.

Step 4 Go to the board and record your ratings in a row beside the respective strategies.
Everyone in class should do this, going to the board perhaps by rows in the class.

Step 5 Sum the ratings for each strategy so that a prioritized list of recommended strategies is

obtained. This prioritized list reflects the collective wisdom of your class. Strategies with
the highest score are deemed best.

Step 6 Discuss how this process could enable organizations to achieve understanding and
commitment from individuals.
Step 7 Share your class results with a university administrator, and ask for comments regarding

the process and top strategies recommended.

Assurance of Learning Exercise 5F

Lessons in Doing Business Globally

Purpose

The purpose of this exercise is to discover some important lessons learned by local busi-
nesses that do business internationally.

Instructions

Contact several local business leaders by phone. Find at least three firms that engage in
international or export operations. Visit the owner or manager of each business in person.
Ask the businessperson to give you several important lessons that his or her firm has
learned in globally doing business. Record the lessons on paper, and report your findings to
the class.
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CHAPTER 6

Strategy Analysis

and Choice

CHAPTER OBIJECTIVES

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

4. Discuss the role of intuition in

1. Describe a three-stage framework for
choosing among alternative strategies.

. Explain how to develop a SWOT Matrix,
SPACE Matrix, BCG Matrix, |IE Matrix,
and QSPM.

. Identify important behavioral, political,
ethical, and social responsibility
considerations in strategy analysis
and choice.

strategic analysis and choice.

. Discuss the role of organizational
culture in strategic analysis and
choice.

. Discuss the role of a board of directors
in choosing among alternative
strategies.

Assurance of Learning Exercises

Assurance of Assurance of Assurance of
Learning Exercise 6C Learning Exercise 6D Learning Exercise 6E

Developing a BCG Matrix Developing a QSPM for Formulating Individual
for McDonald’s McDonald's Strategies

Assurance of
Learning Exercise 6B

Developing a SPACE
Matrix for McDonald's

Assurance of
Learning Exercise 6A
Developing a SWOT

Matrix for McDonald's




Source: Shutterstock

“Notable Quotes”

"Strategic management is not a box of tricks or a bundle
of techniques. It is analytical thinking and commitment
of resources to action. But quantification alone is not
planning. Some of the most important issues in strategic
management cannot be quantified at all."

—~Peter Drucker

"Objectives are not commands; they are commitments.
They do not determine the future; they are the means
to mobilize resources and energies of an organization
for the making of the future."
—Peter Drucker

"Life is full of lousy options.”
—General F. X. Kelley

Assurance of
Learning Exercise 6F
The Mach Test

Assurance of

for My University

Assurance of
Learning Exercise 6G Learning Exercise 6H

Developing a BCG Matrix  The Role of Boards of
Directors

"When a crisis forces choosing among alternatives, most
people will choose the worst possible one."
—Rudin’s Law

"Strategy isn’t something you can nail together in
slapdash fashion by sitting around a conference table."
—Terry Haller

"Planning is often doomed before it ever starts, either
because too much is expected of it or because not
enough is put into it."

—T. J. Cartwright

"Whether it's broke or not, fix it—make it better. Not just
products, but the whole company if necessary.”
—Bill Saporito

Assurance of
Learning Exercise 61

Locating Companies in
a Grand Strategy Matrix
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Strategy analysis and choice largely involve making subjective decisions based on
objective information. This chapter introduces important concepts that can help strate-
gists generate feasible alternatives, evaluate those alternatives, and choose a specific
course of action. Behavioral aspects of strategy formulation are described, including
politics, culture, ethics, and social responsibility considerations. Modern tools for
formulating strategies are described, and the appropriate role of a board of directors is
discussed.

Doing Great in a Weak Economy. How?

Apple

When most firms were struggling in 2008, Apple
increased its revenues from $24.0 billion in 2007 to
$32.4 billion in 2008. Apple’s net income was $4.4 billion
in 2008, up from $3.5 billion the prior year—wonderfully
impressive in a global slump. Fortune magazine in 2009
rated Apple as their number-one “Most Admired
Company in the World” in terms of their management
and performance. That's right, number one out of millions
of companies around the world.

In the global recession, technology purchases were
deemed disposable or discretionary for most businesses
and individuals. New orders for both business and con-
sumer tech products plummeted, and technology firms
shed workers rapidly. This led to massive layoffs in the
computer industry and related industries. The meltdown
permeated all the way down the supply chain to chip
makers, hard drive makers, peripheral makers, software
vendors, and other segments. Hewlett-Packard recently
cut 24,600 employees and Dell laid off 8,900. Microsoft
recently cut its travel budget 20 percent and laid off
5,000 employees.

Amid recession and faltering rivals, Apple is doing
great. Brisk sales of iPods, iPhones, and laptops are
yielding higher and higher revenues and profits every
quarter. Legendary CEO Steve Jobs and his colleagues
are implementing a great strategic plan. Apple has no

manufacturing plants but does have retail stores.
Apple continues to amaze the world with its new,
innovative products, being one of the best examples of
a “first mover” firm in developing new products.
Apple has very loyal customers and has about $25.6

billion in cash on their balance sheet to go along with
zero long-term debt.

Based in Cupertino, California, Apple has not cut
prices of computers much at all during the recession,
even as competitors have slashed prices dramatically.



On June 9, 2009, Apple did however lower the price of
its entry-level iPhone by 50 percent to $99 and rolled
out a next-generation model named iPhone 3GS which
is faster than existing models and can capture videos.
Apple by mid-2009 had sold over 20 million iPhones
and reported in July 2009 that the company was unable
to supply enough iPhones and Macintosh computers to
meet demand. Apple sold 5.2 million iPhones in the
quarter ending that month, more than 7 times what it
sold the same quarter the prior year. Shipments of
Macintosh computers that quarter were up 4 percent to
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2.6 million. For the first 7 months of 2009, Apple’s stock
rose 80 percent compared to the Nasdag Composite
being up 25 percent.

Apple has aggressive new plans to design its own
computer chips in order (1) obtain better chips for its
unigue products, and (2) share fewer details about its
technology with external chip manufacturers.

Source: Based on Byron Acohido and Matt Krantz, “Even Tech
Stalwarts Hit Hard,” USA Today (January 23, 2009): B1, B2; Geoff
Colvin, “The World’s Most Admired Companies,” Fortune (March 16,
2009): 76-86.

The Nature of Strategy Analysis and Choice

As indicated by Figure 6-1, this chapter focuses on generating and evaluating alternative
strategies, as well as selecting strategies to pursue. Strategy analysis and choice seek to
determine alternative courses of action that could best enable the firm to achieve its
mission and objectives. The firm’s present strategies, objectives, and mission, coupled with
the external and internal audit information, provide a basis for generating and evaluating
feasible alternative strategies.

Unless a desperate situation confronts the firm, alternative strategies will likely repre-
sent incremental steps that move the firm from its present position to a desired future posi-
tion. Alternative strategies do not come out of the wild blue yonder; they are derived from
the firm’s vision, mission, objectives, external audit, and internal audit; they are consistent
with, or build on, past strategies that have worked well.

The Process of Generating and Selecting Strategies

Strategists never consider all feasible alternatives that could benefit the firm because there
are an infinite number of possible actions and an infinite number of ways to implement
those actions. Therefore, a manageable set of the most attractive alternative strategies must
be developed. The advantages, disadvantages, trade-offs, costs, and benefits of these
strategies should be determined. This section discusses the process that many firms use to
determine an appropriate set of alternative strategies.

Identifying and evaluating alternative strategies should involve many of the man-
agers and employees who earlier assembled the organizational vision and mission state-
ments, performed the external audit, and conducted the internal audit. Representatives
from each department and division of the firm should be included in this process, as was
the case in previous strategy-formulation activities. Recall that involvement provides the
best opportunity for managers and employees to gain an understanding of what the
firm is doing and why and to become committed to helping the firm accomplish its
objectives.

All participants in the strategy analysis and choice activity should have the firm’s
external and internal audit information by their sides. This information, coupled with the
firm’s mission statement, will help participants crystallize in their own minds particular
strategies that they believe could benefit the firm most. Creativity should be encouraged in
this thought process.

Alternative strategies proposed by participants should be considered and discussed in
a meeting or series of meetings. Proposed strategies should be listed in writing. When all
feasible strategies identified by participants are given and understood, the strategies should
be ranked in order of attractiveness by all participants, with 1 = should not be imple-
mented, 2 = possibly should be implemented, 3 = probably should be implemented, and
4 = definitely should be implemented. This process will result in a prioritized list of best
strategies that reflects the collective wisdom of the group.
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A Comprehensive Strategic-Management Model
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A Comprehensive Strategy-Formulation Framework

Important strategy-formulation techniques can be integrated into a three-stage decision-
making framework, as shown in Figure 6-2. The tools presented in this framework are
applicable to all sizes and types of organizations and can help strategists identify, evaluate,

and select strategies.

Stage 1 of the formulation framework consists of the EFE Matrix, the IFE Matrix, and the
Competitive Profile Matrix (CPM). Called the Input Stage, Stage 1 summarizes the basic input
information needed to formulate strategies. Stage 2, called the Matching Stage, focuses upon
generating feasible alternative strategies by aligning key external and internal factors. Stage 2
techniques include the Strengths-Weaknesses-Opportunities-Threats (SWOT) Matrix, the
Strategic Position and Action Evaluation (SPACE) Matrix, the Boston Consulting Group
(BCG) Matrix, the Internal-External (IE) Matrix, and the Grand Strategy Matrix. Stage 3,
called the Decision Stage, involves a single technique, the Quantitative Strategic Planning
Matrix (QSPM). A QSPM uses input information from Stage 1 to objectively evaluate feasi-
ble alternative strategies identified in Stage 2. A QSPM reveals the relative attractiveness of

alternative strategies and thus provides objective basis for selecting specific strategies.
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The Strategy-Formulation Analytical Framework

STAGE 1: THE INPUT STAGE

External Factor Competitive Internal Factor
Evaluation (EFE) Profile Evaluation (IFE)
Matrix Matrix (CPM) Matrix
STAGE 2: THE MATCHING STAGE
Strengths-Weaknesses- ~ Strategic Position and ~ Boston Consulting Internal-External Grand Strategy
Opportunities-Threats Action Evaluation Group (BCG) (IE) Matrix Matrix
(SWOT) Matrix (SPACE) Matrix Matrix

STAGE 3: THE DECISION STAGE

Quantitative Strategic Planning Matrix (QSPM)

All nine techniques included in the strategy-formulation framework require the inte-
gration of intuition and analysis. Autonomous divisions in an organization commonly use
strategy-formulation techniques to develop strategies and objectives. Divisional analyses
provide a basis for identifying, evaluating, and selecting among alternative corporate-level
strategies.

Strategists themselves, not analytic tools, are always responsible and accountable for
strategic decisions. Lenz emphasized that the shift from a words-oriented to a numbers-
oriented planning process can give rise to a false sense of certainty; it can reduce dialogue,
discussion, and argument as a means for exploring understandings, testing assumptions,
and fostering organizational learning.! Strategists, therefore, must be wary of this possibil-
ity and use analytical tools to facilitate, rather than to diminish, communication. Without
objective information and analysis, personal biases, politics, emotions, personalities, and
halo error (the tendency to put too much weight on a single factor) unfortunately may play
a dominant role in the strategy-formulation process.

The Input Stage

Procedures for developing an EFE Matrix, an IFE Matrix, and a CPM were presented in
Chapters 3 and 4. The information derived from these three matrices provides basic input
information for the matching and decision stage matrices described later in this chapter.

The input tools require strategists to quantify subjectivity during early stages of the
strategy-formulation process. Making small decisions in the input matrices regarding the
relative importance of external and internal factors allows strategists to more effectively
generate and evaluate alternative strategies. Good intuitive judgment is always needed in
determining appropriate weights and ratings.

The Matching Stage

Strategy is sometimes defined as the match an organization makes between its internal
resources and skills and the opportunities and risks created by its external factors.> The
matching stage of the strategy-formulation framework consists of five techniques that
can be used in any sequence: the SWOT Matrix, the SPACE Matrix, the BCG Matrix, the
IE Matrix, and the Grand Strategy Matrix. These tools rely upon information derived
from the input stage to match external opportunities and threats with internal strengths
and weaknesses. Matching external and internal critical success factors is the key to
effectively generating feasible alternative strategies. For example, a firm with excess
working capital (an internal strength) could take advantage of the cell phone industry’s
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Matching Key

RMULATION

External and Internal Factors to Formulate Alternative Strategies

Key Internal Factor Key External Factor Resultant Strategy

Excess working capital (an internal ~ + 20 percent annual growth in the cell phone = Acquire Cellfone, Inc.

strength) industry (an external opportunity)

Insufficient capacity (an internal + Exit of two major foreign competitors from = Pursue horizontal integration by buying
weakness) the industry (an external opportunity) competitors’ facilities

Strong R&D expertise (an internal + Decreasing numbers of younger adults (an = Develop new products for older adults

strength)

Poor employee morale (an internal
weakness)

external threat)

+ Rising healthcare costs (an external threat) Develop a new wellness program

20 percent annual growth rate (an external opportunity) by acquiring Cellfone, Inc., a
firm in the cell phone industry. This example portrays simple one-to-one matching. In
most situations, external and internal relationships are more complex, and the matching
requires multiple alignments for each strategy generated. The basic concept of matching
is illustrated in Table 6-1.

Any organization, whether military, product-oriented, service-oriented, govern-
mental, or even athletic, must develop and execute good strategies to win. A good
offense without a good defense, or vice versa, usually leads to defeat. Developing
strategies that use strengths to capitalize on opportunities could be considered an
offense, whereas strategies designed to improve upon weaknesses while avoiding
threats could be termed defensive. Every organization has some external opportunities
and threats and internal strengths and weaknesses that can be aligned to formulate
feasible alternative strategies.

The Strengths-Weaknesses-Opportunities-Threats (SWOT) Matrix

The Strengths-Weaknesses-Opportunities-Threats (SWOT) Matrix is an important match-
ing tool that helps managers develop four types of strategies: SO (strengths-opportunities)
Strategies, WO (weaknesses-opportunities) Strategies, ST (strengths-threats) Strategies,
and WT (weaknesses-threats) Strategies.> Matching key external and internal factors is the
most difficult part of developing a SWOT Matrix and requires good judgment—and there
is no one best set of matches. Note in Table 6-1 that the first, second, third, and fourth
strategies are SO, WO, ST, and WT strategies, respectively.

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

WO Strategies aim at improving internal weaknesses by taking advantage of external
opportunities. Sometimes key external opportunities exist, but a firm has internal weak-
nesses that prevent it from exploiting those opportunities. For example, there may be a
high demand for electronic devices to control the amount and timing of fuel injection in
automobile engines (opportunity), but a certain auto parts manufacturer may lack the tech-
nology required for producing these devices (weakness). One possible WO Strategy would
be to acquire this technology by forming a joint venture with a firm having competency in
this area. An alternative WO Strategy would be to hire and train people with the required
technical capabilities.

ST Strategies use a firm’s strengths to avoid or reduce the impact of external threats. This
does not mean that a strong organization should always meet threats in the external environ-
ment head-on. An example of ST Strategy occurred when Texas Instruments used an excellent
legal department (a strength) to collect nearly $700 million in damages and royalties from nine
Japanese and Korean firms that infringed on patents for semiconductor memory chips (threat).
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Rival firms that copy ideas, innovations, and patented products are a major threat in many
industries. This is still a major problem for U.S. firms selling products in China.

WT Strategies are defensive tactics directed at reducing internal weakness and avoid-
ing external threats. An organization faced with numerous external threats and internal
weaknesses may indeed be in a precarious position. In fact, such a firm may have to fight
for its survival, merge, retrench, declare bankruptcy, or choose liquidation.

A schematic representation of the SWOT Matrix is provided in Figure 6-3. Note that a
SWOT Matrix is composed of nine cells. As shown, there are four key factor cells, four
strategy cells, and one cell that is always left blank (the upper-left cell). The four strategy
cells, labeled SO, WO, ST, and WT, are developed after completing four key factor cells,
labeled S, W, O, and T. There are eight steps involved in constructing a SWOT Matrix:

List the firm’s key external opportunities.

List the firm’s key external threats.

List the firm’s key internal strengths.

List the firm’s key internal weaknesses.

Match internal strengths with external opportunities, and record the resultant

SO Strategies in the appropriate cell.

6. Match internal weaknesses with external opportunities, and record the resultant
WO Strategies.

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

8. Match internal weaknesses with external threats, and record the resultant WT

Strategies.

Nk R =

Some important aspects of a SWOT Matrix are evidenced in Figure 6-3. For example,
note that both the internal/external factors and the SO/ST/WO/WT Strategies are stated in
quantitative terms to the extent possible. This is important. For example, regarding the sec-
ond SO #2 and ST #1 strategies, if the analyst just said, “Add new repair/service persons,”
the reader might think that 20 new repair/service persons are needed. Actually only two are
needed. Always be specific to the extent possible in stating factors and strategies.

It is also important to include the “S1, O2” type notation after each strategy in a SWOT
Matrix. This notation reveals the rationale for each alternative strategy. Strategies do not rise
out of the blue. Note in Figure 6-3 how this notation reveals the internal/external factors that
were matched to formulate desirable strategies. For example, note that this retail computer
store business may need to “purchase land to build new store” because a new Highway 34
will make its location less desirable. The notation (W2, O2) and (S8, T3) in Figure 6-3
exemplifies this matching process.

The purpose of each Stage 2 matching tool is to generate feasible alternative strate-
gies, not to select or determine which strategies are best. Not all of the strategies developed
in the SWOT Matrix, therefore, will be selected for implementation.

The strategy-formulation guidelines provided in Chapter 5 can enhance the process of
matching key external and internal factors. For example, when an organization has both the
capital and human resources needed to distribute its own products (internal strength) and
distributors are unreliable, costly, or incapable of meeting the firm’s needs (external
threat), forward integration can be an attractive ST Strategy. When a firm has excess pro-
duction capacity (internal weakness) and its basic industry is experiencing declining
annual sales and profits (external threat), related diversification can be an effective WT
Strategy.

