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1. The Role of Analysis in Business Management

How many pilots can fly their planes without receiving signals about what lies in front of them, how fast they are going, what the weather conditions are, and how well their airplane is performing? How many generals would lead their armies into battle without having first scouted the terrain, acknowledged the enemy, understood their own and rivals’ forces, and thought about the moves and countermoves they and their opponents might make? The answer to those two questions should be “very few.” Yet, how many business executives are surprised by new competitive strategies and tactics, do not understand why their organizations are losing, or make poor decisions due to the absence of key information or insights? If you go by the number of examples that are offered up every day in the business media, the answer is “far too many.”

In today’s information age, businesspeople must increasingly be able to make sense of their competition, environments, organizations, and strategies to be successful. Analysis, the way we approach it in this book, is a sense-making activity. Successful analysts generate actionable, relevant, and timely insights and give that sense (sense-giving) to others, who act on it to create a more desirable future for their organization. In essence, an analyst defines and produces a better future reality (insights) for clients (executives) whose decisions will create it.

Business management is a way of conducting an organization. Its objective is to develop values, managerial capabilities, organizational responsibilities, and administrative systems that link strategic, tactical, and operational decision-making at all levels and across all lines of authority. Effective management is undergirded by helpful analytical insights.

One of the key tasks of today’s business executives is to participate in and contribute to their organizations’ strategies and tactics. Sadly, strategy is an overused word that means different things to different people. Even distinguished management scholars and senior executives can be hard pressed to define it or agree on what it entails.

Although we really do not want to muddy the waters and add to the lengthy list of definitions, we do know that winning strategies are based on originality and uniqueness—being different from competitors in ways that customers value. The idea of these differences has been defined by economists in terms of competencies. In strategic management terms, this means trying to develop distinctive organizational processes, relationships, and resources. Companies that develop these distinctive competencies are usually best able to leverage them in the marketplace and achieve a competitive advantage.

A competitive advantage is the distinct way in which an organization is positioned in the market to obtain an edge over its competitors. This status is most commonly evidenced by the organization’s ability to generate and maintain sustained levels of profitability above the industry average. The process that is primarily associated with helping an organization attain competitive advantage is strategic planning (see Figure 1.1). This can be defined as a disciplined and systematic effort to develop, plan, and specify an organization’s strategy, as well as assigning responsibilities and resources for executing it.

[image: Image]

Figure 1.1. A generic strategic planning process.

Management decisions in the strategy development process are concerned with the following:

• The scope of the organization’s activities. The most overlooked element of strategy, this addresses questions such as Where will we operate? What customers will we target? Which competitors will we avoid or take on? What parts of the value chain will we do ourselves, and what should we outsource?

• Aligning an organization’s activities with its environment. This is the idea of finding a strategy that creates a desirable level of “fit.” Environments often change, and strategies must be dynamic and flexible to effectively address these changes.

• Matching an organization’s activities to its resource capability. This requires working within our means while winning customers and generating profits.

• The implications of change throughout the organization. These are likely to be complex in nature and will require excellence in execution or strategy implementation.

• Allocating and reallocating an organization’s significant resources. This requires us to seek resource optimization in using our assets where they can be most highly valued.

• The values, expectations, and goals of those influencing strategy. Decision-makers understand what is happening and have a clear sense of where the organization needs to go both now and in the future.

• The direction in which the organization will move in the long run. This can be five to ten years or more, depending on the natures of change, dynamism, and competition affecting an industry.

Within this process, management decisions may differ, depending on the timing and the responsibility of the decision-makers. These decisions would most commonly be identified as strategic, tactical, or operational:

• Strategic decisions support the organization’s vision, mission, values, and have significant resource allocation impact. They set precedents or the tone for decisions further down in the organization, occur infrequently, may be irreversible, and have a potentially material effect on the organization’s competitiveness within its marketplace. They are made by top managers and affect the organization’s business direction.

• Tactical decisions are less all-encompassing than strategic ones; they involve formulating and implementing policies for the organization. They are usually made by mid-level managers and often materially affect functions such as marketing, accounting, production, or a business unit or product as opposed to the entire organization. Tactical decisions generally have fewer resource implications than strategic decisions.

• Operational decisions support the day-to-day decisions needed to operate the organization; they take effect over a few days or weeks. Typically made by a lower-level manager, operational decisions differ from tactical and strategic decisions in that they are made frequently and often on the fly. Operational decisions tend to be highly structured, often with well-defined procedure manuals or within readily understood parameters.

Figuring out how to achieve this fit or congruence between an organization and its (business or competitive) environment is a critical task for any senior executive. It requires sound analytical efforts and thinking about the global environment in which the organization competes. This process requires systematic attention, which is in surprisingly short supply in too many organizations.

No senior executive can be expected to know the entire competitive terrain well enough to correctly call all the shots. Within today’s complex, uncertain, risky, chaotic, and globally competitive environment, the pressing need to make sense, think strategically, and improve understanding of the competitive terrain is why organizations need to develop and enhance their analytical abilities.

Analysis needs to be done well to help organizations succeed.

But isn’t analysis something that everyone learns during their schooling or on the job? Can’t we just get by like everybody else and rely solely on our intuition, gut, experience, and so on to succeed well into the future?

The answer to these questions is no—especially not these days. Table 1.1 explains what we do and do not mean by analysis.