Although the SWOT matrix is widely used in strategic planning, the analysis does have
some limitations.* First, SWOT does not show how to achieve a competitive advantage, so
it must not be an end in itself. The matrix should be the starting point for a discussion on
how proposed strategies could be implemented as well as cost-benefit considerations that
ultimately could lead to competitive advantage. Second, SWOT is a static assessment (or
snapshot) in time. A SWOT matrix can be like studying a single frame of a motion picture
where you see the lead characters and the setting but have no clue as to the plot. As
circumstances, capabilities, threats, and strategies change, the dynamics of a competitive
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A SWOT Matrix for a Retail Computer Store

Strengths Weaknesses
1. Inventory turnover up 5.8 to 6.7 1. Software revenues in store
down 12%
2. Average customer purchase 2. Location of store hurt by new
up $97 to $128 Hwy 34
3. Employee morale is excellent 3. Carpet and paint in store
in disrepair
4. In-store promotions = 20% 4. Bathroom in store needs
increase in sales refurbishing
5. Newspaper advertising 5. Total store revenues down 8%
expenditures down 10%
6. Revenues from repair/service 6. Store has no Web site
in-store up 16%
7. In-store technical support 7. Supplier on-time-delivery up to
persons have MIS degrees 2.4 days
8. Store’s debt-to-total assets ratio 8. Customer checkout process
down 34% too slow
9. Revenues per employee
up 19%
Opportunities SO Strategies WO Strategies
1. Population of city growing 10% 1. Add 4 new in-store promotions 1. Purchase land to build new
monthly (S4,03) store (W2, 02)
2. Rival computer store opening 2. Add 2 new repair/service 2. Install new carpet/paint/bath
1 mile away persons (S6, O5) (W3, W4, 01)
3. Vehicle traffic passing store up 12% 3. Send flyer to all seniors over 3. Up Web site services by 50%
age 55 (S5, O5) (W6, 07, 08)
4. Vendors average six new products/yr 4. Launch mailout to all
Realtors in city (W5, O7)
5. Senior citizen use of computers
up 8%
6. Small business growth in area up 10%
7. Desire for Web sites up 18%
by Realtors
8. Desire for Web sites up 12%
by small firms
Threats ST Strategies WT Strategies
1. Best Buy opening new store 1. Hire two more repair persons 1. Hire 2 new cashiers
in 1yr nearby and market these new services (W8, T1,T4)
(S6, 57, T1)
2. Local university offers computer 2. Purchase land to build new 2. Install new carpet/paint/

repair
3. New bypass Hwy 34 in 1 yr will
divert traffic

4. New mall being built nearby
5. Gas prices up 14%

6. Vendors raising prices 8%

store (S8, T3)

. Raise out-of-store service calls

from $60 to $80 (S6, T5)

bath (W3, W4, T1)
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environment may not be revealed in a single matrix. Third, SWOT analysis may lead the
firm to overemphasize a single internal or external factor in formulating strategies. There
are interrelationships among the key internal and external factors that SWOT does not
reveal that may be important in devising strategies.

The Strategic Position and Action Evaluation (SPACE) Matrix

The Strategic Position and Action Evaluation (SPACE) Matrix, another important Stage 2
matching tool, is illustrated in Figure 6-4. Its four-quadrant framework indicates whether
aggressive, conservative, defensive, or competitive strategies are most appropriate for a
given organization. The axes of the SPACE Matrix represent two internal dimensions
(financial position [FP] and competitive position [CP]) and two external dimensions
(stability position [SP] and industry position [IP]). These four factors are perhaps the most
important determinants of an organization’s overall strategic position.’

Depending on the type of organization, numerous variables could make up each of the
dimensions represented on the axes of the SPACE Matrix. Factors that were included
earlier in the firm’s EFE and IFE Matrices should be considered in developing a SPACE
Matrix. Other variables commonly included are given in Table 6-2. For example, return on
investment, leverage, liquidity, working capital, and cash flow are commonly considered to
be determining factors of an organization’s financial strength. Like the SWOT Matrix, the
SPACE Matrix should be both tailored to the particular organization being studied and
based on factual information as much as possible.

The SPACE Matrix
FP

Conservative Aggressive
o Market penetration +6 |— » Backward, forward, horizontal
o Market development integration
« Product development +5 [ » Market penetration
o Related diversification o Market development
+4 e Product development
« Diversification (related or unrelated)
+3
+2
+1
0
cp —L 1 1 1 1 1 |1 | 1 1 [ 1 1 1
-7 -6 -5 -4 -3 -2 -1 0 +1 +2 +3 +4 +5 +6 +7
-1
Defensive -2 Competitive
o Retrenchment » Backward, forward, horizontal
o Divestiture =3 integration
o Liquidation o Market penetration
-4 o Market development
e Product development
-5 -
-6
-7
SP

Source: Adapted from H. Rowe, R. Mason, and K. Dickel, Strategic Management and Business Policy: A
Methodological Approach (Reading, MA: Addison-Wesley Publishing Co. Inc., © 1982): 155.

1P
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Example Factors That Make Up the SPACE
Matrix Axes

Internal Strategic Position External Strategic Position
Financial Position (FP) Stability Position (SP)

Return on investment Technological changes

Leverage Rate of inflation

Liquidity Demand variability

Working capital Price range of competing products
Cash flow Barriers to entry into market
Inventory turnover Competitive pressure

Earnings per share Ease of exit from market

Price earnings ratio Price elasticity of demand

Risk involved in business

Competitive Position (CP) Industry Position (IP)

Market share Growth potential

Product quality Profit potential

Product life cycle Financial stability

Customer loyalty Extent leveraged

Capacity utilization Resource utilization
Technological know-how Ease of entry into market
Control over suppliers and distributors Productivity, capacity utilization

Source: Adapted from H. Rowe, R. Mason, and K. Dickel, Strategic Management and
Business Policy: A Methodological Approach (Reading, MA: Addison-Wesley Publishing
Co. Inc., © 1982): 155-156.

The steps required to develop a SPACE Matrix are as follows:

1. Select a set of variables to define financial position (FP), competitive position (CP),
stability position (SP), and industry position (IP).

2. Assign a numerical value ranging from +1 (worst) to +7 (best) to each of the vari-
ables that make up the FP and IP dimensions. Assign a numerical value ranging
from —1 (best) to —7 (worst) to each of the variables that make up the SP and CP
dimensions. On the FP and CP axes, make comparison to competitors. On the IP
and SP axes, make comparison to other industries.

3. Compute an average score for FP, CP, IP, and SP by summing the values given to
the variables of each dimension and then by dividing by the number of variables
included in the respective dimension.

4. Plot the average scores for FP, IP, SP, and CP on the appropriate axis in the SPACE
Matrix.

5. Add the two scores on the x-axis and plot the resultant point on X. Add the two scores
on the y-axis and plot the resultant point on Y. Plot the intersection of the new xy point.

6. Draw a directional vector from the origin of the SPACE Matrix through the new
intersection point. This vector reveals the type of strategies recommended for the
organization: aggressive, competitive, defensive, or conservative.

Some examples of strategy profiles that can emerge from a SPACE analysis are shown
in Figure 6-5. The directional vector associated with each profile suggests the type of
strategies to pursue: aggressive, conservative, defensive, or competitive. When a firm’s
directional vector is located in the aggressive quadrant (upper-right quadrant) of the SPACE
Matrix, an organization is in an excellent position to use its internal strengths to (1) take
advantage of external opportunities, (2) overcome internal weaknesses, and (3) avoid exter-
nal threats. Therefore, market penetration, market development, product development,
backward integration, forward integration, horizontal integration, or diversification, can be
feasible, depending on the specific circumstances that face the firm.
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Example Strategy Profiles
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A financially strong firm that has achieved
major competitive advantages in a growing
and stable industry
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A firm that has achieved financial strength
in a stable industry that is not growing; the
firm has few competitive advantages

FP

Cp t t P

(+5,~1)
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A firm with major competitive advantages
in a high-growth industry
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A firm that has a very weak competitive
position in a negative growth, stable industry

Aggressive Profiles

Conservative Profiles

Competitive Profiles
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(+1,+5)

Cp t t g

Sp

A firm whose financial strength is a
dominating factor in the industry
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(-5,+2)

CP t t 1P

Sp
A firm that suffers from major competitive
disadvantages in an industry that is
technologically stable but declining in sales

FP

(+1,-4)

sp
An organization that is competing fairly
well in an unstable industry

FP

Cp t t P

(_1)_5)
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A financially troubled firm in a very
unstable industry

Source: Adapted from H. Rowe, R. Mason, and K. Dickel, Strategic Management and Business Policy: A Methodological Approach (Reading,

MA: Addison-Wesley Publishing Co. Inc., © 1982): 155.
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When a particular company is known, the analyst must be much more specific in
terms of implied strategies. For example, instead of saying market penetration is a recom-
mended strategy when your vector goes in the Conservative quadrant, say that adding 34
new stores in India is a recommended strategy. This is a very important point for students
doing case analyses because a particular company is generally known, and terms such as
market development are too vague to use. That term could refer to adding a manufacturing
plant in Thailand or Mexico or South Africa—so students—Be specific to the extent possi-
ble regarding implications of all the matrices presented in Chapter 6.

The directional vector may appear in the conservative quadrant (upper-left quadrant) of
the SPACE Matrix, which implies staying close to the firm’s basic competencies and not tak-
ing excessive risks. Conservative strategies most often include market penetration, market
development, product development, and related diversification. The directional vector may be
located in the lower-left or defensive quadrant of the SPACE Matrix, which suggests that the
firm should focus on rectifying internal weaknesses and avoiding external threats. Defensive
strategies include retrenchment, divestiture, liquidation, and related diversification. Finally,
the directional vector may be located in the lower-right or competitive quadrant of the SPACE
Matrix, indicating competitive strategies. Competitive strategies include backward, forward,
and horizontal integration; market penetration; market development and product development.

A SPACE Matrix analysis for a bank is provided in Table 6-3. Note that competitive
type strategies are recommended.

A SPACE Matrix for a Bank

Financial Position (FP) Ratings

The bank’s primary capital ratio is 7.23 percent, which is 1.23 percentage points over the generally required ratio of 6 percent. 1.0

The bank’s return on assets is negative 0.77, compared to a bank industry average ratio of positive 0.70. 1.0

The bank’s net income was $183 million, down 9 percent from a year earlier. 3.0

The bank’s revenues increased 7 percent to $3.46 billion. 4.0
9.0

Industry Position (IP)

Deregulation provides geographic and product freedom. 4.0

Deregulation increases competition in the banking industry. 2.0

Pennsylvania’s interstate banking law allows the bank to acquire other banks in New Jersey, Ohio, Kentucky, the

District of Columbia, and West Virginia. 4.0
10.0

Stability Position (SP)

Less-developed countries are experiencing high inflation and political instability. —4.0

Headquartered in Pittsburgh, the bank historically has been heavily dependent on the steel, oil, and gas industries. -5.0

These industries are depressed.

Banking deregulation has created instability throughout the industry. —4.0

—13.0

Competitive Position (CP)

The bank provides data processing services for more than 450 institutions in 38 states. 2.0

Superregional banks, international banks, and nonbanks are becoming increasingly competitive. -5.0

The bank has a large customer base. —2.0
-9.0

Conclusion

SP Average is —13.0 + 3 =—4.33
CP Average is —9.0 + 3 =—3.00

IP Average is +10.0 + 3 = 3.33
FP Average is +9.0 + 4 =2.25

Directional Vector Coordinates: x-axis: —3.00 + (+3.33) = +0.33

y-axis: —4.33 + (+2.25) =—2.08

The bank should pursue Competitive Strategies.
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The Boston Consulting Group (BCG) Matrix

Autonomous divisions (or profit centers) of an organization make up what is called a
business portfolio. When a firm’s divisions compete in different industries, a separate
strategy often must be developed for each business. The Boston Consulting Group
(BCG) Matrix and the Internal-External (IE) Matrix are designed specifically to
enhance a multidivisional firm’s efforts to formulate strategies. (BCG is a private man-
agement consulting firm based in Boston. BCG employs about 4,300 consultants
worldwide.)

In a Form 10K or Annual Report, some companies do not disclose financial informa-
tion by segment, so a BCG portfolio analysis is not possible by external entities. Reasons
to disclose by-division financial information in the author’s view, however, more than
offset the reasons not to disclose, as indicated in Table 6-4.

The BCG Matrix graphically portrays differences among divisions in terms of
relative market share position and industry growth rate. The BCG Matrix allows a
multidivisional organization to manage its portfolio of businesses by examining the
relative market share position and the industry growth rate of each division relative to
all other divisions in the organization. Relative market share position is defined as the
ratio of a division’s own market share (or revenues) in a particular industry to the mar-
ket share (or revenues) held by the largest rival firm in that industry. Note in Table 6-5
that other variables can be in this analysis besides revenues. Relative market share posi-
tion for Heineken could also be determined by dividing Heineken’s revenues by the
leader Corona Extra’s revenues.

Relative market share position is given on the x-axis of the BCG Matrix. The mid-
point on the x-axis usually is set at .50, corresponding to a division that has half the mar-
ket share of the leading firm in the industry. The y-axis represents the industry growth rate
in sales, measured in percentage terms. The growth rate percentages on the y-axis could
range from —20 to +20 percent, with 0.0 being the midpoint. The average annual increase
in revenues for several leading firms in the industry would be a good estimate of the
value. Also, various sources such as the S&P Industry Survey would provide this value.
These numerical ranges on the x- and y-axes are often used, but other numerical values
could be established as deemed appropriate for particular organizations, such as —10 to
+10 percent.

The basic BCG Matrix appears in Figure 6-6. Each circle represents a separate divi-
sion. The size of the circle corresponds to the proportion of corporate revenue generated
by that business unit, and the pie slice indicates the proportion of corporate profits gener-
ated by that division. Divisions located in Quadrant I of the BCG Matrix are called
“Question Marks,” those located in Quadrant II are called “Stars,” those located in
Quadrant III are called “Cash Cows,” and those divisions located in Quadrant IV are
called “Dogs.”

* Question Marks—Divisions in Quadrant I have a low relative market share position,
yet they compete in a high-growth industry. Generally these firms’ cash needs are

Reasons to (or Not to) Disclose Financial Information
by Segment (by Division)

Reasons to Disclose Reasons Not to Disclose

1. Transparency is a good thing in today’s 1. Can become free competitive informa-
world of Sarbanes-Oxley tion for rival firms

2. Investors will better understand the firm, 2. Can hide performance failures

which can lead to greater support 3. Can reduce rivalry among segments

3. Managers/employees will better understand
the firm, which should lead to greater
commitment

4. Disclosure enhances the communication
process both within the firm and with outsiders
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Market Share Data for Selected Industries in 2009

U.S. Top Five Airlines by Number of Passengers Boarded in 2008 (in millions; estimate)

Southwest 7.5
American 5.0
Delta 4.5
United 4.0
US Airways 3.5
U.S. Top Five Imported Beers in 2008 (in millions of barrels imported)

Corona Extra 8.0
Heineken 5.0
Modelo Especial 2.0
Tecate 1.5
Guinness 1.0

Source: Based on David Kesmodel, “U.S. Beer Imports Lose Their Fizz,” Wall Street Journal (February 20, 2009):
BS5; S&P Industry Surveys and Company Form 10-K Reports.

high and their cash generation is low. These businesses are called Question Marks
because the organization must decide whether to strengthen them by pursuing an
intensive strategy (market penetration, market development, or product development)
or to sell them.

Stars—Quadrant II businesses (Stars) represent the organization’s best long-run
opportunities for growth and profitability. Divisions with a high relative market
share and a high industry growth rate should receive substantial investment to
maintain or strengthen their dominant positions. Forward, backward, and horizon-
tal integration; market penetration; market development; and product develop-
ment are appropriate strategies for these divisions to consider, as indicated in
Figure 6-6.

Cash Cows—Divisions positioned in Quadrant III have a high relative market share
position but compete in a low-growth industry. Called Cash Cows because they
generate cash in excess of their needs, they are often milked. Many of today’s Cash

The BCG Matrix

INDUSTRY SALES GROWTH RATE

RELATIVE MARKET SHARE POSITION

High Medium Low
1.0 .50 0.0
ngh +20 / N \
© Backward, Forward, or Horizontal Integration © Market Penetration
* Market Penetration ® Market Development
© Market Development o Product Development
© Product Development o Divestiture
_ Stars Question Marks
L
& ) II I
= Medium
3}
E ® Product Development ® Retrenchment
~ o Diversification  Divestiture
® Retrenchment e Liquidation
® Divestiture
Cash Cows Dogs
_ III v Y.
Low )0

Source: Adapted from the BCG Portfolio Matrix from the Product Portfolio Matrix, © 1970, The Boston
Consulting Group.



CHAPTER 6  STRATEGY ANALYSIS AND CHOICE 187

Cows were yesterday’s Stars. Cash Cow divisions should be managed to maintain
their strong position for as long as possible. Product development or diversification
may be attractive strategies for strong Cash Cows. However, as a Cash Cow division
becomes weak, retrenchment or divestiture can become more appropriate.

* Dogs—Quadrant IV divisions of the organization have a low relative market share
position and compete in a slow- or no-market-growth industry; they are Dogs in the
firm’s portfolio. Because of their weak internal and external position, these busi-
nesses are often liquidated, divested, or trimmed down through retrenchment. When
a division first becomes a Dog, retrenchment can be the best strategy to pursue
because many Dogs have bounced back, after strenuous asset and cost reduction,
to become viable, profitable divisions.

The major benefit of the BCG Matrix is that it draws attention to the cash flow, invest-
ment characteristics, and needs of an organization’s various divisions. The divisions of
many firms evolve over time: Dogs become Question Marks, Question Marks become
Stars, Stars become Cash Cows, and Cash Cows become Dogs in an ongoing counter-
clockwise motion. Less frequently, Stars become Question Marks, Question Marks
become Dogs, Dogs become Cash Cows, and Cash Cows become Stars (in a clockwise
motion). In some organizations, no cyclical motion is apparent. Over time, organizations
should strive to achieve a portfolio of divisions that are Stars.

An example BCG Matrix is provided in Figure 6-7, which illustrates an organization
composed of five divisions with annual sales ranging from $5,000 to $60,000. Division 1
has the greatest sales volume, so the circle representing that division is the largest one in
the matrix. The circle corresponding to Division 5 is the smallest because its sales volume
($5,000) is least among all the divisions. The pie slices within the circles reveal the percent
of corporate profits contributed by each division. As shown, Division 1 contributes the
highest profit percentage, 39 percent. Notice in the diagram that Division 1 is considered a
Star, Division 2 is a Question Mark, Division 3 is also a Question Mark, Division 4 is a
Cash Cow, and Division 5 is a Dog.

An Example BCG Matrix
RELATIVE MARKET SHARE POSITION IN THE INDUSTRY

High Medium Low
. 1.0 .50 0.0
High  +20 y : ; ~
1 39% 20%
INDUSTRY : 8%
SALES 3
GROWTH Medium 0
RATE )
(Percentage) 5 2%
4 31%
1 1
Low =20 AN : I /
Division — Revenues Percent Revenues Profits Percent Profits Relative Market Share  Industry Growth Rate (%)
1 $60,000 37 $10,000 39 .80 +15
2 40,000 24 5,000 20 40 +10
3 40,000 24 2,000 8 .10 +1
4 20,000 12 8,000 31 .60 -20
5 5,000 3 500 2 .05 -10

Total $165,000 100 $25,500 100 —
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The BCG Matrix, like all analytical techniques, has some limitations. For example,
viewing every business as either a Star, Cash Cow, Dog, or Question Mark is an oversimpli-
fication; many businesses fall right in the middle of the BCG Matrix and thus are not easily
classified. Furthermore, the BCG Matrix does not reflect whether or not various divisions or
their industries are growing over time; that is, the matrix has no temporal qualities, but rather
it is a snapshot of an organization at a given point in time. Finally, other variables besides
relative market share position and industry growth rate in sales, such as size of the market and
competitive advantages, are important in making strategic decisions about various divisions.

An example BCG Matrix is provided in Figure 6-8. Note in Figure 6-8 that Division 5
had an operating loss of $188 million. Take note how the percent profit column is still
calculated because oftentimes a firm will have a division that incurs a loss for a year. In
terms of the pie slice in circle 5 of the diagram, note that it is a different color from the
positive profit segments in the other circles.

The Internal-External (IE) Matrix

The Internal-External (IE) Matrix positions an organization’s various divisions in a nine-
cell display, illustrated in Figure 6-9. The IE Matrix is similar to the BCG Matrix in that
both tools involve plotting organization divisions in a schematic diagram; this is why they
are both called “portfolio matrices.” Also, the size of each circle represents the percentage
sales contribution of each division, and pie slices reveal the percentage profit contribution
of each division in both the BCG and IE Matrix.

But there are some important differences between the BCG Matrix and the IE Matrix.
First, the axes are different. Also, the IE Matrix requires more information about the divi-
sions than the BCG Matrix. Furthermore, the strategic implications of each matrix are dif-
ferent. For these reasons, strategists in multidivisional firms often develop both the BCG
Matrix and the IE Matrix in formulating alternative strategies. A common practice is to
develop a BCG Matrix and an IE Matrix for the present and then develop projected matri-
ces to reflect expectations of the future. This before-and-after analysis forecasts the
expected effect of strategic decisions on an organization’s portfolio of divisions.

An Example BCG Matrix

RELATIVE MARKET SHARE POSITION (RMSP)

1.0 0.9 0.8 0.7 0.6 0.5 0.4 0.3 0.2 0.1 0.0

+20 } } } } } } } }

+15 +

10 B 1 68%
INDUSTRY SALES
CROWTH +5 = 5 I—C
RATE % 0 v

_5 o= 4 0.1%
> d 18.3%
10 =+
5

-15 <+

-20
Division $ Sales (millions) % Sales $ Profits (millions) % Profits RMSP IG Rate %
1. $5,139 51.5 $799 68.0 0.8 10
2. 2,556 25.6 400 39.0 0.4 05
3. 1,749 17.5 12 1.2 0.2 00
4, 493 49 4 0.1 0.5 -05
5. 42 0.5 —188 (18.3) .02 -10
Total $9,979 100.0 $1,027 100.0
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The Internal-External (IE) Matrix

THE IFE TOTAL WEIGHTED SCORES

« Backward, Forward, or Horizontal Integration
o Market Penetration

Strong Average Weak
» Market Development 3.0t0 4.0 2.0t0 2.99 1.0 to 1.99
e Product Development
Grow and build 3.0 2.0 1.0
4.0 1
High
3.0 t0 4.0 — L L I
THE 3.0 s
EFE .
TOTAL ZAgetd”z‘gg v v VI
WEIGHTED Lo
SCORES 2.0 ——
Low
1.0 0 1.99 VII VIII | IX
1.0 \ \

Hold and maintain
o Market Penetration
e Product Development

N

Harvest or divest

¢ Retrenchment

o Divestiture

Source: Adapted. The IE Matrix was developed from the General Electric (GE) Business Screen Matrix. For a description of the GE Matrix see

Michael Allen, “Diagramming GE’s Planning for What’s WATT,” in R. Allio and M. Pennington, eds., Corporate Planning: Techniques and

Applications (New York: AMACOM, 1979).

The IE Matrix is based on two key dimensions: the IFE total weighted scores on the
x-axis and the EFE total weighted scores on the y-axis. Recall that each division of an
organization should construct an IFE Matrix and an EFE Matrix for its part of the orga-
nization. The total weighted scores derived from the divisions allow construction of the
corporate-level IE Matrix. On the x-axis of the IE Matrix, an IFE total weighted score of
1.0 to 1.99 represents a weak internal position; a score of 2.0 to 2.99 is considered aver-
age; and a score of 3.0 to 4.0 is strong. Similarly, on the y-axis, an EFE total weighted
score of 1.0 to 1.99 is considered low; a score of 2.0 to 2.99 is medium; and a score of
3.0 to 4.0 is high.

The IE Matrix can be divided into three major regions that have different strategy
implications. First, the prescription for divisions that fall into cells I, II, or IV can be
described as grow and build. Intensive (market penetration, market development, and
product development) or integrative (backward integration, forward integration, and
horizontal integration) strategies can be most appropriate for these divisions. Second, divi-
sions that fall into cells III, V, or VII can be managed best with hold and maintain strate-
gies; market penetration and product development are two commonly employed strategies
for these types of divisions. Third, a common prescription for divisions that fall into cells
VI, VIII, or IX is harvest or divest. Successful organizations are able to achieve a portfolio
of businesses positioned in or around cell I in the IE Matrix.

An example of a completed IE Matrix is given in Figure 6-10, which depicts an
organization composed of four divisions. As indicated by the positioning of the cir-
cles, grow and build strategies are appropriate for Division 1, Division 2, and Division
3. Division 4 is a candidate for harvest or divest. Division 2 contributes the greatest
percentage of company sales and thus is represented by the largest circle. Division
1 contributes the greatest proportion of total profits; it has the largest-percentage pie
slice.

As indicated in Figure 6-11, the IE Matrix has five product segments. Note that
Division #1 has the largest revenues (as indicated by the largest circle) and the largest prof-
its (as indicated by the largest pie slice) in the matrix. It is common for organizations to
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FIGURE 6-10

An Example IE Matrix
THE IFE TOTAL WEIGHTED SCORES

Strong Average Weak
3.0 to 4.0 2.0 to 2.99 1.0 to 1.99
4.0
High
3.0t0 4.0
THE 3.0
EFE .
o M
WEIGHTED : :
SCORES 2.0
Low
1.0 to 1.99
1.0
Division Sales Percent Sales  Profits ~ Percent Profits IFE Scores EFE Scores
1 $100 25.0 10 50 3.6 3.2
2 200 50.0 5 25 2.1 3.5
3 50 12.5 4 20 3.1 2.1
4 50 12.5 1 5 1.8 2.5
Total 400 100.0 20 100
FIGURE 6-11
The IE Matrix
THE IFE TOTAL WEIGHTED SCORES
Strong Average Weak
3.0to 4.0 2.0 to 2.99 1.0 to 1.99
4.0
High
3.0 to 4.0
THE 3.0
EFE .
o
WEIGHTED oo
SCORES 2.0
Low
1.0 to 1.99
1.0
Grow and Build
Segments $ Revenue % Revenue $ Profit % Profit  EFE Scores  IFE Scores
1. $7,868 71.5% $3,000 59% 2.5 3
2. 1,241 11.3% 1,000 19% 2 2
3. 1,578 14.3% 800 16% 3 3
4. 90 0.8% 100 2% 2.5 2.5
5. 223 2.1% 200 4% 3 2

Total $11,000 100% $5,100 100% — —
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develop both geographic and product-based IE Matrices to more effectively formulate
strategies and allocate resources among divisions. In addition, firms often prepare an IE (or
BCG) Matrix for competitors. Furthermore, firms will often prepare “before and after” IE
(or BCG) Matrices to reveal the situation at present versus the expected situation after one
year. This latter idea minimizes the limitation of these matrices being a “snapshot in time.”
In performing case analysis, feel free to estimate the IFE and EFE scores for the various
divisions based upon your research into the company and industry—rather than preparing
a separate IE Matrix for each division.

The Grand Strategy Matrix

In addition to the SWOT Matrix, SPACE Matrix, BCG Matrix, and IE Matrix, the Grand
Strategy Matrix has become a popular tool for formulating alternative strategies. All orga-
nizations can be positioned in one of the Grand Strategy Matrix’s four strategy quadrants.
A firm’s divisions likewise could be positioned. As illustrated in Figure 6-12, the Grand
Strategy Matrix is based on two evaluative dimensions: competitive position and market
(industry) growth. Any industry whose annual growth in sales exceeds 5 percent could be
considered to have rapid growth. Appropriate strategies for an organization to consider are
listed in sequential order of attractiveness in each quadrant of the matrix.

Firms located in Quadrant I of the Grand Strategy Matrix are in an excellent strategic
position. For these firms, continued concentration on current markets (market penetration
and market development) and products (product development) is an appropriate strategy. It
is unwise for a Quadrant I firm to shift notably from its established competitive advan-
tages. When a Quadrant I organization has excessive resources, then backward, forward, or
horizontal integration may be effective strategies. When a Quadrant I firm is too heavily
committed to a single product, then related diversification may reduce the risks associated
with a narrow product line. Quadrant I firms can afford to take advantage of external
opportunities in several areas. They can take risks aggressively when necessary.

The Grand Strategy Matrix

RAPID MARKET GROWTH

Quadrant IT Quadrant I
1. Market development 1. Market development
2. Market penetration 2. Market penetration
3. Product development 3. Product development
4. Horizontal integration 4. Forward integration
5. Divestiture 5. Backward integration
6. Liquidation 6. Horizontal integration

7. Related diversification

WEAK
COMPETITIVE
POSITION
Quadrant IIT Quadrant IV
1. Retrenchment 1. Related diversification
2. Related diversification 2. Unrelated diversification
3. Unrelated diversification 3. Joint ventures

4. Divestiture
5. Liquidation

SLOW MARKET GROWTH

Source: Adapted from Roland Christensen, Norman Berg, and Malcolm Salter, Policy Formulation and Administration (Homewood, IL: Richard

D. Irwin, 1976): 16-18.

COMPETITIVE
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Firms positioned in Quadrant II need to evaluate their present approach to the market-
place seriously. Although their industry is growing, they are unable to compete effectively,
and they need to determine why the firm’s current approach is ineffective and how the
company can best change to improve its competitiveness. Because Quadrant II firms are in a
rapid-market-growth industry, an intensive strategy (as opposed to integrative or diversifica-
tion) is usually the first option that should be considered. However, if the firm is lacking a
distinctive competence or competitive advantage, then horizontal integration is often a desir-
able alternative. As a last resort, divestiture or liquidation should be considered. Divestiture
can provide funds needed to acquire other businesses or buy back shares of stock.

Quadrant III organizations compete in slow-growth industries and have weak compet-
itive positions. These firms must make some drastic changes quickly to avoid further
decline and possible liquidation. Extensive cost and asset reduction (retrenchment) should
be pursued first. An alternative strategy is to shift resources away from the current business
into different areas (diversify). If all else fails, the final options for Quadrant III businesses
are divestiture or liquidation.

Finally, Quadrant IV businesses have a strong competitive position but are in a slow-
growth industry. These firms have the strength to launch diversified programs into more
promising growth areas: Quadrant IV firms have characteristically high cash-flow levels
and limited internal growth needs and often can pursue related or unrelated diversification
successfully. Quadrant IV firms also may pursue joint ventures.

The Decision Stage

Analysis and intuition provide a basis for making strategy-formulation decisions. The
matching techniques just discussed reveal feasible alternative strategies. Many of these
strategies will likely have been proposed by managers and employees participating in the
strategy analysis and choice activity. Any additional strategies resulting from the matching
analyses could be discussed and added to the list of feasible alternative options. As indi-
cated earlier in this chapter, participants could rate these strategies on a 1 to 4 scale so that
a prioritized list of the best strategies could be achieved.

The Quantitative Strategic Planning Matrix (QSPM)

Other than ranking strategies to achieve the prioritized list, there is only one analytical
technique in the literature designed to determine the relative attractiveness of feasible
alternative actions. This technique is the Quantitative Strategic Planning Matrix (QSPM),
which comprises Stage 3 of the strategy-formulation analytical framework.® This tech-
nique objectively indicates which alternative strategies are best. The QSPM uses input
from Stage 1 analyses and matching results from Stage 2 analyses to decide objectively
among alternative strategies. That is, the EFE Matrix, IFE Matrix, and Competitive Profile
Matrix that make up Stage 1, coupled with the SWOT Matrix, SPACE Matrix, BCG
Matrix, IE Matrix, and Grand Strategy Matrix that make up Stage 2, provide the needed
information for setting up the QSPM (Stage 3). The QSPM is a tool that allows strategists
to evaluate alternative strategies objectively, based on previously identified external and
internal critical success factors. Like other strategy-formulation analytical tools, the
QSPM requires good intuitive judgment.

The basic format of the QSPM is illustrated in Table 6-6. Note that the left column of
a QSPM consists of key external and internal factors (from Stage 1), and the top row
consists of feasible alternative strategies (from Stage 2). Specifically, the left column of a
QSPM consists of information obtained directly from the EFE Matrix and IFE Matrix. In a
column adjacent to the critical success factors, the respective weights received by each
factor in the EFE Matrix and the IFE Matrix are recorded.

The top row of a QSPM consists of alternative strategies derived from the SWOT
Matrix, SPACE Matrix, BCG Matrix, IE Matrix, and Grand Strategy Matrix. These match-
ing tools usually generate similar feasible alternatives. However, not every strategy
suggested by the matching techniques has to be evaluated in a QSPM. Strategists should
use good intuitive judgment in selecting strategies to include in a QSPM.
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The Quantitative Strategic Planning Matrix—QSPM

Strategic Alternatives

Key Factors Weight Strategy 1 Strategy 2

Strategy 3

Key External Factors

Economy
Political/Legal/Governmental
Social/Cultural/Demographic/Environmental
Technological

Competitive

Key Internal Factors

Management

Marketing

Finance/Accounting
Production/Operations

Research and Development
Management Information Systems

Conceptually, the QSPM determines the relative attractiveness of various strategies based
on the extent to which key external and internal critical success factors are capitalized upon or
improved. The relative attractiveness of each strategy within a set of alternatives is computed
by determining the cumulative impact of each external and internal critical success factor. Any
number of sets of alternative strategies can be included in the QSPM, and any number of
strategies can make up a given set, but only strategies within a given set are evaluated relative
to each other. For example, one set of strategies may include diversification, whereas another
set may include issuing stock and selling a division to raise needed capital. These two sets of
strategies are totally different, and the QSPM evaluates strategies only within sets. Note in
Table 6-6 that three strategies are included, and they make up just one set.

A QSPM for a retail computer store is provided in Table 6-7. This example illustrates
all the components of the QSPM: Strategic Alternatives, Key Factors, Weights,
Attractiveness Scores (AS), Total Attractiveness Scores (TAS), and the Sum Total
Attractiveness Score. The three new terms just introduced—(1) Attractiveness Scores, (2)
Total Attractiveness Scores, and (3) the Sum Total Attractiveness Score—are defined and
explained as the six steps required to develop a QSPM are discussed:

Step 1 Make a list of the firm’s key external opportunities/threats and internal
strengths/weaknesses in the left column of the QSPM. This information should be
taken directly from the EFE Matrix and IFE Matrix. A minimum of 10 external key
success factors and 10 internal key success factors should be included in the QSPM.

Step 2 Assign weights to each key external and internal factor. These weights are identi-
cal to those in the EFE Matrix and the IFE Matrix. The weights are presented in a
straight column just to the right of the external and internal critical success factors.

Step 3 Examine the Stage 2 (matching) matrices, and identify alternative strategies that
the organization should consider implementing. Record these strategies in the top
row of the QSPM. Group the strategies into mutually exclusive sets if possible.