Table 1.1. Defining Analysis
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At a minimum, good analysis of your competition, environment, organization, and strategy should help you deliver the following benefits to decision-making:

• Early warning of potentially developing opportunities or emerging threats in your competitive environment and more time to address them

• An objective and arm’s-length assessment of your organization’s relative competitive position, strengths and limitations, and competencies

• The ability to help your organization adapt more quickly and easily to changes in the environment, thereby avoiding typically unpleasant surprises

• The means to base your organization’s strategic, marketing, and sales or product plans on relevant, actionable, and timely insights

• Valuable additions to the organization’s cumulative base of knowledge and learning

• Greater confidence that decisions are based on systematically derived understanding that reduces ambiguity and complexity to acceptably low levels

The driving purpose of performing analysis is to better understand your industry, context, and competitors to make better decisions and achieve enhanced results. More effective decision-making hopefully should improve the quality of strategies that provide a competitive advantage, which in turn delivers performance results that are superior to your competitors’.

The output of any analysis should be actionable—that is, future-oriented—and should help decision-makers develop better competitive strategies and tactics. Analysis results should also facilitate a better, asymmetric understanding than competitors have of the competitive environment and help plan and deliver marketplace actions that others cannot match. The ultimate aim of analysis is to produce better business results!

The Increasing Need for Effective Analysis

As mentioned, getting business results from analysis has become a more important facet of competitiveness in recent years due to a number of important reasons.

First, globalization has increased the absolute level of competition present in most marketplaces. In the past, a competitor could sustain marketplace advantages by being in the right place at the right time. Geographic, physical, and sociopolitical barriers kept competitors at bay and out of many marketplaces. Most of these barriers are falling or have fallen in light of the vast progress made in communication, information systems, knowledge, technology, trade policy, and transport. New competitors quickly appear when and where these marketplace barriers are disrupted or fade.

And new competitors may compete very differently from existing competitors. They may have learned their business in different contexts, often faced different customer demands, utilized unique resources, and understood competition based on these unique contexts and experiences. No longer can organizations expect competitors to compete by following age-old rules of the game or the same old industry means of competing. Sometimes, the form of competition may not even appear logical, insightful, or ethical, while still being legal. Because of this new global competition, the need to thoroughly understand competitors and business contexts grows more important.

Second, the global economy is being characterized as a knowledge economy. A paradigm shift has occurred as we move further from the industrial economy paradigm that dominated most of the last two centuries. Plants, property, and equipment produce tangible things. But services and related intangibles associated with people, what, and who they know now constitute the largest part of the GDP in most of the leading economies. Services are more relationships and knowledge-based than materials-based.

As evidenced by the massive growth in data storage in recent years, many companies are amassing data and information without realizing that knowledge is not the same thing as information. Because of improvements in communication channels, information is available in previously unseen quantities. Information has become increasingly infused with noise, redundancy, and ambiguity, and therefore is of lower value. It is akin to business professionals “drinking from the fire hose” and is in what economists call a state of oversupply. Sustaining a competitive advantage requires companies to uniquely gather and apply data and information, to create order out of chaos and complexity, and to leverage and transfer knowledge while striving to acquire expertise. Those who do this well achieve information asymmetries, which are highly valuable to their strategy development.

Knowledge is the capacity to act. Converting knowledge into business insights and action requires competence in analysis, sense-making, and sense-giving. Competence embraces such things as experience, factual understanding about industry and organizational conditions, decision-making and managerial skills, and making insightful value judgments. Analytical competence is frequently developed through trial, making mistakes, practice, reflection, repetition, and training. More than ever before, the knowledge economy means that organizations need to further develop their resources, abilities, competence and, ultimately, expertise if they intend to gain or sustain a competitive advantage.

Third, the new economy is characterized by increasing imitability, whereby competitors have a greater ability than ever before to quickly replicate and copy most facets of a new product or service offering. Fending off imitators is increasingly difficult because of market complexity and the subsequent need to involve other organizations in alliances, collaborations with competitors, spin-offs, and ever-changing outsourcing and staffing arrangements between organizations. As a result of the protection of a product or service through legally recognized vehicles such as copyrights, patents, and trademarks, it is now easy for a competitor to manufacture around a new offering because so much information about its inner workings is available publicly. Finding this information has also become easier in an age where governments and international agencies must share this information with one another to establish the legal viability of a new offering. More than a few companies succeed by being “quick seconds” or “fast followers” into the marketplace and by stressing their competitive ability to quickly offer an improved product or service after the originator.

Fourth, both problems and opportunities arise from increasing complexity and speed. Underlying the changing marketplace is communication and information technology that allows data transfer to take place at faster rates than ever before. But while this change in mechanical means has happened, the human ability to process data has remained essentially stable.

A decade or two ago, a “first mover” company could establish a formidable lead for several years by introducing new products or services. Today, a company’s time at the top in a market-leading position has shrunk to a much shorter duration; in other words, the interval or “half-life” a company enjoys as a market leader has fallen to previously unforeseen levels. The cycle time underlying the introduction of new products or services is also shorter. Companies must continue reducing this amount of time while increasing the number of introductions they make to stay ahead of competitors. Innovation is more important than ever, and analysis complements and supports it!

Concluding Observations

As stated earlier, all these factors necessitate good competitive insights. And good competitive insights require effective analysis. Successful business analysis requires understanding environments, industries, and organizations. This comes from, among other things, experience, solid data and information, and the proper choice and utilization of analytical techniques.

Today’s businesspeople need to do a better job of making sure that the analysis they perform is based on sound, proven methodologies. Hopefully in the future you will master a core set of methodologies that will make the way you evaluate data and information more effective and more decision-relevant. At a minimum, after reading this book, you will know at least a dozen demonstrated methodologies to help you move faster and better along your path.