Step 4 Determine the Attractiveness Scores (AS) defined as numerical values that indi-
cate the relative attractiveness of each strategy in a given set of alternatives.
Attractiveness Scores (AS) are determined by examining each key external or inter-
nal factor, one at a time, and asking the question “Does this factor affect the choice
of strategies being made?” If the answer to this question is yes, then the strategies
should be compared relative to that key factor. Specifically, Attractiveness Scores
should be assigned to each strategy to indicate the relative attractiveness of one
strategy over others, considering the particular factor. The range for Attractiveness
Scores is 1 = not attractive, 2 = somewhat attractive, 3 = reasonably attractive, and
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A QSPM for a Retail Computer Store

STRATEGIC ALTERNATIVES

1 2
Buy New Land
and Build New Fully Renovate
Larger Store Existing Store
Key Factors Weight AS TAS AS TAS
Opportunities
1. Population of city growing 10% 0.10 4 0.40 2 0.20
2. Rival computer store opening 1 mile away 0.10 2 0.20 4 0.40
3. Vehicle traffic passing store up 12% 0.08 1 0.08 4 0.32
4. Vendors average six new products/year 0.05 — —
5. Senior citizen use of computers up 8% 0.05 — —
6. Small business growth in area up 10% 0.10 — —
7. Desire for Web sites up 18% by Realtors 0.06 — —
8. Desire for Web sites up 12% by small firms 0.06 — —
Threats
1. Best Buy opening new store nearby in 1 year 0.15 4 0.60 3 0.45
2. Local university offers computer repair 0.08 — —
3. New bypass for Hwy 34 in 1 year will divert traffic 0.12 4 0.48 1 0.12
4. New mall being built nearby 0.08 2 0.16 4 0.32
5. Gas prices up 14% 0.04 — —
6. Vendors raising prices 8% 0.03 — —
1.00
Strengths
1. Inventory turnover increased from 5.8 to 6.7 0.05 — —
2. Average customer purchase increased from $97 to $128 0.07 2 0.14 4 0.28
3. Employee morale is excellent 0.10 — —
4. In-store promotions resulted in 20% increase in sales 0.05 — —
5. Newspaper advertising expenditures increased 10% 0.02 — —
6. Revenues from repair/service segment of store up 16% 0.15 4 0.60 3 0.45
7. In-store technical support personnel have MIS college degrees 0.05 — —
8. Store’s debt-to-total assets ratio declined to 34% 0.03 4 0.12 2 0.06
9. Revenues per employee up 19% 0.02 — —
Weaknesses
1. Revenues from software segment of store down 12% 0.10 — —
2. Location of store negatively impacted by new Hwy 34 0.15 4 0.60 1 0.15
3. Carpet and paint in store somewhat in disrepair 0.02 1 0.02 4 0.08
4. Bathroom in store needs refurbishing 0.02 1 0.02 4 0.08
5. Revenues from businesses down 8% 0.04 3 0.12 4 0.16
6. Store has no Web site 0.05 — —
7. Supplier on-time delivery increased to 2.4 days 0.03 — —
8. Often customers have to wait to check out 0.05 2 0.10 4 0.20
Total 1.00 4.36 3.27
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4 = highly attractive. By attractive, we mean the extent that one strategy, compared
to others, enables the firm to either capitalize on the strength, improve on the
weakness, exploit the opportunity, or avoid the threat. Work row by row in devel-
oping a QSPM. If the answer to the previous question is no, indicating that the
respective key factor has no effect upon the specific choice being made, then do
not assign Attractiveness Scores to the strategies in that set. Use a dash to indicate
that the key factor does not affect the choice being made. Note: If you assign an
AS score to one strategy, then assign AS score(s) to the other. In other words, if
one strategy receives a dash, then all others must receive a dash in a given row.

Step 5 Compute the Total Attractiveness Scores. Total Attractiveness Scores (TAS) are
defined as the product of multiplying the weights (Step 2) by the Attractiveness
Scores (Step 4) in each row. The Total Attractiveness Scores indicate the relative
attractiveness of each alternative strategy, considering only the impact of the
adjacent external or internal critical success factor. The higher the Total
Attractiveness Score, the more attractive the strategic alternative (considering
only the adjacent critical success factor).

Step 6 Compute the Sum Total Attractiveness Score. Add Total Attractiveness Scores in
each strategy column of the QSPM. The Sum Total Attractiveness Scores (STAS)
reveal which strategy is most attractive in each set of alternatives. Higher scores
indicate more attractive strategies, considering all the relevant external and internal
factors that could affect the strategic decisions. The magnitude of the difference
between the Sum Total Attractiveness Scores in a given set of strategic alternatives
indicates the relative desirability of one strategy over another.

In Table 6-7, two alternative strategies—(1) buy new land and build new larger store and
(2) fully renovate existing store—are being considered by a computer retail store. Note by sum
total attractiveness scores of 4.63 versus 3.27 that the analysis indicates the business should buy
new land and build a new larger store. Note the use of dashes to indicate which factors do not
affect the strategy choice being considered. If a particular factor affects one strategy but not the
other, it affects the choice being made, so attractiveness scores should be recorded for both
strategies. Never rate one strategy and not the other. Note also in Table 6-7 that there are no dou-
ble 1’s,2’s, 3’s, or 4’s in a row. Never duplicate scores in a row. Never work column by column;
always prepare a QSPM working row by row. If you have more than one strategy in the QSPM,
then let the AS scores range from 1 to “the number of strategies being evaluated.” This will
enable you to have a different AS score for each strategy. These are all important guidelines to
follow in developing a QSPM. In actual practice, the store did purchase the new land and build
a new store; the business also did some minor refurbishing until the new store was operational.

There should be a rationale for each AS score assigned. Note in Table 6-7 in the first row
that the “city population growing 10 percent annually”” opportunity could be capitalized on best
by strategy 1, “building the new, larger store,” so an AS score of 4 was assigned to Strategy 1.
AS scores, therefore, are not mere guesses; they should be rational, defensible, and reasonable.

Avoid giving each strategy the same AS score. Note in Table 6-7 that dashes are
inserted all the way across the row when used. Also note that double 4’s, or double 3’s, or
double 2’s, or double 1’s are never in a given row. Again work row by row, not column by
column. These are important guidelines to follow in constructing a QSPM.

Positive Features and Limitations of the QSPM

A positive feature of the QSPM is that sets of strategies can be examined sequentially or
simultaneously. For example, corporate-level strategies could be evaluated first, followed
by division-level strategies, and then function-level strategies. There is no limit to the
number of strategies that can be evaluated or the number of sets of strategies that can be
examined at once using the QSPM.

Another positive feature of the QSPM is that it requires strategists to integrate per-
tinent external and internal factors into the decision process. Developing a QSPM
makes it less likely that key factors will be overlooked or weighted inappropriately.
A QSPM draws attention to important relationships that affect strategy decisions.
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Although developing a QSPM requires a number of subjective decisions, making small
decisions along the way enhances the probability that the final strategic decisions will
be best for the organization. A QSPM can be adapted for use by small and large
for-profit and nonprofit organizations so can be applied to virtually any type of organi-
zation. A QSPM can especially enhance strategic choice in multinational firms because
many key factors and strategies can be considered at once. It also has been applied
successfully by a number of small businesses.’

The QSPM is not without some limitations. First, it always requires intuitive judg-
ments and educated assumptions. The ratings and attractiveness scores require judgmental
decisions, even though they should be based on objective information. Discussion among
strategists, managers, and employees throughout the strategy-formulation process, includ-
ing development of a QSPM, is constructive and improves strategic decisions.
Constructive discussion during strategy analysis and choice may arise because of genuine
differences of interpretation of information and varying opinions. Another limitation of the
QSPM is that it can be only as good as the prerequisite information and matching analyses
upon which it is based.

Cultural Aspects of Strategy Choice

All organizations have a culture. Culture includes the set of shared values, beliefs,
attitudes, customs, norms, personalities, heroes, and heroines that describe a firm. Culture
is the unique way an organization does business. It is the human dimension that creates
solidarity and meaning, and it inspires commitment and productivity in an organization
when strategy changes are made. All human beings have a basic need to make sense of the
world, to feel in control, and to make meaning. When events threaten meaning, individuals
react defensively. Managers and employees may even sabotage new strategies in an effort
to recapture the status quo.

It is beneficial to view strategic management from a cultural perspective because
success often rests upon the degree of support that strategies receive from a firm’s culture.
If a firm’s strategies are supported by cultural products such as values, beliefs, rites, rituals,
ceremonies, stories, symbols, language, heroes, and heroines, then managers often can
implement changes swiftly and easily. However, if a supportive culture does not exist and
is not cultivated, then strategy changes may be ineffective or even counterproductive.
A firm’s culture can become antagonistic to new strategies, and the result of that antago-
nism may be confusion and disarray.

Strategies that require fewer cultural changes may be more attractive because exten-
sive changes can take considerable time and effort. Whenever two firms merge, it becomes
especially important to evaluate and consider culture-strategy linkages.

Culture provides an explanation for the difficulties a firm encounters when it attempts
to shift its strategic direction, as the following statement explains:

Not only has the “right” corporate culture become the essence and foundation of
corporate excellence, but success or failure of needed corporate reforms hinges on
management’s sagacity and ability to change the firm’s driving culture in time and in
tune with required changes in strategies.®

The Politics of Strategy Choice

All organizations are political. Unless managed, political maneuvering consumes valuable
time, subverts organizational objectives, diverts human energy, and results in the loss of
some valuable employees. Sometimes political biases and personal preferences get unduly
embedded in strategy choice decisions. Internal politics affect the choice of strategies in all
organizations. The hierarchy of command in an organization, combined with the career
aspirations of different people and the need to allocate scarce resources, guarantees the
formation of coalitions of individuals who strive to take care of themselves first and the
organization second, third, or fourth. Coalitions of individuals often form around key



CHAPTER 6  STRATEGY ANALYSIS AND CHOICE

strategy issues that face an enterprise. A major responsibility of strategists is to guide the
development of coalitions, to nurture an overall team concept, and to gain the support of
key individuals and groups of individuals.

In the absence of objective analyses, strategy decisions too often are based on the poli-
tics of the moment. With development of improved strategy-formation tools, political factors
become less important in making strategic decisions. In the absence of objectivity, political
factors sometimes dictate strategies, and this is unfortunate. Managing political relationships
is an integral part of building enthusiasm and esprit de corps in an organization.

A classic study of strategic management in nine large corporations examined the polit-
ical tactics of successful and unsuccessful strategists.” Successful strategists were found to
let weakly supported ideas and proposals die through inaction and to establish additional
hurdles or tests for strongly supported ideas considered unacceptable but not openly
opposed. Successful strategists kept a low political profile on unacceptable proposals and
strived to let most negative decisions come from subordinates or a group consensus,
thereby reserving their personal vetoes for big issues and crucial moments. Successful
strategists did a lot of chatting and informal questioning to stay abreast of how things were
progressing and to know when to intervene. They led strategy but did not dictate it. They
gave few orders, announced few decisions, depended heavily on informal questioning, and
sought to probe and clarify until a consensus emerged.

Successful strategists generously and visibly rewarded key thrusts that succeeded.
They assigned responsibility for major new thrusts to champions, the individuals most
strongly identified with the idea or product and whose futures were linked to its success.
They stayed alert to the symbolic impact of their own actions and statements so as not to
send false signals that could stimulate movements in unwanted directions.

Successful strategists ensured that all major power bases within an organization were
represented in, or had access to, top management. They interjected new faces and new
views into considerations of major changes. This is important because new employees and
managers generally have more enthusiasm and drive than employees who have been with
the firm a long time. New employees do not see the world the same old way; nor do they
act as screens against changes. Successful strategists minimized their own political expo-
sure on highly controversial issues and in circumstances in which major opposition from
key power centers was likely. In combination, these findings provide a basis for managing
political relationships in an organization.

Because strategies must be effective in the marketplace and capable of gaining
internal commitment, the following tactics used by politicians for centuries can aid
strategists:

* Equifinality—TIt is often possible to achieve similar results using different means or
paths. Strategists should recognize that achieving a successful outcome is more
important than imposing the method of achieving it. It may be possible to generate
new alternatives that give equal results but with far greater potential for gaining
commitment.

e Saftisfying—Achieving satisfactory results with an acceptable strategy is far better
than failing to achieve optimal results with an unpopular strategy.

e Generalization—Shifting focus from specific issues to more general ones may
increase strategists’ options for gaining organizational commitment.

e Focus on Higher-Order Issues—By raising an issue to a higher level, many short-
term interests can be postponed in favor of long-term interests. For instance, by
focusing on issues of survival, the airline and automotive industries were able to
persuade unions to make concessions on wage increases.

e Provide Political Access on Important Issues—Strategy and policy decisions with
significant negative consequences for middle managers will motivate intervention
behavior from them. If middle managers do not have an opportunity to take a
position on such decisions in appropriate political forums, they are capable of
successfully resisting the decisions after they are made. Providing such political
access provides strategists with information that otherwise might not be available
and that could be useful in managing intervention behavior.!0
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Governance Issues

A “director,” according to Webster’s Dictionary, is “one of a group of persons entrusted
with the overall direction of a corporate enterprise.” A board of directors is a group of
individuals who are elected by the ownership of a corporation to have oversight and guid-
ance over management and who look out for shareholders’ interests. The act of oversight
and direction is referred to as governance. The National Association of Corporate
Directors defines governance as “the characteristic of ensuring that long-term strategic
objectives and plans are established and that the proper management structure is in place
to achieve those objectives, while at the same time making sure that the structure func-
tions to maintain the corporation’s integrity, reputation, and responsibility to its various
constituencies.” This broad scope of responsibility for the board shows how boards are
being held accountable for the entire performance of the firm. In the Worldcom, Tyco,
and Enron bankruptcies and scandals, the firms’ boards of directors were sued by share-
holders for mismanaging their interests. New accounting rules in the United States and
Europe now enhance corporate-governance codes and require much more extensive
financial disclosure among publicly held firms. The roles and duties of a board of direc-
tors can be divided into four broad categories, as indicated in Table 6-8.

The recession and credit crunch of 2008—2009 prompted shareholders to become
more wary of boards of directors. Shareholders of hundreds of firms are demanding that
their boards do a better job of governing corporate America.!! New compensation policies
are needed as well as direct shareholder involvement in some director activities. For

Board of Director Duties and Responsibilities

1. CONTROL AND OVERSIGHT OVER MANAGEMENT

Select the Chief Executive Officer (CEO).

Sanction the CEO’s team.

Provide the CEO with a forum.

Ensure managerial competency.

Evaluate management’s performance.

Set management’s salary levels, including fringe benefits.
Guarantee managerial integrity through continuous auditing.
Chart the corporate course.

Devise and revise policies to be implemented by management.

2. ADHERENCE TO LEGAL PRESCRIPTIONS

Keep abreast of new laws.

Ensure the entire organization fulfills legal prescriptions.
Pass bylaws and related resolutions.

Select new directors.

Approve capital budgets.

Authorize borrowing, new stock issues, bonds, and so on.

3. CONSIDERATION OF STAKEHOLDERS’ INTERESTS

Monitor product quality.

Facilitate upward progression in employee quality of work life.

Review labor policies and practices.

Improve the customer climate.

Keep community relations at the highest level.

Use influence to better governmental, professional association, and educational contacts.
Maintain good public image.

4. ADVANCEMENT OF STOCKHOLDERS’ RIGHTS

Preserve stockholders’ equity.

Stimulate corporate growth so that the firm will survive and flourish.
Guard against equity dilution.

Ensure equitable stockholder representation.

Inform stockholders through letters, reports, and meetings.

Declare proper dividends.

Guarantee corporate survival.

®
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example, boards could require CEOs to groom possible replacements from inside the firm
because exorbitant compensation is most often paid to new CEOs coming from outside the
firm.

Shareholders are also upset at boards for allowing CEOs to receive huge end-of-year
bonuses when the firm’s stock price drops drastically during the year.'> For example,
Chesapeake Energy Corp. and its board of directors are under fire from shareholders for
paying Chairman and CEO Aubrey McClendon $112 million in 2008 as the firm’s stock
price plummeted. Investor Jeffrey Bronchick wrote in a letter to the Chesapeake board that
the CEO’s compensation was a “near perfect illustration of the complete collapse of appro-
priate corporate governance.”

Until recently, boards of directors did most of their work sitting around polished
wooden tables. However, Hewlett-Packard’s directors, among many others, now log on to
their own special board Web site twice a week and conduct business based on extensive
confidential briefing information posted there by the firm’s top management team. Then
the board members meet face to face and fully informed every two months to discuss the
biggest issues facing the firm. Even the decision of whether to locate operations in coun-
tries with low corporate tax rates would be reviewed by a board of directors.

Today, boards of directors are composed mostly of outsiders who are becoming
more involved in organizations’ strategic management. The trend in the United States is
toward much greater board member accountability with smaller boards, now averaging
12 members rather than 18 as they did a few years ago. BusinessWeek recently evaluated
the boards of most large U.S. companies and provided the following “principles of good
governance’”:

1. No more than two directors are current or former company executives.

2. No directors do business with the company or accept consulting or legal fees from
the firm.

3. The audit, compensation, and nominating committees are made up solely of outside
directors.

4. Each director owns a large equity stake in the company, excluding stock options.

5. Atleast one outside director has extensive experience in the company’s core busi-
ness and at least one has been CEO of an equivalent-size company.

6. Fully employed directors sit on no more than four boards and retirees sit on no
more than seven.

7. Each director attends at least 75 percent of all meetings.

8. The board meets regularly without management present and evaluates its own
performance annually.

9. The audit committee meets at least four times a year.

10. The board is frugal on executive pay, diligent in CEO succession oversight
responsibilities, and prompt to act when trouble arises.

11. The CEO is not also the chairperson of the board.

12.  Shareholders have considerable power and information to choose and replace
directors.

13.  Stock options are considered a corporate expense.

14. There are no interlocking directorships (where a director or CEO sits on another
director’s board).!3

Being a member of a board of directors today requires much more time, is much more
difficult, and requires much more technical knowledge and financial commitment than in
the past. Jeff Sonnerfeld, associate dean of the Yale School of Management, says, “Boards
of directors are now rolling up their sleeves and becoming much more closely involved
with management decision making.” Since the Enron and Worldcom scandals, company
CEOs and boards are required to personally certify financial statements; company loans to
company executives and directors are illegal; and there is faster reporting of insider stock
transactions.

Just as directors are beginning to place more emphasis on staying informed about an
organization’s health and operations, they are also taking a more active role in ensuring
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that publicly issued documents are accurate representations of a firm’s status. It is becom-
ing widely recognized that a board of directors has legal responsibilities to stockholders
and society for all company activities, for corporate performance, and for ensuring that a
firm has an effective strategy. Failure to accept responsibility for auditing or evaluating a
firm’s strategy is considered a serious breach of a director’s duties. Stockholders, govern-
ment agencies, and customers are filing legal suits against directors for fraud, omissions,
inaccurate disclosures, lack of due diligence, and culpable ignorance about a firm’s opera-
tions with increasing frequency. Liability insurance for directors has become exceptionally
expensive and has caused numerous directors to resign.

The Sarbanes-Oxley Act resulted in scores of boardroom overhauls among publicly
traded companies. The jobs of chief executive and chairman are now held by separate per-
sons, and board audit committees must now have at least one financial expert as a member.
Board audit committees now meet 10 or more times per year, rather than 3 or 4 times as
they did prior to the act. The act put an end to the “country club” atmosphere of most
boards and has shifted power from CEOs to directors. Although aimed at public compa-
nies, the act has also had a similar impact on privately owned companies.'4

In Sweden, a new law has recently been passed requiring 25 percent female represen-
tation in boardrooms. The Norwegian government has passed a similar law that requires 40
percent of corporate director seats to go to women. In the United States, women currently
hold about 13 percent of board seats at S&P 500 firms and 10 percent at S&P 1,500 firms.
The Investor Responsibility Research Center in Washington, D.C. reports that minorities
hold just 8.8 percent of board seats of S&P 1,500 companies. Progressive firms realize that
women and minorities ask different questions and make different suggestions in board-
rooms than white men, which is helpful because women and minorities comprise much of
the consumer base everywhere.

A direct response of increased pressure on directors to stay informed and execute their
responsibilities is that audit committees are becoming commonplace. A board of directors
should conduct an annual strategy audit in much the same fashion that it reviews the
annual financial audit. In performing such an audit, a board could work jointly with oper-
ating management and/or seek outside counsel. Boards should play a role beyond that of
performing a strategic audit. They should provide greater input and advice in the strategy-
formulation process to ensure that strategists are providing for the long-term needs of the
firm. This is being done through the formation of three particular board committees: nom-
inating committees to propose candidates for the board and senior officers of the firm;
compensation committees to evaluate the performance of top executives and determine the
terms and conditions of their employment; and audit committees to give board-level atten-
tion to company accounting and financial policies and performance.

Conclusion

The essence of strategy formulation is an assessment of whether an organization is
doing the right things and how it can be more effective in what it does. Every organi-
zation should be wary of becoming a prisoner of its own strategy, because even the
best strategies become obsolete sooner or later. Regular reappraisal of strategy helps
management avoid complacency. Objectives and strategies should be consciously
developed and coordinated and should not merely evolve out of day-to-day operating
decisions.

An organization with no sense of direction and no coherent strategy precipitates its
own demise. When an organization does not know where it wants to go, it usually ends up
some place it does not want to be. Every organization needs to consciously establish and
communicate clear objectives and strategies.

Modern strategy-formulation tools and concepts are described in this chapter and inte-
grated into a practical three-stage framework. Tools such as the SWOT Matrix, SPACE
Matrix, BCG Matrix, IE Matrix, and QSPM can significantly enhance the quality of strate-
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gic decisions, but they should never be used to dictate the choice of strategies. Behavioral,
cultural, and political aspects of strategy generation and selection are always important to
consider and manage. Because of increased legal pressure from outside groups, boards of
directors are assuming a more active role in strategy analysis and choice. This is a positive

trend for organizations.
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Issues for Review and Discussion

1. Many multidivisional firms do not report revenues or profits by division or segment in their
Form 10K or Annual Report. What are the pros and cons of this management practice?

Discuss.

2. Define halo error. How can halo error inhibit selecting the best strategies to pursue?

3. List six drawbacks of using only subjective information in formulating strategies.

4. For a firm that you know well, give an example SO Strategy, showing how an internal
strength can be matched with an external opportunity to formulate a strategy.

5. For a firm that you know well, give an example WT Strategy, showing how an internal weak-
ness can be matched with an external threat to formulate a strategy.

6.  List three limitations of the SWOT matrix and analysis.

7. For the following three firms using the given factors, calculate a reasonable Stability Position
(SP) coordinate to go on their SPACE Matrix axis, given what you know about the nature

of those industries.

Factors Winnebago

U.S. Postal Service

Barriers to entry into market
Seasonal nature of business
Technological changes

SP Score

8. Would the angle or degrees of the vector in a SPACE Matrix be important in generating

alternative strategies? Explain.
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10.

11.

12.

13.

14.

15.
16.

17.

18.

19.

20.

21.

22.

23.

24.
25.
26.
217.
28.
29.
30.
31.
32.
33.
34.

35.

36.
37.

On the Competitive Position (CP) axis of a SPACE Matrix, what level of capacity utilization
would be necessary for you to give the firm a negative 1? Negative 7?7 Why?

If a firm has weak financial position and competes in an unstable industry, in which quadrant
will the SPACE vector lie?

Describe a situation where the SPACE analysis would have no vector. In other words,
describe a situation where the SPACE analysis coordinate would be (0,0). What should an
analyst do in this situation?

Develop a BCG Matrix for your university. Because your college does not generate profits,
what would be a good surrogate for the pie slice values? How many circles do you have and
how large are they? Explain.

In a BCG Matrix, would the Question Mark quadrant or the Cash Cow quadrant be more
desirable? Explain.

Would a BCG Matrix and analysis be worth performing if you do not know the profits of
each segment? Why?

What major limitations of the BCG Matrix does the IE Matrix overcome?

In an IE Matrix, do you believe it is more advantageous for a division to be located in quad-
rant IT or IV? Why?

Develop a 2 x 2 x 2 QSPM for an organization of your choice (i.e., two strengths, two weak-
nesses, two opportunities, two threats, and two strategies). Follow all the QSPM guidelines
presented in the chapter.

Give an example of “equifinality” as defined in the chapter.

Do you believe the reasons to disclose by-segment financial information offset the reasons
not to disclose by-segment financial information? Explain why or why not.

How would application of the strategy-formulation framework differ from a small to a large
organization?

What types of strategies would you recommend for an organization that achieves total
weighted scores of 3.6 on the IFE and 1.2 on the EFE Matrix?

Given the following information, develop a SPACE Matrix for the XYZ Corporation:
FP=+2; SP=—6; CP =—2; IP = +4.

Given the information in the following table, develop a BCG Matrix and an IE Matrix:

Divisions 1 2 3

Profits $10 $15 $25
Sales $100 $50 $100
Relative Market Share 0.2 0.5 0.8
Industry Growth Rate +.20 +.10 —.10
IFE Total Weighted Scores 1.6 3.1 2.2
EFE Total Weighted Scores 2.5 1.8 33

Explain the steps involved in developing a QSPM.

How would you develop a set of objectives for your school or business?

What do you think is the appropriate role of a board of directors in strategic management? Why?
Discuss the limitations of various strategy-formulation analytical techniques.

Explain why cultural factors should be an important consideration in analyzing and choosing
among alternative strategies.

How are the SWOT Matrix, SPACE Matrix, BCG Matrix, IE Matrix, and Grand Strategy
Matrix similar? How are they different?

How would for-profit and nonprofit organizations differ in their applications of the strategy-
formulation framework?

Develop a SPACE Matrix for a company that is weak financially and is a weak competitor.
The industry for this company is pretty stable, but the industry’s projected growth in revenues
and profits is not good. Label all axes and quadrants.

List four limitations of a BCG Matrix.

Make up an example to show clearly and completely that you can develop an IE Matrix for

a three-division company, where each division has $10, $20, and $40 in revenues and $2, $4,
and $1 in profits. State other assumptions needed. Label axes and quadrants.

What procedures could be necessary if the SPACE vector falls right on the axis between the
Competitive and Defensive quadrants?

In a BCG Matrix or the Grand Strategy Matrix, what would you consider to be a rapid
market (or industry) growth rate?

What are the pros and cons of a company (and country) participating in a Sustainability Report?
How does the Sarbanes-Oxley Act of 2002 impact boards of directors?
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38.  Rank BusinessWeek’s “principles of good governance” from 1 to 14 (1 being most important
and 14 least important) to reveal your assessment of these new rules.

39.  Why is it important to work row by row instead of column by column in preparing a QSPM?

40. Why should one avoid putting double 4’s in a row in preparing a QSPM?

41.  Envision a QSPM with no weight column. Would that still be a useful analysis? Why or why
not? What do you lose by deleting the weight column?

42.  Prepare a BCG Matrix for a two-division firm with sales of $5 and $8 versus profits of $3 and
$1, respectively. State assumptions for the RMSP and IGR axes to enable you to construct the
diagram.

43.  Consider developing a before-and-after BCG or IE Matrix to reveal the expected results of
your proposed strategies. What limitation of the analysis would this procedure overcome
somewhat?

44. If a firm has the leading market share in its industry, where on the BCG Matrix would the
circle lie?

45. If a firm competes in a very unstable industry, such as telecommunications, where on the SP
axis of the SPACE Matrix would you plot the appropriate point?

46.  Why do you think the SWOT Matrix is the most widely used of all strategy matrices?

47.  The strategy templates described at the www.strategyclub.com Web site have templates for
all of the Chapter 6 matrices. How could those templates be useful in preparing an example
BCG or IE Matrix?
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ASSURANCE OF LEARNING EXERCISES

Assurance of Learning Exercise 6A

Developing a SWOT Matrix for McDonald’s

Purpose

The most widely used strategy-formulation technique among U.S. firms is the SWOT Matrix.
This exercise requires the development of a SWOT Matrix for McDonald’s. Matching key exter-
nal and internal factors in a SWOT Matrix requires good intuitive and conceptual skills. You will
improve with practice in developing a SWOT Matrix.

Instructions

Recall from Experiential Exercise 1A that you already may have determined McDonald’s exter-
nal opportunities/threats and internal strengths/weaknesses. This information could be used to
complete this exercise. Follow the steps outlined as follows:

Step 1 On a separate sheet of paper, construct a large nine-cell diagram that will represent your SWOT
Matrix. Appropriately label the cells.

Step 2 Appropriately record McDonald’s opportunities/threats and strengths/weaknesses in your
diagram.

Step 3 Match external and internal factors to generate feasible alternative strategies for McDonald’s.

Record SO, WO, ST, and WT strategies in the appropriate cells of the SWOT Matrix. Use the
proper notation to indicate the rationale for the strategies. You do not necessarily have to have
strategies in all four strategy cells.

Step 4 Compare your SWOT Matrix to another student’s SWOT Matrix. Discuss any major
differences.

Assurance of Learning Exercise 6B

Developing a SPACE Matrix for McDonald’s

Purpose

Should McDonald’s pursue aggressive, conservative, competitive, or defensive strategies? Develop a
SPACE Matrix for McDonald’s to answer this question. Elaborate on the strategic implications of
your directional vector. Be specific in terms of strategies that could benefit McDonald’s.

Instructions

Step 1 Join with two other people in class and develop a joint SPACE Matrix for McDonald’s.

Step 2 Diagram your SPACE Matrix on the board. Compare your matrix with other team’s matrices.
Step 3 Discuss the implications of your SPACE Matrix.

Assurance of Learning Exercise 6C

Developing a BCG Matrix for McDonald’s

Purpose

Portfolio matrices are widely used by multidivisional organizations to help identify and select
strategies to pursue. A BCG analysis identifies particular divisions that should receive fewer
resources than others. It may identify some divisions that need to be divested. This exercise can
give you practice developing a BCG Matrix.



206

PART 2 ¢ STRATEGY FORMULATION

Instructions

Step 1 Place the following five column headings at the top of a separate sheet of paper: Divisions,
Revenues, Profits, Relative Market Share Position, Industry Growth Rate. Down the far left of
your page, list MCD’s geographic divisions. Now turn back to the Cohesion Case and find infor-
mation to fill in all the cells in your data table from page 30.

Step 2 Complete a BCG Matrix for McDonald’s.

Step 3 Compare your BCG Matrix to other students’ matrices. Discuss any major differences.

Assurance of Learning Exercise 6D

Developing a QSPM for McDonald’s

Purpose

This exercise can give you practice developing a Quantitative Strategic Planning Matrix to deter-
mine the relative attractiveness of various strategic alternatives.

Instructions

Step 1 Join with two other students in class to develop a joint QSPM for McDonald’s.

Step 2 Go to the blackboard and record your strategies and their Sum Total Attractiveness Score.
Compare your team’s strategies and Sum Total Attractiveness Score to those of other teams. Be
sure not to assign the same AS score in a given row. Recall that dashes should be inserted all the
way across a given row when used.

Step 3 Discuss any major differences.

Assurance of Learning Exercise 6E

Formulating Individual Strategies

Purpose

Individuals and organizations are alike in many ways. Each has competitors, and each should
plan for the future. Every individual and organization faces some external opportunities and
threats and has some internal strengths and weaknesses. Both individuals and organizations
establish objectives and allocate resources. These and other similarities make it possible for
individuals to use many strategic-management concepts and tools. This exercise is designed to
demonstrate how the SWOT Matrix can be used by individuals to plan their futures. As one
nears completion of a college degree and begins interviewing for jobs, planning can be partic-
ularly important.

Instructions

On a separate sheet of paper, construct a SWOT Matrix. Include what you consider to be your major
external opportunities, your major external threats, your major strengths, and your major weaknesses.
An internal weakness may be a low grade point average. An external opportunity may be that your
university offers a graduate program that interests you. Match key external and internal factors by
recording in the appropriate cell of the matrix alternative strategies or actions that would allow you to
capitalize upon your strengths, overcome your weaknesses, take advantage of your external opportu-
nities, and minimize the impact of external threats. Be sure to use the appropriate matching notation
in the strategy cells of the matrix. Because every individual (and organization) is unique, there is no
one right answer to this exercise.

Assurance of Learning Exercise 6F

The Mach Test

Purpose

The purpose of this exercise is to enhance your understanding and awareness of the impact that
behavioral and political factors can have on strategy analysis and choice.
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Instructions

Step 1 On a separate sheet of paper, number from 1 to 10. For each of the 10 statements given as
follows, record a /, 2, 3, 4, or 5 to indicate your attitude,
where

1 =I disagree a lot.
2 =1 disagree a little.
3 = My attitude is neutral.
4 =1 agree a little.
5 =1 agree a lot.
1. The best way to handle people is to tell them what they want to hear.
2. When you ask someone to do something for you, it is best to give the real reason for
wanting it, rather than a reason that might carry more weight.
. Anyone who completely trusts anyone else is asking for trouble.
. It is hard to get ahead without cutting corners here and there.
. It is safest to assume that all people have a vicious streak, and it will come out when they
are given a chance.
. One should take action only when it is morally right.
. Most people are basically good and kind.
. There is no excuse for lying to someone else.
9. Most people forget more easily the death of their father than the loss of their property.
10. Generally speaking, people won’t work hard unless they’re forced to do so.

[ OS]

[cIEN o)

Step 2 Add up the numbers you recorded beside statements 1, 3, 4, 5, 9, and 10. This sum is Subtotal
One. For the other four statements, reverse the numbers you recorded, so a 5 becomes a 1, 4
becomes 2, 2 becomes 4, I becomes 5, and 3 remains 3. Then add those four numbers to get
Subtotal Two. Finally, add Subtotal One and Subtotal Two to get your Final Score.

Your Final Score

Your Final Score is your Machiavellian Score. Machiavellian principles are defined in a dictio-
nary as “manipulative, dishonest, deceiving, and favoring political expediency over morality.”
These tactics are not desirable, are not ethical, and are not recommended in the strategic-
management process! You may, however, encounter some highly Machiavellian individuals in
your career, so beware. It is important for strategists not to manipulate others in the pursuit of
organizational objectives. Individuals today recognize and resent manipulative tactics more than
ever before. J. R. Ewing (on Dallas, a television show in the 1980s) was a good example of
someone who was a high Mach (score over 30). The National Opinion Research Center used this
short quiz in a random sample of U.S. adults and found the national average Final Score to be
25.1 The higher your score, the more Machiavellian (manipulative) you tend to be. The following
scale is descriptive of individual scores on this test:

e Below 16: Never uses manipulation as a tool.

e 16 to 20: Rarely uses manipulation as a tool.

e 21 to 25: Sometimes uses manipulation as a tool.
e 26 to 30: Often uses manipulation as a tool.

e  Over 30: Always uses manipulation as a tool.

Test Development

The Mach (Machiavellian) test was developed by Dr. Richard Christie, whose research suggests
the following tendencies:

1. Men generally are more Machiavellian than women.
2. There is no significant difference between high Machs and low Machs on measures of intelligence or
ability.

. Although high Machs are detached from others, they are detached in a pathological sense.

. Machiavellian scores are not statistically related to authoritarian values.

5. High Machs tend to be in professions that emphasize the control and manipulation of individuals—
for example, law, psychiatry, and behavioral science.

6. Machiavellianism is not significantly related to major demographic characteristics such as educa-
tional level or marital status.

7. High Machs tend to come from a city or have urban backgrounds.

8. Older adults tend to have lower Mach scores than younger adults.?

~ W
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A classic book on power relationships, The Prince, was written by Niccolo Machiavelli.

Several excerpts from The Prince follow:

Men must either be cajoled or crushed, for they will revenge themselves for slight wrongs, while for
grave ones they cannot. The injury therefore that you do to a man should be such that you need not
fear his revenge.

We must bear in mind . . . that there is nothing more difficult and dangerous, or more doubtful
of success, than an attempt to introduce a new order of things in any state. The innovator has for
enemies all those who derived advantages from the old order of things, while those who expect to be
benefitted by the new institution will be but lukewarm defenders.

A wise prince, therefore, will steadily pursue such a course that the citizens of his state will
always and under all circumstances feel the need for his authority, and will therefore always prove
faithful to him.

A prince should seem to be merciful, faithful, humane, religious, and upright, and should even
be so in reality, but he should have his mind so trained that, when occasion requires it, he may know
how to change to the opposite.

Notes

1. Richard Christie and Florence Geis, Studies in Machiavellianism (Orlando, FL: Academic Press,

1970). Material in this exercise adapted with permission of the authors and the Academic Press.

2. Ibid., 82-83.
3. Niccolo Machiavelli, The Prince (New York: The Washington Press, 1963).

Assurance of Learning Exercise 6G

Developing a BCG Matrix for My University

Purpose

Developing a BCG Matrix for many nonprofit organizations, including colleges and universi-
ties, is a useful exercise. Of course, there are no profits for each division or department—and
in some cases no revenues. However, you can be creative in performing a BCG Matrix. For
example, the pie slice in the circles can represent the number of majors receiving jobs upon
graduation, the number of faculty teaching in that area, or some other variable that you
believe is important to consider. The size of the circles can represent the number of students
majoring in particular departments or areas.

Instructions

Step 1 On a separate sheet of paper, develop a BCG Matrix for your university. Include all academic
schools, departments, or colleges.

Step 2 Diagram your BCG Matrix on the blackboard.

Step 3 Discuss differences among the BCG Matrices on the board.