This book describes 12 of the more well-known and heavily utilized analytical techniques for business, competition, environment, and markets. They are designed to assist any businessperson who needs to develop insights and make sense of strategy in the larger business environment. This book is based on our many decades of knowledge, skills, and experience in consulting, practicing, teaching, and researching how business and competitive analysis is used. It is applicable to all types of enterprises, whether public or private, giant, medium, or small.

This book’s premise is that businesspeople working in any environment must have a robust and healthy selection of tools and techniques to help them address important issues and answer important questions about their enterprises’ abilities to compete—not only in the present, but also in the future. Unfortunately, we have seen far too many instances where a limited set of tools was used and competitive insights were in short supply. Much like the tradesperson who has only a hammer, they’d better hope that everything they work on involves nails!

Uniquely, this book focuses specifically on analysis. It is not designed to be another business management or strategic planning text. At the same time, we must admit that the processes and techniques described here certainly can benefit strategic planners and managers. Plenty of good books on these topics are available; we routinely reference many of them ourselves. What surprises us, though, about competitive and strategic analysis is the limited number of tools and techniques most businesspeople use and how little genuine insight results from them when they have scores of techniques at their disposal!

These adverse results occur not only because some tools are badly chosen, outdated, or used incorrectly but also because they are misunderstood or misapplied. Even individuals who get a good business school education may not have had the appropriate contexts, instruction, experiences, or guidance in employing these techniques effectively to deal with real-world sense-making or sense-giving challenges.

This book provides instruction on a dozen tools and techniques, evaluates each technique’s strengths and weaknesses, and outlines the process used to actually employ the technique. It also includes sample applications, resulting in that vital ingredient—insight.

Being a businessperson in an enterprise facing a high degree of competitive rivalry is difficult, especially if an individual is inexperienced or lacks appreciation of the art of analysis. The analytical challenge for businesspeople today is more daunting than ever for a number of reasons:

• Pressure for a quick judgment. Competitors move fast, investors and shareholders want the quarterly performance targets on time, customers want solutions yesterday—and nobody is willing to wait. Time is the most precious resource for businesspeople; consequently, it is always in short supply. Decisions are often made on the basis of what you currently know because the situation simply does not allow for delay. Therefore, you need to constantly seek established data collection and classification systems that can provide reliable outputs quickly. Businesspeople everywhere need to address the increasingly time-starved context within which they work and assess its ramifications.

• Highly ambiguous situations. Ambiguity comes in many forms. It can emanate from the nature of competition, the range of competitive tactics employed, key stakeholders’ responses in a competitive arena, product or process enhancements, consumer responses to competitive tactics, and so on. Researchers have studied these types of interjections. They have figured out that ambiguity can be a potent barrier to competitive imitation and can allow a competitor to sustain an advantage for a longer period.

• Incrementally received/processed information. Rarely will you get the information you need in time and in the format you require. The inability of traditional executive information systems to capture, classify, and rank rumors, gossip, grapevine data, and knowledge held by employees means that you may lack the kind of primary source information that has always been the “jewel in the crown” element that makes analysis so valuable.

Excellent analysis is the key to successful business insights, and good insights can provide high-value, anticipatory decision support capability in contemporary enterprises. Insight about customers, competitors, potential partners, suppliers, and other influential stakeholders is a company’s first—and often only—line of attack or defense. Maintaining this capability into the future requires business executives to exploit every opportunity to deliver analysis that is persuasive, relevant, timely, perceptive, and actionable.

Analytical outputs must provide the decision-making process with the essential insight needed to preserve an organization’s competitiveness and highlight early opportunities or warning signs of market changes. We expect that this book will provide you with some helpful guidance and assistance in delivering improved insights to support your organization’s competitive endeavors and in achieving its market sense-making and sense-giving objectives.


2. The Analysis Process

Because of its lack of separate inclusion in most business schools and executive training programs, it is easy to see why analysis may be the ugly duckling of effective management. Few management authors write about analysis, not many people want to talk about it, and even fewer people claim to be an expert at it. Just compare the commercial availability and visibility of data analysis to data collection. Data collectors are found on every street corner—everywhere you can access a search engine. Data collection methods are common and available to most takers, and data collection agencies are plentiful. Don’t believe us? Go to your local library, search the Internet, or read the advertisements in industry magazines.

Why, then, does analysis have a poor reputation? In addition to the reasons described in Chapter 1, we think a number of reasons can potentially explain why analysis is not among the most popular topics of discussion at the executive dining table:

• Analysis is difficult for most people. As in nature, people tend to prefer taking the path of least resistance when it comes to putting forth effort or expending energy. In today’s turbocharged digital world, it is far easier to collect a lot of data than to work out what to do with it. This explains why one of the fastest-growing industries globally during the past decade has been digital storage.

• Hardly anybody analyzes their analysis! Few people actually detail the processes they use in analyzing business phenomena. Many people have difficulty even explaining how they reached their analysis conclusions. Fewer still use process maps and other improvement techniques to elevate their performance over time. It’s a bit like riding a bicycle: Many people jump on and ride, but they cannot explain how they do it to a novice or to a four-year-old hoping to get rid of her training wheels.

• Few people have publicly recognized or established analysis expertise. In many fields, there are clear-cut educational pathways and certification routes that people can take to demonstrate competence. They do not exist in analysis. Even those who have the expertise may be unable to teach or disseminate how to do it. Analysis skills can be developed over time as you grow in experience and knowledge.