Assurance of Learning Exercise 6H

The Role of Boards of Directors

Purpose

This exercise will give you a better understanding of the role of boards of directors in formulat-
ing, implementing, and evaluating strategies.

Instructions

Identify a person in your community who serves on a board of directors. Make an appointment
to interview that person, and seek answers to the following questions. Summarize your findings
in a five-minute oral report to the class.

On what board are you a member?

How often does the board meet?

How long have you served on the board?

What role does the board play in this company?



* How has the role of the board changed in recent years?

e What changes would you like to see in the role of the board?

e To what extent do you prepare for the board meeting?

e To what extent are you involved in strategic management of the firm?

Assurance of Learning Exercise 6l

Locating Companies in a Grand Strategy Matrix

Purpose

CHAPTER 6  STRATEGY ANALYSIS AND CHOICE

The Grand Strategy Matrix is a popular tool for formulating alternative strategies. All organi-
zations can be positioned in one of the Grand Strategy Matrix’s four strategy quadrants. The
divisions of a firm likewise could be positioned. The Grand Strategy Matrix is based on two
evaluative dimensions: competitive position and market growth. Appropriate strategies for an
organization to consider are listed in sequential order of attractiveness in each quadrant of the
matrix. This exercise gives you experience using a Grand Strategy Matrix.

Instructions

Using the year-end 2008 financial information provided, prepare a Grand Strategy Matrix on a
separate sheet of paper. Write the respective company names in the appropriate quadrant of the
matrix. Based on this analysis, what strategies are recommended for each company?

Company Sales/

Industry Sales/

Company Profit Growth (%) Industry Profit Growth (%)
Boeing —8/-34 Aerospace/defense +7/+13
DuPont +4 /—33 Chemicals +7/-23
Wal-Mart +7/+5 General merchandise —3/—44
Sears Holdings —8/-94 General merchandise —3/—44
Black & Decker —7/—43 Home equipment —9/—111
TIAA-CREF +7 1 +7 Insurance —1/—178
Nucor +43 / +24 Metals —16/—24
Allegheny —3 /24 Metals —16 /24
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CHAPTER 7

Implementing
Strategies: Management
and Operations Issues

CHAPTER OBIJECTIVES

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

1. Explain why strategy implementation is
more difficult than strategy
formulation.

2. Discuss the importance of annual
objectives and policies in achieving
organizational commitment for
strategies to be implemented.

3. Explain why organizational structure is so
important in strategy implementation.

4. Compare and contrast restructuring and
reengineering.

5. Describe the relationships between
production/operations and strategy
implementation.

6.

10.

Explain how a firm can effectively
link performance and pay to
strategies.

. Discuss employee stock ownership

plans (ESOPs) as a strategic-
management concept.

. Describe how to modify an

organizational culture to support
new strategies.

. Discuss the culture in Mexico and

Japan.

Describe the glass ceiling in the
United States.

Assurance of Learning Exercises

Assurance of Assurance of
Learning Exercise 7A

Revising McDonald's

Organizational Chart

Establish Objectives?

Learning Exercise 7B
Do Organizations Really

Assurance of
Learning Exercise 7C

Understanding My
University's Culture




Source: Shutterstock, Photographer Feng Yu

“Notable Quotes”

"You want your people to run the business as if it were
their own."
—William Fulmer

"Foor Ike; when he was a general, he gave an order and it

was carried out. Now, he’s going to sit in that office and

give an order and not a damn thing is going to happen.”
—Harry Truman

"Changing your pay plan is a big risk, but not changing
it could be a bigger one."
—Nancy Perry

"Objectives can be compared to a compass bearing by
which a ship navigates. A compass bearing is firm, but

"in actual navigation, a ship may veer off its course
for many miles. Without a compass bearing, a ship would
neither find its port nor be able to estimate the time
required to get there."

—~Peter Drucker

"The best game plan in the world never blocked or tackled
anybody."
—YVince Lombardi

"Fretend that every single person you meet has a
sigh around his or her neck that says, ‘Make me feel
important.”"

—Mary Kay Ash




212 PART 3 o STRATEGY IMPLEMENTATION

The strategic-management process does not end when the firm decides what strategy or
strategies to pursue. There must be a translation of strategic thought into strategic action.
This translation is much easier if managers and employees of the firm understand the busi-
ness, feel a part of the company, and through involvement in strategy-formulation activities
have become committed to helping the organization succeed. Without understanding and
commitment, strategy-implementation efforts face major problems.

Implementing strategy affects an organization from top to bottom; it affects all the
functional and divisional areas of a business. It is beyond the purpose and scope of this text
to examine all of the business administration concepts and tools important in strategy
implementation. This chapter focuses on management issues most central to implementing
strategies in 2010-2011 and Chapter 8 focuses on marketing, finance/accounting, R&D,
and management information systems issues.

Even the most technically perfect strategic plan will serve little purpose if it is not
implemented. Many organizations tend to spend an inordinate amount of time,
money, and effort on developing the strategic plan, treating the means and circum-
stances under which it will be implemented as afterthoughts! Change comes through
implementation and evaluation, not through the plan. A technically imperfect plan
that is implemented well will achieve more than the perfect plan that never gets off
the paper on which it is typed.!

Doing Great in a Weak Economy. How?

Google

hen most firms were struggling in 2008, Google
increased its revenues and profits such that
Fortune magazine in 2009 rated Google as their fourth
“Most Admired Company in the World” in terms of
their management and performance. Based in
Mountain View, California, Google’s first quarter of
2009 revenues grew 6.2 percent to $5.51 billion, fol-
lowed by $5.52 billion the second quarter. These results
widened Google’s lead in overall searches and online
advertising market share. Google owns both YouTube
and DoubleClick.
Google in 2009 began selling books online. This
related diversification strategy led Google to digitize

close to 10 million books by year's end. Google
cofounder Sergey Brin recently said, “Call me weird, but
| think there are a lot of advantages to reading books
online. Today’s monitors have great resolution and you
don't have to wait on the book to arrive once ordered.”

Google does not charge people to use its search
engine. Instead of charging what the market will bear as

most firms do, Google charges as little as they can bear.
Thus Google obtains networks of people, millions of
people, which strengthens its competitive position.
Google's founders, Larry Page and Sergey Brin, each
have nearly 30 percent voting control of the firm and
have established a golden rule that permeates Google's
internal culture. The rule is to “Don‘t be evil,” and this
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operating policy encourages all employees to challenge
all managers on decisions—to make sure the decisions
are true to the firm’s mission. Another internal rule at
Google is to “Give up control,” which means giving up
control to outsiders to reap the benefits of their input.
This latter rule is done through beta launches of any
new software, product, or service they do. Google’s phi-
losophy is that “Low prices are good, but free is better”
because they want every customer they can get.

Google stock in July 2009 rose above $400 per share
as the company prepares to launch its own operating
system for computers, a direct assault on the business of
software giant Microsoft. Google’s strategic plan is to
attack Microsoft in nearly all of its businesses, including
browsers, where Google has 1.8 percent market share
versus Microsoft's 66 percent, smartphone operating
systems (Google 1.6% versus Microsoft 10%), office
suites (Google 0.04% versus Microsoft 94%), and Web
searches (Google 65% versus Microsoft 8%).

Google’s Chrome OS operating system will require
users to be connected to the Internet, unlike Microsoft’s
operating systems. CEO Eric Schmidt at Google has
been on a mission for the last several years, according to
analysts, to capture Microsoft's market share. The
Google strategy is accelerating a shift in the personal

computer (PC) industry to become more like the cell
phone industry whereby customers pay monthly service
fees for use of hardware and software.

Google’s Chrome will be free to all computer makers
such as Hewlett-Packard who historically have pre-
installed Microsoft's operating system for a fee to
consumers. Microsoft released its new Microsoft Windows
2010 in the fall 2009 and believes that the learning curve
for any consumer to switch away to Google’s operating
system will not be worth the effort. Google.com is the
most visited Web site in the world and even in 2009
offered its own online word processing, spreadsheet, and
presentation programs free — called Google Docs. The
Google strategy is a huge bet that online programs can
eventually overtake and crush desktop software.

Due to its dominance in the Internet search and
advertising business, Google is coming under increasing
scrutiny from the U.S. Justice Department regarding
possible antitrust infringement. The pending Microsoft/
Yahoo merger may negate that Google vulnerability.
Google obtains about 95 percent of its revenues from
online advertising.

Source: Based on Jeff Jarvis, “How the Google Model Could Help
Detroit,” Business Week (February 9, 2009): 33—36; Geoff Colvin, “The
World’s Most Admired Companies,” Fortune (March 16, 2009): 76-86.
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The Nature of Strategy Implementation

The strategy-implementation stage of strategic management is revealed in Figure 7-1.
Successful strategy formulation does not guarantee successful strategy implementation. It
is always more difficult to do something (strategy implementation) than to say you are
going to do it (strategy formulation)! Although inextricably linked, strategy implementa-
tion is fundamentally different from strategy formulation. Strategy formulation and imple-
mentation can be contrasted in the following ways:

e Strategy formulation is positioning forces before the action.

e Strategy implementation is managing forces during the action.

e Strategy formulation focuses on effectiveness.

e Strategy implementation focuses on efficiency.

e Strategy formulation is primarily an intellectual process.

e Strategy implementation is primarily an operational process.

e Strategy formulation requires good intuitive and analytical skills.

e Strategy implementation requires special motivation and leadership skills.
e Strategy formulation requires coordination among a few individuals.

e Strategy implementation requires coordination among many individuals.

Strategy-formulation concepts and tools do not differ greatly for small, large,
for-profit, or nonprofit organizations. However, strategy implementation varies substantially
among different types and sizes of organizations. Implementing strategies requires such
actions as altering sales territories, adding new departments, closing facilities, hiring new
employees, changing an organization’s pricing strategy, developing financial budgets, devel-
oping new employee benefits, establishing cost-control procedures, changing advertising
strategies, building new facilities, training new employees, transferring managers among
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Comprehensive Strategic-Management Model
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Source: Fred R. David, “How Companies Define Their Mission,” Long Range Planning 22, no. 3 (June 1988): 40.

divisions, and building a better management information system. These types of activities
obviously differ greatly between manufacturing, service, and governmental organizations.

Management Perspectives

In all but the smallest organizations, the transition from strategy formulation to strategy imple-
mentation requires a shift in responsibility from strategists to divisional and functional man-
agers. Implementation problems can arise because of this shift in responsibility, especially if
strategy-formulation decisions come as a surprise to middle- and lower-level managers.
Managers and employees are motivated more by perceived self-interests than by organiza-
tional interests, unless the two coincide. Therefore, it is essential that divisional and functional
managers be involved as much as possible in strategy-formulation activities. Of equal impor-
tance, strategists should be involved as much as possible in strategy-implementation activities.

As indicated in Table 7-1, management issues central to strategy implementation include
establishing annual objectives, devising policies, allocating resources, altering an existing
organizational structure, restructuring and reengineering, revising reward and incentive plans,
minimizing resistance to change, matching managers with strategy, developing a strategy-
supportive culture, adapting production/operations processes, developing an effective human
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Some Management Issues Central
to Strategy Implementation

Establish annual objectives

Devise policies

Allocate resources

Alter an existing organizational structure
Restructure and reengineer

Revise reward and incentive plans
Minimize resistance to change

Match managers with strategy

Develop a strategy-supportive culture
Adapt production/operations processes
Develop an effective human resources function
Downsize and furlough as needed

Link performance and pay to strategies

resources function, and, if necessary, downsizing. Management changes are necessarily more
extensive when strategies to be implemented move a firm in a major new direction.

Managers and employees throughout an organization should participate early and
directly in strategy-implementation decisions. Their role in strategy implementation should
build upon prior involvement in strategy-formulation activities. Strategists’ genuine personal
commitment to implementation is a necessary and powerful motivational force for managers
and employees. Too often, strategists are too busy to actively support strategy-implementation
efforts, and their lack of interest can be detrimental to organizational success. The rationale
for objectives and strategies should be understood and clearly communicated throughout an
organization. Major competitors’ accomplishments, products, plans, actions, and perfor-
mance should be apparent to all organizational members. Major external opportunities and
threats should be clear, and managers’ and employees’ questions should be answered. Top-
down flow of communication is essential for developing bottom-up support.

Firms need to develop a competitor focus at all hierarchical levels by gathering and
widely distributing competitive intelligence; every employee should be able to benchmark
her or his efforts against best-in-class competitors so that the challenge becomes personal.
For example, Starbucks Corp. in 2009-2010 is instituting “lean production/operations” at
its 11,000 U.S. stores. This system eliminates idle employee time and unnecessary
employee motions, such as walking, reaching, and bending. Starbucks says 30 percent of
employees’ time is motion and the company wants to reduce that. They say “motion and
work are two different things.”

Annual Objectives

Establishing annual objectives is a decentralized activity that directly involves all managers
in an organization. Active participation in establishing annual objectives can lead to accep-
tance and commitment. Annual objectives are essential for strategy implementation because
they (1) represent the basis for allocating resources; (2) are a primary mechanism for evalu-
ating managers; (3) are the major instrument for monitoring progress toward achieving
long-term objectives; and (4) establish organizational, divisional, and departmental priori-
ties. Considerable time and effort should be devoted to ensuring that annual objectives are
well conceived, consistent with long-term objectives, and supportive of strategies to be
implemented. Approving, revising, or rejecting annual objectives is much more than a
rubber-stamp activity. The purpose of annual objectives can be summarized as follows:

Annual objectives serve as guidelines for action, directing and channeling efforts and
activities of organization members. They provide a source of legitimacy in an enter-
prise by justifying activities to stakeholders. They serve as standards of performance.
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They serve as an important source of employee motivation and identification. They
give incentives for managers and employees to perform. They provide a basis for
organizational design.?

Clearly stated and communicated objectives are critical to success in all types and
sizes of firms. Annual objectives, stated in terms of profitability, growth, and market share
by business segment, geographic area, customer groups, and product, are common in
organizations. Figure 7-2 illustrates how the Stamus Company could establish annual
objectives based on long-term objectives. Table 7-2 reveals associated revenue figures that
correspond to the objectives outlined in Figure 7-2. Note that, according to plan, the

The Stamus Company'’s Hierarchy of Aims

LONG-TERM COMPANY OBJECTIVE

Double company revenues in two years through
market development and market penetration.
(Current revenues are $2 million.)

Increase divisional
revenues by 40% this
year and 40% next year.
(Current revenues are

Increase divisional
revenues by 40% this
year and 40% next year.
(Current revenues are

™ N @
DIVISION I DIVISION II DIVISION III
ANNUAL OBJECTIVE ANNUAL OBJECTIVE ANNUAL OBJECTIVE
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The Stamus Company’s Revenue
Expectations (in $Millions)

2010 2011 2012

Division I Revenues 1.0 1.400  1.960
Division II Revenues 0.5 0.700  0.980
Division III Revenues 0.5 0.750  1.125
Total Company Revenues 2.0 2.850 4.065

Stamus Company will slightly exceed its long-term objective of doubling company
revenues between 2010 and 2012.

Figure 7-2 also reflects how a hierarchy of annual objectives can be established based
on an organization’s structure. Objectives should be consistent across hierarchical levels
and form a network of supportive aims. Horizontal consistency of objectives is as impor-
tant as vertical consistency of objectives. For instance, it would not be effective for manu-
facturing to achieve more than its annual objective of units produced if marketing could
not sell the additional units.

Annual objectives should be measurable, consistent, reasonable, challenging, clear,
communicated throughout the organization, characterized by an appropriate time dimen-
sion, and accompanied by commensurate rewards and sanctions. Too often, objectives are
stated in generalities, with little operational usefulness. Annual objectives, such as “to
improve communication” or “to improve performance,” are not clear, specific, or measur-
able. Objectives should state quantity, quality, cost, and time—and also be verifiable.
Terms and phrases such as maximize, minimize, as soon as possible, and adequate should
be avoided.

Annual objectives should be compatible with employees’ and managers’ values and
should be supported by clearly stated policies. More of something is not always better.
Improved quality or reduced cost may, for example, be more important than quantity. It is
important to tie rewards and sanctions to annual objectives so that employees and
managers understand that achieving objectives is critical to successful strategy implemen-
tation. Clear annual objectives do not guarantee successful strategy implementation, but
they do increase the likelihood that personal and organizational aims can be accomplished.
Overemphasis on achieving objectives can result in undesirable conduct, such as faking the
numbers, distorting the records, and letting objectives become ends in themselves.
Managers must be alert to these potential problems.

Policies

Changes in a firm’s strategic direction do not occur automatically. On a day-to-day basis,
policies are needed to make a strategy work. Policies facilitate solving recurring problems
and guide the implementation of strategy. Broadly defined, policy refers to specific guide-
lines, methods, procedures, rules, forms, and administrative practices established to
support and encourage work toward stated goals. Policies are instruments for strategy
implementation. Policies set boundaries, constraints, and limits on the kinds of adminis-
trative actions that can be taken to reward and sanction behavior; they clarify what can
and cannot be done in pursuit of an organization’s objectives. For example, Carnival’s
Paradise ship has a no smoking policy anywhere, anytime aboard ship. It is the first cruise
ship to ban smoking comprehensively. Another example of corporate policy relates to
surfing the Web while at work. About 40 percent of companies today do not have a formal
policy preventing employees from surfing the Internet, but software is being marketed
now that allows firms to monitor how, when, where, and how long various employees use
the Internet at work.

Policies let both employees and managers know what is expected of them, thereby
increasing the likelihood that strategies will be implemented successfully. They provide
a basis for management control, allow coordination across organizational units, and
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reduce the amount of time managers spend making decisions. Policies also clarify what
work is to be done and by whom. They promote delegation of decision making to
appropriate managerial levels where various problems usually arise. Many organiza-
tions have a policy manual that serves to guide and direct behavior. Wal-Mart has a
policy that it calls the “10 Foot” Rule, whereby customers can find assistance within 10
feet of anywhere in the store. This is a welcomed policy in Japan, where Wal-Mart is
trying to gain a foothold; 58 percent of all retailers in Japan are mom-and-pop stores
and consumers historically have had to pay “top yen” rather than “discounted prices”
for merchandise.