• Few frameworks exist for understanding how the analysis component can be managed as an integral part of the larger decision-making process. Few individuals can thoughtfully explain how analysis can be successfully managed according to the “three E’s”: efficiency, effectiveness, and efficacy. Very few people assess and evaluate analytical quality and performance.

It is our view and the findings of several large-scale business surveys that data collection is managed far more successfully than analysis. We see a number of prevalent symptoms that suggest why analysis is not managed properly:

• Tool rut. Like the child who has a saw and begins to think everything she sees looks like wood that needs to be cut, people keep using the same analytical tools repeatedly. We describe this tendency to overuse the same tools as being in a “tool rut.” This is counter to the principle that, in addressing the complexity of this dynamic world, businesspeople need to look at and effectively apply numerous models to provide value.

• B-school recipe. Many individuals charged with doing analysis come from MBA programs where they were taught tried-and-tested recipes by instructors who lack competitive analysis experience and expertise or who have a financial and management accounting background. Strategy, business, and competitive analysis are as different from accounting analysis as strategy is from accounting.

• Ratio blinders. Most businesspeople perform analysis based on historical data and financial ratios. This can at best only provide comparison and tell them the size of the gap (the what) between two organizations on a particular data point or data set. It does not help explain the reasons for why the gap exists or how to close it. Most ratios also point to past actions, previous behavior, and prior performance. Analysis must always point toward the future.

• Convenience shopping. Individuals frequently perform analysis on the basis of the data they have as opposed to the data they should have. Because they have certain data at their disposal, they use the analytical technique that suits the data rather than focusing the analysis on their questions or the insights actually required. This is especially true when accountants are asked to do analysis and they provide outputs that reflect only financial manipulations.

As mentioned in Chapter 1, this is a book about analysis. We realize that using this term makes most businesspeople we advise and teach uncomfortable, particularly when we get past the smoke-and-mirrors level at which most people talk.

With the pace of change in today’s competitive global environment, organizations are constantly repositioning themselves to stay ahead of or catch up with their competition. As a result, organizations need to better understand and make sense of their environment and their evolving and dynamic position within it. This is the primary objective underlying the process of analysis.

Analysis is without a doubt one of the more difficult and critical roles a businessperson is called on to perform. Although, as mentioned here, great strides have been made in recent years in terms of planning analytical projects and collecting data, the same cannot be said of analysis.

As with the type of research formally taught to scientists, the analysis process can be viewed as having much in common with the scientific method. Analysts observe certain events, persons, or actions; develop a proposition or hypothesis to explain what they have observed; and then use the hypothesis to predict what may occur. These predictions can then be further assessed through additional observations or data, and the hypotheses can be modified based on the results. Few businesspeople act this systematically or comprehensively.

As mentioned, business management involves all aspects of a business. It requires knowledge and understanding of the environmental impacts on an organization to ensure that correct decisions are made. It is not about just looking at the best “fit” but also about taking into account the needs of different stakeholders and diagnosing factors required to create a good outcome.

So how do you formulate strategies and ensure they are the right ones? Only by carefully collecting, examining, and evaluating the facts can appropriate alternatives be weighed in light of organizational resources and requirements.

In today’s world of information overload, collecting more or new data or information is not, in the authors’ opinion, the key issue. Instead, examining and evaluating the information through analysis is the key to defining appropriate strategies and decisions. This process requires knowledge, skill, time, and effort. Although most organizations gather some form of competitive information, surprisingly few analyze it formally and integrate the results into their ongoing business decision-making and strategy development processes.

What Is Analysis?

When we use the word analysis, we mean the separation of the whole into its constituent parts to understand each part’s value, kind, quantity, or quality. It is not just about reasoning from the universal or general to the particular; nor is it about summarizing the information collected. It is about breaking an issue into its parts. Today’s executive mindset says that every organization needs at least some professionals who are actively engaged in evaluating and examining each part.

How do you evaluate and examine each part?

Analysis is a multifaceted, multidisciplinary combination of scientific and nonscientific processes by which an individual interprets the data or information to provide meaningful insights. It is used to derive correlations, evaluate trends and patterns, identify performance gaps, and, above all, identify and evaluate opportunities available to organizations. Analysis answers the critical “So what?” and “Now what?” questions about the data we gather and brings insight to bear directly on the decision-making process.

Effective analysis requires experience, good inputs, intuition, models, and, some would argue, even a dash of good luck. It requires constantly varying and balancing combinations of art and science, common sense and informed models, and intuition and instruction.

The reason we do analysis is that, although plenty of information may exist, the issues being analyzed often are complex, and the overall reality of the situation may not be all that obvious at first glance.

Figure 2.1 illustrates a generic approach to analysis.
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Figure 2.1. A generic approach to analysis.

As a process, analysis depends on raw data. However, using just any data will not lead to effective analysis. The data collected and used to respond to your requirements needs to be assessed for its accuracy and reliability.

You need to be aware that understanding accuracy means recognizing, at a minimum, that not all data is of equal quality. Some data may be excellent, some marginal, some bad, and some might even be intended to deceive. You must assess your data sources to know whether input data is accurate and reliable. Invalid data nearly always produces invalid findings, or “garbage in, garbage out” as the adage goes.

Sources often have different reasons for supplying data. Knowing the reason that underlies an individual or group’s data is important in establishing the fit of these purposes for analysis. Some data sources are notorious for projecting biases onto data sets. For example, advocacy groups who have policy agendas often are prejudiced in the data they provide to policy makers, sometimes leaving out data that counters their positions while overemphasizing data in support of their positions. As you can appreciate, effective analysis relies on effective data collection and information gathering.

Apart from good data collection, there is no one best way to perform analysis. We have met many people who have wanted to drink from the mythical “analysis spring,” more popularly known as “magic bullet” software that will reliably perform the analysis task. It does not exist, and we strongly doubt that it ever will. However, we do believe it is possible to improve your expertise in this process by attending to certain things:

• Being extremely clear about what and how the decision-making client will use the results of your analysis

• Selecting and sorting data and informational inputs (that is, the “need to know” from the “nice to know” or “who cares about knowing” items)

• Choosing an analytical technique to apply to a particular need, as well as when and in what order to apply it

• Knowing what you need to understand and communicate to effectively inform organizational decisions and decision makers (that is, sense-giving)

Good analysis simply comes from ongoing practice. Like the top athlete who performs and improves his movements repeatedly until they can be done flawlessly, the more you practice the techniques described in this book, the better prepared you will be to undertake each technique, and the higher-quality your insights will be.

Whether the application of the analytical techniques can achieve its potential usefulness depends on a number of factors. Based on our experience with and understanding of the application of these techniques, you should keep in mind several points when performing formal analysis.

First, many organizations use formal methods as a way to take superficial shortcuts to management decision-making. The methods described in this book are based on empirical research and are supported by solid theory developed across a range of managerial disciplines. By presenting the methods individually and in a simplified fashion, we do not mean to suggest that their application can lead to “magic bullet” answers.

Second, there is no one right analytical tool for every situation. The depth and complexity of analysis depends on the business situation and your needs. It is important that you understand your needs first. No one method provides all the answers needed by decision makers who are intent on improving their competitiveness. Analytical techniques nearly always have to be used for specific purposes and in various combinations to obtain optimal results.

Third, you should be wary of becoming overly reliant on a small number of techniques. This is especially prevalent with inexperienced analysts and can happen for a few main reasons:

• They have generated positive results in the past by applying a particular technique.

• They have developed a level of comfort with using the technique.

• They possess convenient data that supports the repeated application of the same particular techniques.

The use of the techniques described in this book might lead you to circumvent the quality and/or quantity of analysis necessary for formulating and implementing effective competitive strategy for a number of reasons. For example, our experience suggests that it is far too easy to draw incorrect conclusions from incomplete or defective data with a number of these techniques. As mentioned earlier, the quality of the data is critical to the effective delivery of analytical outputs.

You should also note that in spite of the presence of a broad range of analytical techniques, twelve of which we describe in this book, some executives may still make poor decisions due to perceptual distortions and cognitive biases. Researchers have identified a variety of common biases that can enter into the process of analysis. These include the following:

• Escalating commitment. This is where executives commit more and more resources to a project even when they receive evidence that it is failing. The more rational move would be to cut your losses and run. But rationality is often overcome in these cases by feelings of personal responsibility, an inability to admit a mistake, or a failure to acknowledge changes in the assumptions that supported the initial decision.

• Groupthink. This occurs when a group of decision-makers (such as a senior management team) embarks on a poorly determined course of action without thoroughly questioning the decision’s underlying assumptions. It is often based on an emotional rather than objective assessment of the appropriate course of action and is most prevalent in organizations with strong leadership figures and cultures.

• Illusion of control. This is an individual’s tendency to overestimate his or her ability to control events. For example, someone who has chosen several winning lottery numbers might begin to believe he is better at it than he truly is. This is often the result of overconfidence. Senior executives have been shown to be particularly prone to this bias.

• The prior hypothesis bias. Individuals who have strong beliefs about the relationships between variables tend to make decisions on the basis of these beliefs, even when presented with analytical evidence that contradicts them. Additionally, these individuals often seek and use data only when it confirms their beliefs, while ignoring data that contradicts them. In strategic terms, this may happen when the top executive strongly believes that the organization’s existing strategy makes sense and continues to pursue it despite evidence that shows it is inappropriate.

• Simplification. This is where individuals use simple examples to make sense of not-so-simple problems. Oversimplifying complex problems is dangerous and can mislead an organization into making bad decisions. This is one of the key cautions we give in applying the techniques contained in this book.

• Representativeness. This is a bias that violates the statistical law of large numbers. Individuals often display a tendency to generalize from small samples (such as their experience) to explain a larger phenomenon or population.

The existence of these biases raises questions about the analytical process and its purpose and outcomes. People in organizations often tend to collect more information than strictly necessary for decision-making, partly to influence others and partly to be seen as working hard and rational. In other words, analysis is often used not just for objective decision-making but also for political purposes.

In fact, formal analysis would be less necessary if people could execute their decisions themselves and nobody had to convince anybody of anything.

Because of these issues and related problems, the techniques described in this book should never be used to circumvent the strategic thinking necessary to gain a thorough understanding of an organization’s business and competitive environment today or where it should be in the future. They will help improve strategic thinking but are not a replacement for it.

What does it take to successfully perform analysis? Becoming an effective analyst is somewhat like surfing—going out day after day, trying to find and make the most of the perfect wave when it arrives. Project by project, the best analysts constantly make trade-offs and reposition their idealized approaches along a dozen continua that are always a part of the analysis context, including the following:
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Source: C.S. Fleisher and S. Wright, “Causes of competitive analysis failure: Understanding and responding to problems at the individual level,” Journal of Strategic Marketing, 2010, 18(7), pp. 553–572.

We could have described hundreds of strategic, tactical, and operational analysis techniques in this book. Instead, we have extensively reviewed the literature in the field and considered survey research and our own experiences in determining those we view as potentially being the most applicable across a broad range of applications in the analysis process.