Policies can apply to all divisions and departments (for example, “We are an equal
opportunity employer”). Some policies apply to a single department (“Employees in this
department must take at least one training and development course each year”).
Whatever their scope and form, policies serve as a mechanism for implementing strate-
gies and obtaining objectives. Policies should be stated in writing whenever possible.
They represent the means for carrying out strategic decisions. Examples of policies that
support a company strategy, a divisional objective, and a departmental objective are
given in Table 7-3.

Some example issues that may require a management policy are provided in
Table 7-4.

A Hierarchy of Policies

Company Strategy

Acquire a chain of retail stores to meet our sales growth and profitability objectives.

Supporting Policies

1.

“All stores will be open from 8 A.M. to 8 .M. Monday through Saturday.” (This policy could increase retail sales if stores
currently are open only 40 hours a week.)

2. “All stores must submit a Monthly Control Data Report.” (This policy could reduce expense-to-sales ratios.)

3. “All stores must support company advertising by contributing 5 percent of their total monthly revenues for this purpose.”

(This policy could allow the company to establish a national reputation.)

“All stores must adhere to the uniform pricing guidelines set forth in the Company Handbook.” (This policy could help assure
customers that the company offers a consistent product in terms of price and quality in all its stores.)

Divisional Objective

Increase the division’s revenues from $10 million in 2009 to $15 million in 2010.

Supporting Policies

1.

“Beginning in January 2010, each one of this division’s salespersons must file a weekly activity report that includes the number
of calls made, the number of miles traveled, the number of units sold, the dollar volume sold, and the number of new accounts
opened.” (This policy could ensure that salespersons do not place too great an emphasis in certain areas.)

“Beginning in January 2010, this division will return to its employees 5 percent of its gross revenues in the form of a Christmas
bonus.” (This policy could increase employee productivity.)

. “Beginning in January 2010, inventory levels carried in warehouses will be decreased by 30 percent in accordance with a
just-in-time (JIT) manufacturing approach.” (This policy could reduce production expenses and thus free funds for increased

marketing efforts.)

Production Department Objective
Increase production from 20,000 units in 2009 to 30,000 units in 2010.
Supporting Policies

1.

“Beginning in January 2010, employees will have the option of working up to 20 hours of overtime per week.” (This policy could
minimize the need to hire additional employees.)

“Beginning in January 2010, perfect attendance awards in the amount of $100 will be given to all employees who do not miss a
workday in a given year.” (This policy could decrease absenteeism and increase productivity.)

. “Beginning in January 2010, new equipment must be leased rather than purchased.” (This policy could reduce tax liabilities and

thus allow more funds to be invested in modernizing production processes.)



CHAPTER 7 * IMPLEMENTING STRATEGIES: MANAGEMENT AND OPERATIONS ISSUES

Some Issues That May Require a Management Policy

* To offer extensive or limited management development workshops and seminars
* To centralize or decentralize employee-training activities

e To recruit through employment agencies, college campuses, and/or newspapers
¢ To promote from within or to hire from the outside

¢ To promote on the basis of merit or on the basis of seniority

* To tie executive compensation to long-term and/or annual objectives

* To offer numerous or few employee benefits

* To negotiate directly or indirectly with labor unions

* To delegate authority for large expenditures or to centrally retain this authority
¢ To allow much, some, or no overtime work

¢ To establish a high- or low-safety stock of inventory

* To use one or more suppliers

* To buy, lease, or rent new production equipment

* To greatly or somewhat stress quality control

e To establish many or only a few production standards

e To operate one, two, or three shifts

¢ To discourage using insider information for personal gain

e To discourage sexual harassment

* To discourage smoking at work

* To discourage insider trading

* To discourage moonlighting

Resource Allocation

Resource allocation is a central management activity that allows for strategy execution.
In organizations that do not use a strategic-management approach to decision making,
resource allocation is often based on political or personal factors. Strategic management
enables resources to be allocated according to priorities established by annual
objectives.

Nothing could be more detrimental to strategic management and to organizational
success than for resources to be allocated in ways not consistent with priorities indicated
by approved annual objectives.

All organizations have at least four types of resources that can be used to achieve
desired objectives: financial resources, physical resources, human resources, and techno-
logical resources. Allocating resources to particular divisions and departments does not
mean that strategies will be successfully implemented. A number of factors commonly
prohibit effective resource allocation, including an overprotection of resources, too great
an emphasis on short-run financial criteria, organizational politics, vague strategy targets,
a reluctance to take risks, and a lack of sufficient knowledge.

Below the corporate level, there often exists an absence of systematic thinking about
resources allocated and strategies of the firm. Yavitz and Newman explain why:

Managers normally have many more tasks than they can do. Managers must
allocate time and resources among these tasks. Pressure builds up. Expenses are
too high. The CEO wants a good financial report for the third quarter. Strategy
formulation and implementation activities often get deferred. Today’s problems
soak up available energies and resources. Scrambled accounts and budgets fail to
reveal the shift in allocation away from strategic needs to currently squeaking
wheels.3

The real value of any resource allocation program lies in the resulting accomplishment
of an organization’s objectives. Effective resource allocation does not guarantee successful
strategy implementation because programs, personnel, controls, and commitment must
breathe life into the resources provided. Strategic management itself is sometimes referred
to as a “resource allocation process.”
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Some Management Trade-Off Decisions
Required in Strategy Implementation

To emphasize short-term profits or long-term growth
To emphasize profit margin or market share

To emphasize market development or market penetration
To lay off or furlough

To seek growth or stability

To take high risk or low risk

To be more socially responsible or more profitable
To outsource jobs or pay more to keep jobs at home
To acquire externally or to build internally

To restructure or reengineer

To use leverage or equity to raise funds

To use part-time or full-time employees

Managing Conflict

Interdependency of objectives and competition for limited resources often leads to
conflict. Conflict can be defined as a disagreement between two or more parties on one or
more issues. Establishing annual objectives can lead to conflict because individuals have
different expectations and perceptions, schedules create pressure, personalities are incom-
patible, and misunderstandings between line managers (such as production supervisors)
and staff managers (such as human resource specialists) occur. For example, a collection
manager’s objective of reducing bad debts by 50 percent in a given year may conflict with
a divisional objective to increase sales by 20 percent.

Establishing objectives can lead to conflict because managers and strategists must
make trade-offs, such as whether to emphasize short-term profits or long-term growth,
profit margin or market share, market penetration or market development, growth or stabil-
ity, high risk or low risk, and social responsiveness or profit maximization. Trade-offs are
necessary because no firm has sufficient resources pursue all strategies to would benefit
the firm. Table 7-5 reveals some important management trade-off decisions required in
strategy implementation.

Conflict is unavoidable in organizations, so it is important that conflict be managed and
resolved before dysfunctional consequences affect organizational performance. Conflict is
not always bad. An absence of conflict can signal indifference and apathy. Conflict can
serve to energize opposing groups into action and may help managers identify problems.

Various approaches for managing and resolving conflict can be classified into three
categories: avoidance, defusion, and confrontation. Avoidance includes such actions as
ignoring the problem in hopes that the conflict will resolve itself or physically separating
the conflicting individuals (or groups). Defusion can include playing down differences
between conflicting parties while accentuating similarities and common interests, compro-
mising so that there is neither a clear winner nor loser, resorting to majority rule, appealing
to a higher authority, or redesigning present positions. Confrontation is exemplified by
exchanging members of conflicting parties so that each can gain an appreciation of the
other’s point of view or holding a meeting at which conflicting parties present their views
and work through their differences.

Matching Structure with Strategy

Changes in strategy often require changes in the way an organization is structured for two
major reasons. First, structure largely dictates how objectives and policies will be estab-
lished. For example, objectives and policies established under a geographic organizational
structure are couched in geographic terms. Objectives and policies are stated largely in
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terms of products in an organization whose structure is based on product groups. The
structural format for developing objectives and policies can significantly impact all other
strategy-implementation activities.

The second major reason why changes in strategy often require changes in structure is
that structure dictates how resources will be allocated. If an organization’s structure is
based on customer groups, then resources will be allocated in that manner. Similarly, if an
organization’s structure is set up along functional business lines, then resources are
allocated by functional areas. Unless new or revised strategies place emphasis in the
same areas as old strategies, structural reorientation commonly becomes a part of strategy
implementation.

Changes in strategy lead to changes in organizational structure. Structure should be
designed to facilitate the strategic pursuit of a firm and, therefore, follow strategy. Without
a strategy or reasons for being (mission), companies find it difficult to design an effective
structure. Chandler found a particular structure sequence to be repeated often as organiza-
tions grow and change strategy over time; this sequence is depicted in Figure 7-3.

There is no one optimal organizational design or structure for a given strategy or type
of organization. What is appropriate for one organization may not be appropriate for a sim-
ilar firm, although successful firms in a given industry do tend to organize themselves in a
similar way. For example, consumer goods companies tend to emulate the divisional struc-
ture-by-product form of organization. Small firms tend to be functionally structured (cen-
tralized). Medium-sized firms tend to be divisionally structured (decentralized). Large
firms tend to use a strategic business unit (SBU) or matrix structure. As organizations
grow, their structures generally change from simple to complex as a result of concatena-
tion, or the linking together of several basic strategies.

Numerous external and internal forces affect an organization; no firm could change its
structure in response to every one of these forces, because to do so would lead to chaos.
However, when a firm changes its strategy, the existing organizational structure may
become ineffective. As indicated in Table 7-6, symptoms of an ineffective organizational
structure include too many levels of management, too many meetings attended by too
many people, too much attention being directed toward solving interdepartmental con-
flicts, too large a span of control, and too many unachieved objectives. Changes in struc-
ture can facilitate strategy-implementation efforts, but changes in structure should not be
expected to make a bad strategy good, to make bad managers good, or to make bad prod-
ucts sell.

Structure undeniably can and does influence strategy. Strategies formulated must be
workable, so if a certain new strategy required massive structural changes it would not be an
attractive choice. In this way, structure can shape the choice of strategies. But a more impor-
tant concern is determining what types of structural changes are needed to implement new

Chandler’s Strategy-Structure Relationship

New strategy New administrative Organizational
is formulated. problems emerge. performance declines.
A
Organizational A new organizational
performance improves. structure is established.

Source: Adapted from Alfred Chandler, Strategy and Structure (Cambridge, MA: MIT Press, 1962).
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Symptoms of an Ineffective Organizational Structure

Too many levels of management

Too many meetings attended by too many people

Too much attention being directed toward solving interdepartmental conflicts
Too large a span of control

Too many unachieved objectives

Declining corporate or business performance

Losing ground to rival firms

® NN kWD

Revenue and/or earnings divided by number of employees and/or number of managers is low
compared to rival firms

strategies and how these changes can best be accomplished. We examine this issue by
focusing on seven basic types of organizational structure: functional, divisional by
geographic area, divisional by product, divisional by customer, divisional process, strategic
business unit (SBU), and matrix.

The Functional Structure

The most widely used structure is the functional or centralized type because this struc-
ture is the simplest and least expensive of the seven alternatives. A functional structure
groups tasks and activities by business function, such as production/operations, market-
ing, finance/accounting, research and development, and management information
systems. A university may structure its activities by major functions that include acad-
emic affairs, student services, alumni relations, athletics, maintenance, and accounting.
Besides being simple and inexpensive, a functional structure also promotes specializa-
tion of labor, encourages efficient use of managerial and technical talent, minimizes the
need for an elaborate control system, and allows rapid decision making.

Some disadvantages of a functional structure are that it forces accountability to the
top, minimizes career development opportunities, and is sometimes characterized by low
employee morale, line/staff conflicts, poor delegation of authority, and inadequate
planning for products and markets.

A functional structure often leads to short-term and narrow thinking that may under-
mine what is best for the firm as a whole. For example, the research and development
department may strive to overdesign products and components to achieve technical
elegance, while manufacturing may argue for low-frills products that can be mass pro-
duced more easily. Thus, communication is often not as good in a functional structure.
Schein gives an example of a communication problem in a functional structure:

The word “marketing” will mean product development to the engineer, studying
customers through market research to the product manager, merchandising to the
salesperson, and constant change in design to the manufacturing manager. Then
when these managers try to work together, they often attribute disagreements to
personalities and fail to notice the deeper, shared assumptions that vary and dictate
how each function thinks.*

Most large companies have abandoned the functional structure in favor of decentral-
ization and improved accountability. However, two large firms that still successfully use a
functional structure are Nucor Steel, based in Charlotte, North Carolina, and Sharp, the
$17 billion consumer electronics firm.

Table 7-7 summarizes the advantages and disadvantages of a functional organizational
structure.

The Divisional Structure

The divisional or decentralized structure is the second most common type used by U.S.
businesses. As a small organization grows, it has more difficulty managing different
products and services in different markets. Some form of divisional structure generally
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Advantages and Disadvantages of a Functional
Organizational Structure

Advantages Disadvantages

1. Simple and inexpensive 1. Accountability forced to the top

2. Capitalizes on specialization of business 2. Delegation of authority and responsibility
activities such as marketing and finance not encouraged

3. Minimizes need for elaborate control
system

Minimizes career development
Low employee/manager morale
4. Allows for rapid decision making Inadequate planning for products and markets

Leads to short-term, narrow thinking

N o kW

Leads to communication problems

becomes necessary to motivate employees, control operations, and compete successfully
in diverse locations. The divisional structure can be organized in one of four ways: by
geographic area, by product or service, by customer, or by process. With a divisional
structure, functional activities are performed both centrally and in each separate
division.

Cisco Systems recently discarded its divisional structure by customer and
reorganized into a functional structure. CEO John Chambers replaced the three-
customer structure based on big businesses, small businesses, and telecoms, and now
the company has centralized its engineering and marketing units so that they focus on
technologies such as wireless networks. Chambers says the goal was to eliminate dupli-
cation, but the change should not be viewed as a shift in strategy. Chambers’s span of
control in the new structure is reduced from 15 to 12 managers reporting directly to
him. He continues to operate Cisco without a chief operating officer or a number-two
executive.

Sun Microsystems recently reduced the number of its business units from seven to
four. Kodak recently reduced its number of business units from seven by-customer divi-
sions to five by-product divisions. As consumption patterns become increasingly similar
worldwide, a by-product structure is becoming more effective than a by-customer or a
by-geographic type divisional structure. In the restructuring, Kodak eliminated its global
operations division and distributed those responsibilities across the new by-product
divisions.

A divisional structure has some clear advantages. First and perhaps foremost,
accountability is clear. That is, divisional managers can be held responsible for sales and
profit levels. Because a divisional structure is based on extensive delegation of authority,
managers and employees can easily see the results of their good or bad performances. As
a result, employee morale is generally higher in a divisional structure than it is in a
centralized structure. Other advantages of the divisional design are that it creates career
development opportunities for managers, allows local control of situations, leads to a
competitive climate within an organization, and allows new businesses and products to be
added easily.

The divisional design is not without some limitations, however. Perhaps the most
important limitation is that a divisional structure is costly, for a number of reasons. First,
each division requires functional specialists who must be paid. Second, there exists some
duplication of staff services, facilities, and personnel; for instance, functional specialists
are also needed centrally (at headquarters) to coordinate divisional activities. Third,
managers must be well qualified because the divisional design forces delegation of
authority; better-qualified individuals require higher salaries. A divisional structure can
also be costly because it requires an elaborate, headquarters-driven control system.
Fourth, competition between divisions may become so intense that it is dysfunctional
and leads to limited sharing of ideas and resources for the common good of the firm.
Table 7-8 summarizes the advantages and disadvantages of divisional organizational
structure.
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Advantages and Disadvantages of a Divisional Organizational Structure

Advantages Disadvantages

1. Accountability is clear 1. Can be costly

2. Allows local control of local situations 2. Duplication of functional activities

3. Creates career development chances 3. Requires a skilled management force

4. Promotes delegation of authority 4. Requires an elaborate control system

5. Leads to competitive climate internally 5. Competition among divisions can become so

6. Allows easy adding of new products or regions intense as to be dysfunctional

7. Allows strict control and attention to products, 6. Can lead to limited sharing of ideas and resources
customers, and/or regions 7. Some regions/products/customers may receive

special treatment

Ghoshal and Bartlett, two leading scholars in strategic management, note the following:

As their label clearly warns, divisions divide. The divisional model fragments
companies’ resources; it creates vertical communication channels that insulate
business units and prevents them from sharing their strengths with one another.
Consequently, the whole of the corporation is often less than the sum of its parts.
A final limitation of the divisional design is that certain regions, products, or cus-
tomers may sometimes receive special treatment, and it may be difficult to main-
tain consistent, companywide practices. Nonetheless, for most large organizations
and many small firms, the advantages of a divisional structure more than offset the
potential limitations.>

A divisional structure by geographic area is appropriate for organizations whose
strategies need to be tailored to fit the particular needs and characteristics of customers in
different geographic areas. This type of structure can be most appropriate for organizations
that have similar branch facilities located in widely dispersed areas. A divisional structure
by geographic area allows local participation in decision making and improved coordina-
tion within a region. Hershey Foods is an example of a company organized using the
divisional by geographic region type of structure. Hershey’s divisions are United States,
Canada, Mexico, Brazil, and Other. Analysts contend that this type of structure may not be
best for Hershey because consumption patterns for candy are quite similar worldwide. An
alternative—and perhaps better—type of structure for Hershey would be divisional by
product because the company produces and sells three types of products worldwide: (1)
chocolate, (2) nonchocolate, and (3) grocery.

The divisional structure by product (or services) is most effective for implementing
strategies when specific products or services need special emphasis. Also, this type of
structure is widely used when an organization offers only a few products or services or
when an organization’s products or services differ substantially. The divisional structure
allows strict control over and attention to product lines, but it may also require a more
skilled management force and reduced top management control. General Motors, DuPont,
and Procter & Gamble use a divisional structure by product to implement strategies. Huffy,
the largest bicycle company in the world, is another firm that is highly decentralized based
on a divisional-by-product structure. Based in Ohio, Huffy’s divisions are the Bicycle
division, the Gerry Baby Products division, the Huffy Sports division, YLC Enterprises,
and Washington Inventory Service. Harry Shaw, Huffy’s chairman, believes decentraliza-
tion is one of the keys to Huffy’s success.