As mentioned in Chapter 1, this book examines 12 so-called “classic” techniques for analyzing business and competitive data and information. These include environmental, industry, competitor, and organizational analysis models. These techniques will help any businessperson draw effective conclusions from limited data and put together information that does not often fit together at first glance.

Keep in mind that any listing of techniques is bound to run into problems with semantics and confusion over definitions. Some of the techniques described in this book are known by multiple names. This might have occurred because the technique came to be associated with a particular originating organization (such as the BCG matrix) or author (Porter’s Five Forces model is an example). Or perhaps the technique has retained a generic nomenclature (such as competitor analysis). We recognize that some of the techniques included in this book have seen modifications in use over the years or are derivatives of other closely related techniques. In all cases, we have tried to include and describe the most popularly known versions of the techniques as opposed to all of a technique’s possible derivatives. We have tried to alert you to where overlap exists between techniques by referring you to the supporting techniques within the text.

We must also note that it is not our intention to reinvent the wheel when it comes to analytical techniques. The techniques described in this book all have a history. They are used in real organizations. They do not exist just in classrooms or theory. They will work for you and be useful in analyzing your organization’s marketplace challenges and opportunities.


3. BCG Growth/Share Portfolio Matrix

Description and Purpose

Portfolio planning models like the BCG matrix are designed to help the analyst better understand the attractiveness or potential of a portfolio of distinct business units in a multiunit business. They developed from two places: the planning department at General Electric (GE) and the Boston Consulting Group (BCG). GE generally is credited with being the first to present a comprehensive portfolio matrix in the early 1960s.

Shortly after the initial developments at GE, BCG’s founder Bruce D. Henderson took the business world by storm with the introduction of his growth/share portfolio planning matrix (BCG matrix). Its intuitive appeal and vivid imagery combined with the appearance of good quantitative analysis caught the interest of many strategic, marketing, and product planners searching for a legitimate analytical tool to manage a diversified multiunit corporate strategy.

Crafting a fit between the organization’s goals, capabilities, and the environment in which it operates is at the core of strategic planning. The tactical delivery of strategic planning is the allocation of resources to competing internal opportunities. This is a challenging task for focused companies, and it can quickly spiral into unmanageable complexity for a diversified company.

The BCG matrix was designed to help managers of multi-product, multimarket, multinational businesses assess and screen their corporate strategy by doing the following:

• Providing them with an analytical framework to determine the optimal product or business portfolio

• Prescribing a set of strategies to guide resource allocation across the portfolio

• Providing them with a framework for analyzing competing business portfolios

The BCG matrix allows a multibusiness company to evaluate the merits of its individual business units or business lines to determine appropriate market strategies for each business. The business portfolios are evaluated using a common measuring stick based on the attractiveness of the industry in which they compete and their relative competitive position. Generic strategies are then recommended depending on the position of the individual business unit or line in the portfolio matrix.

The BCG matrix integrates two previously established management theories: the experience curve and the product life cycle.

Link to the Experience Curve

BCG found that per-unit costs often decrease as output levels increase due to the impact of experience. Experience is composed of three functions—learning, specialization, and scale:

• The learning function shows that anyone doing a job learns to do it better over time.

• The specialization function shows that by dividing jobs into individual tasks, each employee’s experience with the task increases, and costs decline because of the increased learning.

• The scale function suggests that the capital costs required to finance additional capacity diminish as that capacity grows.

Figure 3.1 shows the sequential impact of these three functions on profitability.
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Figure 3.1. Experience curve sequence.

Based on this logical sequence, a major strategic implication is drawn from experience curve theory: The company capturing the largest market share achieves the highest accumulated volume. Because it has been in the market long enough to achieve top share, it gains a superior competitive position due to cost reductions and scale economies. This achievement of cost advantage over time is known as the experience curve effect.

Link to the Product Life Cycle

The other building block of the BCG growth matrix is the well-established concept of the product life cycle (PLC). The PLC was selected as the natural complement to the experience curve based on the following chain of logic.

If market share is the surest road to higher accumulated volumes, subsequent lower costs, and higher profitability, the company’s resources are best spent pursuing high-growth markets.

The surest route to maximize total company profitability is to maximize market share across the strategic business unit (SBU) or strategic business line (SBL) portfolio. The best way to accomplish this is to transfer profits or resources away from mature and declining products to the introductory and growth products along the PLC. The relevant assumptions of the PLC are twofold:

• Market share is easier to secure in high-growth markets because competitive retaliation is less severe when it is secured through new growth instead of being taken from threatened competitors. It is also easier to secure because new consumers or users have lower established branding preferences relative to experienced ones.

• Products in the mature stage of the PLC generate excess cash, whereas products in the growth stage require or absorb more cash.

Combining the Experience Curve and Product Life Cycle

The BCG growth matrix, shown in Figure 3.2, is the result of integrating the experience curve and PLC theory.
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Figure 3.2. The BCG growth matrix.

The BCG matrix plots market attractiveness (measured by market growth as derived from PLC theory) and competitive position (measured by market share as derived from experience curve theory) to compare the situation of different products or SBUs. Essentially, positioning along the two axes of the matrix demonstrates the ability of a targeted unit to either a) generate cash or b) its requirement for cash.

Market attractiveness is measured by the industry’s growth rate. Competitive position is measured by the business unit’s market share relative to that of its largest competitor in the industry (as opposed to the market as a whole). For example, if a business unit has a market share of 20% and its largest competitor has a market share of 40%, the business unit’s relative market share is 0.5. The purpose of this comparison is to define an appropriate market strategy for each business unit.

The overall strategy of the multi-business company, as suggested by the BCG matrix, is to maximize market share in as many high-growth markets for as many SBUs/SBLs as possible. The upper limit of this possibility is limited by cash flow because the model assumes an internal cash balance between cash use and cash generation. Hence, the strategic goal for senior executives is to allocate limited cash resources across the business units or lines to maximize company profitability.

Each quadrant in the BCG matrix offers generic strategies to achieve maximum profitability under this constraint.

Stars: High Growth Rate, High Market Share

The high growth rate of stars requires a heavy cash investment. Their strong market share position implies that stars move the furthest along the experience curve relative to competitor’s offerings. Therefore, stars should soon develop high margins, resulting in potentially strong cash flows in the near future and, hence, a sustainable cash position. Applying the BCG matrix assumes that stars will eventually become cash cows. It recommends that if stars are cash deficient, they should be supported with the investment necessary to maintain their market share. If they are cash providers, the surplus should be reinvested.

Cash Cows: Low Growth Rate, High Market Share

Products or SBUs in mature markets require lower cash investments and therefore provide essential cash flows from which to finance businesses in other, more promising quadrants. The BCG matrix suggests that cash cows be “milked” by a strategy that only invests in maintaining their current positions. Excess cash flow should be reinvested in either stars or selected problem children. It can also be used for valuable corporate purposes like paying dividends, investing in promising research and development, covering administrative expenses, or servicing debt.

Dogs: Low Growth Rate, Low Market Share

The low growth rate of dogs implies that increasing their market share will be a costly proposition. Additionally, their low market share implies an uncompetitive cost structure by virtue of their inferior position on the experience curve. Hence, dogs are unprofitable and usually require heavy cash investments just to maintain their low market share. Applying the BCG matrix recommends three options for dogs:

• They can become profitable with a focused strategy on a specific desired niche or segment.

• Any further investment can be withheld while they are “milked” for any cash that they can still generate.

• They can be divested, slowly be put to sleep, or allowed to die naturally of old age.

Problem Children: High Growth Rate, Low Market Share

The high growth rate of problem children (also known as “question marks”) requires a heavy cash investment. An intensifying factor is their low market share, which implies an uncompetitive cost structure by virtue of their inferior position on the experience curve. As the maturity stage sets in, the problem child follows one of two paths on the matrix:

• If market share cannot be grown, the problem child becomes a dog.

• Alternatively, if market share can be increased by a high enough amount, the problem child is transformed into star status and eventually becomes a cash cow.

The BCG matrix recommends that the most promising problem children should receive cash investments to increase their market share, but problem children with dismal prospects should not receive further cash investment.

Although these recommendations appear straightforward, they still require careful discernment. It should be noted that experience has shown us that one corporation’s dog may be another’s star, or vice-versa. This is another reason why you should not apply an application like the BCG portfolio approach in isolation and must always consider the larger strategic context within which the analysis is conducted and decisions are made.

Figure 3.3 shows the integration of these classifications and their requisite strategies. The numbers indicate strategic priority.
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Figure 3.3. Overall strategic sequence.

Strengths

The simplicity of the BCG matrix may be its greatest strength. It presents a great deal of information visually in one diagram; the complexities of a multibusiness strategy are captured in an accessible format. Many other management tools cannot match the depth and breadth of information that this growth/share matrix offers in one concise view. Its straightforwardness allows it to be used easily and quickly to identify areas for further in-depth analysis.

The BCG matrix challenges the common thinking that internal investment should be directed on the basis of past performance or should reward managers for past performance. In some respects, the portfolio approach fosters a mindset focused on future demand.

It additionally assists with areas such as the following:

• Trend analysis. Changes in the relative SBU markets can be detected easily through the use of multiperiod matrices.

• Competitive analysis. The strategic progress and intentions of competitor companies can be determined by plotting a time series of competitor matrices.

• Ease of communication. The matrix and the resulting recommendations are easy for decision makers to understand.

• Challenges to existing management philosophy. One of the main strengths of portfolio analysis is the change in perspective that it induces in the minds of its users. It recognizes that corporate-level strategy must integrate individual business unit strategies. This is an improvement on the earlier mindset, which tended to apply blanket strategies across the entire multiunit company and neglected the frequently important competitive differences across various product markets in which it operated. The BCG portfolio approach heightens management’s sensitivity by combining corporate-level and business-level strategy considerations.

Weaknesses

The BCG matrix has several limitations. These were most frequently caused by changes in the nature of competitive dynamics that occurred over the decades since its inception. For example, the experience curve link to the BCG matrix may be irrelevant to the competitive parameters of a particular product market. Relative market share is not necessarily a good proxy for competitive position. Only some industries demonstrate a clear or singular relationship between market share and profitability.

High market share is not necessarily more profitable than low market share. Many profitable companies have demonstrated that competition in low-growth mature markets should not be categorically ruled out as a strategic option. Similarly, the emphasis on market dominance is constantly being challenged by successful niche players who specialize in product or service differentiation.

Market share is assumed to be a dependent variable, whereas market growth is assumed to be an independent variable. This is not necessarily correct. The assumption that market growth rate is a variable beyond the control of management confuses the cause-and-effect sequence of effective strategy. Strategy should lead to growth rather than growth leading to strategy.