Eastman Chemical established a new by-product divisional organizational structure.
The company’s two new divisions, Eastman Company and Voridian Company, focus on
chemicals and polymers, respectively. The Eastman division focuses on coatings, adhe-
sives, inks, and plastics, whereas the Voridian division focuses on fibers, polyethylene, and
other polymers. Microsoft recently reorganized the whole corporation into three large divi-
sions-by-product. Headed by a president, the new divisions are (1) platform products and
services, (2) business, and (3) entertainment and devices. The Swiss electrical-engineering
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company ABB Ltd. recently scrapped its two core divisions, (1) power technologies and
(2) automation technologies, and replaced them with five new divisions: (1) power prod-
ucts, (2) power systems, (3) automation products, (4) process automation, and (5) robotics.

When a few major customers are of paramount importance and many different
services are provided to these customers, then a divisional structure by customer can be the
most effective way to implement strategies. This structure allows an organization to cater
effectively to the requirements of clearly defined customer groups. For example, book
publishing companies often organize their activities around customer groups, such as
colleges, secondary schools, and private commercial schools. Some airline companies
have two major customer divisions: passengers and freight or cargo services.

Merrill Lynch is organized into separate divisions that cater to different groups of
customers, including wealthy individuals, institutional investors, and small corporations.
Motorola’s semiconductor chip division is also organized divisionally by customer, having
three separate segments that sell to (1) the automotive and industrial market, (2) the mobile
phone market, and (3) the data-networking market. The automotive and industrial segment
is doing well, but the other two segments are faltering, which is a reason why Motorola is
trying to divest its semiconductor operations.

A divisional structure by process is similar to a functional structure, because activities
are organized according to the way work is actually performed. However, a key difference
between these two designs is that functional departments are not accountable for profits or
revenues, whereas divisional process departments are evaluated on these criteria. An exam-
ple of a divisional structure by process is a manufacturing business organized into six divi-
sions: electrical work, glass cutting, welding, grinding, painting, and foundry work. In this
case, all operations related to these specific processes would be grouped under the separate
divisions. Each process (division) would be responsible for generating revenues and profits.
The divisional structure by process can be particularly effective in achieving objectives
when distinct production processes represent the thrust of competitiveness in an industry.

The Strategic Business Unit (SBU) Structure

As the number, size, and diversity of divisions in an organization increase, controlling and
evaluating divisional operations become increasingly difficult for strategists. Increases in
sales often are not accompanied by similar increases in profitability. The span of control
becomes too large at top levels of the firm. For example, in a large conglomerate organiza-
tion composed of 90 divisions, such as ConAgra, the chief executive officer could have
difficulty even remembering the first names of divisional presidents. In multidivisional
organizations, an SBU structure can greatly facilitate strategy-implementation efforts.
ConAgra has put its many divisions into three primary SBUs: (1) food service (restau-
rants), (2) retail (grocery stores), and (3) agricultural products.

The SBU structure groups similar divisions into strategic business units and delegates
authority and responsibility for each unit to a senior executive who reports directly to the
chief executive officer. This change in structure can facilitate strategy implementation by
improving coordination between similar divisions and channeling accountability to
distinct business units. In a 100-division conglomerate, the divisions could perhaps be
regrouped into 10 SBUs according to certain common characteristics, such as competing
in the same industry, being located in the same area, or having the same customers.

Two disadvantages of an SBU structure are that it requires an additional layer of
management, which increases salary expenses. Also, the role of the group vice president is
often ambiguous. However, these limitations often do not outweigh the advantages of
improved coordination and accountability. Another advantage of the SBU structure is that
it makes the tasks of planning and control by the corporate office more manageable.

Citigroup in 2009 reorganized the whole company into two SBUs: (1) Citigroup,
which includes the retail bank, the corporate and investment bank, the private bank, and
global transaction services; and (2) Citi Holdings, which includes Citi’s asset management
and consumer finance segments, CitiMortgage, CitiFinancial, and the joint brokerage
operations with Morgan Stanley. Citigroup’s CEO, Vikram Pandit, says the restructuring
will allow the company to reduce operating costs and to divest (spin off) Citi Holdings.
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The huge computer firm Dell Inc., reorganized in 2009 into two SBUs. One SBU is
Consumer Products and the other is Commercial. As part of its reorganization, Dell
deleted the geographic divisions within its Consumer Products segment. However within
its Commercial segment, there are now three worldwide units: (1) large enterprise, (2) pub-
lic sector, and (3) small and midsize businesses. Dell is also closing a manufacturing facil-
ity in Austin, Texas, and laying off more employees as the company struggles to compete.
Computer prices and demand are falling as competition increases. Atlantic Richfield
Fairchild Industries, and Honeywell International are examples of firms that successfully
use an SBU-type structure.

As illustrated in Figure 7-4, Sonoco Products Corporation, based in Hartsville, South
Carolina, utilizes an SBU organizational structure. Note that Sonoco’s SBUs—Industrial
Products and Consumer Products—each have four autonomous divisions that have their
own sales, manufacturing, R&D, finance, HRM, and MIS functions.

The Matrix Structure

A matrix structure is the most complex of all designs because it depends upon both verti-
cal and horizontal flows of authority and communication (hence the term matrix). In con-
trast, functional and divisional structures depend primarily on vertical flows of authority
and communication. A matrix structure can result in higher overhead because it creates
more management positions. Other disadvantages of a matrix structure that contribute to
overall complexity include dual lines of budget authority (a violation of the unity-of-com-
mand principle), dual sources of reward and punishment, shared authority, dual reporting
channels, and a need for an extensive and effective communication system.

Despite its complexity, the matrix structure is widely used in many industries, includ-
ing construction, health care, research, and defense. As indicated in Table 7-9, some
advantages of a matrix structure are that project objectives are clear, there are many chan-
nels of communication, workers can see the visible results of their work, and shutting
down a project can be accomplished relatively easily. Another advantage of a matrix struc-
ture is that it facilitates the use of specialized personnel, equipment, and facilities.
Functional resources are shared in a matrix structure, rather than duplicated as in a divi-
sional structure. Individuals with a high degree of expertise can divide their time as needed
among projects, and they in turn develop their own skills and competencies more than in
other structures. Walt Disney Corp. relies on a matrix structure.

Sonoco Products’ SBU Organizational Chart

Chief Executive Officer

Chief
Strategy

Chief Chief Chief VP of VP of
Finance Operating Information Human Marketing

Officer (CSO), |Officer (CFO), |Officer (COO), |Officer (CIO) Resources

(Industrial Products SBU] [Consumer Products SBU]

Adhesive
Packaging
Division

Tubes/ Paper Reels Flexible High Metal Rigid

Cores

Division Division Packaging | [Density Film Ends Division

Division Division Division Division




CHAPTER 7 * IMPLEMENTING STRATEGIES: MANAGEMENT AND OPERATIONS ISSUES

Advantages and Disadvantages of a Matrix Structure

Advantages Disadvantages
1. Project objectives are clear 1. Requires excellent vertical and horizontal
2. Employees can clearly see results flows of communication

of their work 2. Costly because creates more manager
3. Shutting down a project is easily positions

accomplished 3. Violates unity of command principle
4. Facilitates uses of special equipment/ 4. Creates dual lines of budget authority

personnel/facilities 5. Creates dual sources of reward/punishment
5. Functiqnal resources are s.hared instead 6. Creates shared authority and reporting

of duplicated as in a divisional structure . )

7. Requires mutual trust and understanding

A typical matrix structure is illustrated in Figure 7-5. Note that the letters (A through
Z4) refer to managers. For example, if you were manager A, you would be responsible for
financial aspects of Project 1, and you would have two bosses: the Project 1 Manager on
site and the CFO off site.

For a matrix structure to be effective, organizations need participative planning, train-
ing, clear mutual understanding of roles and responsibilities, excellent internal com-
munication, and mutual trust and confidence. The matrix structure is being used more

An Example Matrix Structure

CEO

@

A B C D E F G H I J
U A% w X Y zZ Z1 72 73 74

Notes: Titles spelled out as follows.

Chief Executive Officer (CEO)

Chief Finance Officer (CFO)

Chief Strategy Officer (CSO)

Chief Information Officer (CIO)
Human Resources Manager (HRM)
Chief Operating Officer (COO)

Chief Legal Officer (CLO)

Research & Development Officer (R&D)
Chief Marketing Officer (CMO)

Chief Technology Officer (CTO)
Competitive Intelligence Officer (CIO)
Maintenance Officer (MO)
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frequently by U.S. businesses because firms are pursuing strategies that add new products,
customer groups, and technology to their range of activities. Out of these changes are
coming product managers, functional managers, and geographic-area managers, all of
whom have important strategic responsibilities. When several variables, such as product,
customer, technology, geography, functional area, and line of business, have roughly equal
strategic priorities, a matrix organization can be an effective structural form.

Some Do’s and Don’ts in Developing Organizational Charts

Students analyzing strategic management cases are often asked to revise and develop a
firm’s organizational structure. This section provides some basic guidelines for this
endeavor. There are some basic do’s and don’ts in regard to devising or constructing orga-
nizational charts, especially for midsize to large firms. First of all, reserve the title CEO for
the top executive of the firm. Don’t use the title “president” for the top person; use it for the
division top managers if there are divisions within the firm. Also, do not use the title
“president” for functional business executives. They should have the title “chief,” or “vice
president,” or “manager,” or “officer,” such as “Chief Information Officer,” or “VP of
Human Resources.” Further, do not recommend a dual title (such as “CEO and president”)
for just one executive. The chairman of the board and CEO of Bristol-Myers Squibb, Peter
Dolan, recently gave up his title as chairman. However, Pfizer’s CEO, Jeffrey Kindler,
recently added chairman of the board to his title when he succeeded Hank McKinnell as
chairman of Pfizer’s board. And Comverse Technology recently named Andre Dahan as its
president, chief executive officer, and board director. Actually, “chairperson” is much
better than “chairman” for this title.

A significant movement began among corporate America in mid-2009 to split the
chairperson of the board and the CEO positions in publicly held companies.® The move-
ment includes asking the New York Stock Exchange and Nasdaq to adopt listing rules that
would require separate positions. About 37 percent of companies in the S&P 500 stock
index have separate positions, up from 22 percent in 2002, but this still leaves plenty of
room for improvement. Among European and Asian companies, the split in these two
positions is much more common. For example, 79 percent of British companies split the
positions, and all German and Dutch companies split the position.

Directly below the CEOQ, it is best to have a COO (chief operating officer) with any
division presidents reporting directly to the COO. On the same level as the COO and also
reporting to the CEO, draw in your functional business executives, such as a CFO (chief
financial officer), VP of human resources, a CSO (chief strategy officer), a CIO (chief
information officer), a CMO (chief marketing Officer), a VP of R&D, a VP of legal affairs,
an investment relations officer, maintenance officer, and so on. Note in Figure 7-6 that
these positions are labeled and placed appropriately. Note that a controller and/or treasurer
would normally report to the CFO.

In developing an organizational chart, avoid having a particular person reporting to more
than one person above in the chain of command. This would violate the unity-of-command
principle of management that “every employee should have just one boss.” Also, do not have
the CFO, CIO, CSO, human resource officer, or other functional positions report to the COO.
All these positions report directly to the CEO.

A key consideration in devising an organizational structure concerns the divisions.
Note whether the divisions (if any) of a firm presently are established based upon geogra-
phy, customer, product, or process. If the firm’s organizational chart is not available, you
often can devise a chart based on the titles of executives. An important case analysis activ-
ity is for you to decide how the divisions of a firm should be organized for maximum effec-
tiveness. Even if the firm presently has no divisions, determine whether the firm would
operate better with divisions. In other words, which type of divisional breakdown do you
(or your group or team) feel would be best for the firm in allocating resources, establishing
objectives, and devising compensation incentives? This important strategic decision faces
many midsize and large firms (and teams of students analyzing a strategic-management
case). As consumption patterns become more and more similar worldwide, the divisional-
by-product form of structure is increasingly the most effective. Be mindful that all firms
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Typical Top Managers of a Large Firm

CEO

bbb@d@dbbbb

PRESIDENT PRESIDENT PRESIDENT PRESIDENT
DIVISION 1 DIVISION 2 DIVISION 3 DIVISION 4

Notes: Titles spelled out as follows.

Chief Executive Officer (CEO)

Chief Finance Officer (CFO)

Chief Strategy Officer (CSO)

Chief Information Officer (CIO)
Human Resources Manager (HRM)
Chief Operating Officer (COO)

Chief Legal Officer (CLO)

Research & Development Officer (R&D)
Chief Marketing Officer (CMO)

Chief Technology Officer (CTO)
Competitive Intelligence Officer (CIO)
Maintenance Officer (MO)

have functional staff below their top executive and often readily provide this information,
so be wary of concluding prematurely that a particular firm utilizes a functional structure.
If you see the word “president” in the titles of executives, coupled with financial-reporting
segments, such as by product or geographic region, then the firm is divisionally structured.

If the firm is large with numerous divisions, decide whether an SBU type of structure
would be more appropriate to reduce the span of control reporting to the COO. Note in
Figure 7-4 that the Sonoco Products’ strategic business units (SBUs) are based on product
groupings. An alternative SBU structure would have been to base the division groupings
on location. One never knows for sure if a proposed or actual structure is indeed most
effective for a particular firm. Note from Chandler’s strategy-structure relationship (p. 221)
illustrated previously in this chapter that declining financial performance signals a need for
altering the structure.

Restructuring, Reengineering, and E-Engineering

Restructuring and reengineering are becoming commonplace on the corporate landscape
across the United States and Europe. Restructuring—also called downsizing, rightsizing,
or delayering—involves reducing the size of the firm in terms of number of employees,
number of divisions or units, and number of hierarchical levels in the firm’s organizational
structure. This reduction in size is intended to improve both efficiency and effectiveness.
Restructuring is concerned primarily with shareholder well-being rather than employee
well-being.

Recessionary economic conditions have forced many European companies to downsize,
laying off managers and employees. This was almost unheard of prior to the mid-1990s
because European labor unions and laws required lengthy negotiations or huge severance
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If an ESOP owns more than 50 percent of the firm, those who lend money to the ESOP
are taxed on only 50 percent of the income received on the loans. ESOPs are not for every
firm, however, because the initial legal, accounting, actuarial, and appraisal fees to set up
an ESOP are about $50,000 for a small or midsized firm, with annual administration
expenses of about $15,000. Analysts say ESOPs also do not work well in firms that have
fluctuating payrolls and profits. Human resource managers in many firms conduct prelim-
inary research to determine the desirability of an ESOP, and then they facilitate its estab-
lishment and administration if benefits outweigh the costs.

Wyatt Cafeterias, a southwestern United States operator of 120 cafeterias, also
adopted the ESOP concept to prevent a hostile takeover. Employee productivity at Wyatt
greatly increased since the ESOP began, as illustrated in the following quote:

The key employee in our entire organization is the person serving the customer on
the cafeteria line. In the past, because of high employee turnover and entry-level
wages for many line jobs, these employees received far less attention and
recognition than managers. We now tell the tea cart server, “You own the
place. Don’t wait for the manager to tell you how to do your job better or how to
provide better service. You take care of it.” Sure, we’re looking for productivity
increases, but since we began pushing decisions down to the level of people who
deal directly with customers, we’ve discovered an awesome side effect—
suddenly the work crews have this “happy to be here” attitude that the customers
really love.??

Balancing Work Life and Home Life

Work/family strategies have become so popular among companies today that the strate-
gies now represent a competitive advantage for those firms that offer such benefits as
elder care assistance, flexible scheduling, job sharing, adoption benefits, an on-site
summer camp, employee help lines, pet care, and even lawn service referrals. New
corporate titles such as work/life coordinator and director of diversity are becoming
common.

Working Mother magazine annually published its listing of “The 100 Best
Companies for Working Mothers” (www.workingmother.com). Three especially impor-
tant variables used in the ranking were availability of flextime, advancement opportuni-
ties, and equitable distribution of benefits among companies. Other important criteria
are compressed weeks, telecommuting, job sharing, childcare facilities, maternity
leave for both parents, mentoring, career development, and promotion for women.
Working Mother’s top eight best companies for working women in 2009 are provided in
Table 7-14. Working Mother also conducts extensive research to determine the best U.S.
firms for women of color.

Human resource managers need to foster a more effective balancing of professional
and private lives because nearly 60 million people in the United States are now part of
two-career families. A corporate objective to become more lean and mean must today

A Few Excellent Workplaces for Women
Abbott—An elaborate child care center at headquarters serves 670 infants, toddlers, and pre-schoolers; employees can visit their
children during the day.
Allstate Insurance—Child care centers are abundant: all employees have access to discounted child care.
American Express—Flex scheduling and tuition reimbursement enable most employees to continue their education.
Citi—Telecommuting for employees makes caring for family a priority.
Fannie Mae—Reimburses tuition-related expenses up to $10,000 per child; provides four weeks of paid maternity leave.
IBM—Work/life balance is an integral part of the IBM culture.
Johnson & Johnson—Nearly all employees say you never have to choose between family and work at J&J.

Merck & Company—Flextime and tuition reimbursement are available to nearly all Merck employees.

Source: Based on 2009 Web site, http://www.workingmother.com/web?service=direct/1/ViewArticlePage/dlinkFull Article&sp=1780&sp=94.
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include consideration for the fact that a good home life contributes immensely to a good
work life.

The work/family issue is no longer just a women’s issue. Some specific measures that
firms are taking to address this issue are providing spouse relocation assistance as an
employee benefit; providing company resources for family recreational and educational
use; establishing employee country clubs, such as those at IBM and Bethlehem Steel; and
creating family/work interaction opportunities. A study by Joseph Pleck of Wheaton
College found that in companies that do not offer paternity leave for fathers as a benefit,
most men take short, informal paternity leaves anyway by combining vacation time and
sick days.

Some organizations have developed family days, when family members are invited
into the workplace, taken on plant or office tours, dined by management, and given a
chance to see exactly what other family members do each day. Family days are inexpensive
and increase the employee’s pride in working for the organization. Flexible working hours
during the week are another human resource response to the need for individuals to bal-
ance work life and home life. The work/family topic is being made part of the agenda at
meetings and thus is being discussed in many organizations.

Only 2.6 percent of Fortune 500 firms have a woman CEO. However, recent studies
have found that companies with more female executives and directors outperform other
firms.?* Judy Rosener at the University of California, Irvine, says, “Brain sca