The BCG matrix assumes that investment opportunities inside a company are superior to investment opportunities outside the company. The emergence of advanced capital markets, coupled with the difficulty of managing diversity in the absence of specific market knowledge, suggests that portfolio management has become less useful. It is quite possible that increasing dividends or investing surplus cash cow funds in capital or other external markets offers a higher rate of return than investing internally in stars and problem children.

Strategic business units sometimes cannot be unambiguously defined. The nature of SBUs with regard to their interrelatedness (such as joint costs, synergy, demand, and interdependencies) makes the positioning on the matrix a convoluted exercise in classification.

Often, it is valuable for a company to retain dogs to maintain a portfolio of strategic options, such as supply security, a source of competitive intelligence, and escape from the onset of entry barriers in certain industries. The benefits of strategic flexibility may supersede profitability, at least for a designated period of time. For example, a strict application of portfolio theory would suggest that most car dealerships would be wise to divest their new-car business. However, new-car sales are often an important driver over time for the highly lucrative service segment.

Given that the BCG growth matrix incorporates the competitive threat to market share from only the most dominant competitor, there is a risk of being misled. A rapidly rising competitor may not show up on the BCG radar until it has gained enough market share to become a dominant player in the market.

A further source of bias may be the selection of data and definition by managers seeking to achieve a star label for their particular management domains. The unintended consequences of the BCG matrix may be politics and game-playing around these subjective analytical parameters.

Although the BCG matrix remains an impressive conceptual framework, it should be used primarily as a starting point for subsequent analysis. When done in conjunction with other complimentary analytical tools and techniques, it can help provide a holistic approach to corporate strategy development.

How to Do It

True to its systematic nature, the process of using the BCG portfolio planning matrix is sequential and can be generalized into nine steps.

Step 1: Divide the Company into Its SBUs or Business Product Lines/Segments

Divide the company into its economically distinct product market segments or according to specific business units (SBU). Take care with this first step, because the business line’s position on the matrix—and hence the model’s strategic recommendations—depends in large part on this initial product definition. You are trying to find units that have an established and separate profit and loss (P&L) or budgeting profile.

Common segmentation criteria include similar situational or behavioral characteristics, a discontinuity in growth rates, share patterns, distribution patterns, cross-elasticity of substitute products, geography, interdependent prices, comparable competition, similar customers served, or a potential for shared experience. A common rule of thumb is that a management team can only realistically manage strategies for approximately 30 different business lines. Anything beyond this number becomes unmanageable and counterproductive. As you might imagine, many management teams have struggled with far fewer than this number!

A great deal of judgment thus is required to determine the extent of segmentation within the product market definition. A wide-enough scope must be maintained to correctly incorporate competitive opportunities and threats from areas outside the traditional or intuitive boundaries. Conversely, the definition of an SBU or strategic product or business line must be narrow enough to allow for distinctions fine enough to make the analysis operational.

Despite the difficulty of properly defining the individual business lines or units, this process of analysis often offers important strategic insights of its own.

Step 2: Measure the Growth Rate of Each SBU or SBL Market

Here’s a useful percentage growth formula for the market growth rate (MGR):
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Step 3: Measure the Relative Market Share of Each SBU or SBL

Contrary to the formula in Step 2, relative market share (RMS) is not measured in percentage terms, but as a ratio of the business unit’s or business line’s market share versus that of its largest competitor. The RMS is calculated on a scale where 1.0 is considered a keystone point. An RMS of more than 1.0 indicates that a business unit or product has a higher market share than the leading competitor.

An RMS of 2 shows that the SBU has a twice the market share that of its next-closest competitor. Alternatively, a ratio of 0.5 shows that the SBU has a relative market share half that of its leading competitor.

Note that normally an SBU has more than one product, making the use of a weighted average of the individual product growth rates a suitable technique. Either nominal or real sales data may be used. You want an accurate estimate of relative market share; however, you do not need two decimal levels of precision in generating the ratio!

Step 4: Position Each SBU or SBL Along the Matrix Dimensions

Plotting on the Vertical Axis: Market Growth Rate

Simply draw a threshold point to distinguish SBUs that are experiencing fast growth from those that are gaining market share slowly. The BCG matrix uses the market’s average growth rate as this horizontal line of demarcation. Alternatively, a corporate target may be used to define this threshold. Consistent with the product life cycle, products that lie above this line are considered to be in the growth stage. Products or business lines below this line are considered to be in either the maturity or decline stage of the product life cycle.

Plotting on the Horizontal Axis: Relative Market Share

Experience curve theory asserts that market share is related to total accumulated volume, which is the major factor driving down costs through the experience curve effect. As such, you must now plot relative market share on a semi-log scale. A semi-log graph or plot is a way of visualizing data that is changing exponentially. One axis is plotted on a logarithmic scale.

A cutoff point also needs to be established on the horizontal axis for both high and low market share. The BCG matrix recommends that this vertical line of demarcation be an RMS of 1.0. Any RMS to the right of 1.0 indicates the threshold of competitive strength in that market.

Plot Contribution Bubbles

The two cutoff points (high versus low growth and high versus low market share) allow the graph to be divided into the characteristic four quadrants of the BCG matrix. Plotting the growth rate versus relative market share gives only pinpoint locations on the matrix. A helpful technique is to plot bubbles around these points to indicate the relative size of each SBU in terms of its contribution to total corporate sales or profitability:
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Sales volume generally is the preferred method of determining the size of the bubbles for several reasons. It is easier to make a comparison to competition (see Step 5), competitor profit figures by SBU are difficult to obtain, and internal profit figures are often distorted by arbitrary allocations. Each bubble should also be labeled using a common convention, such as numeric or alphabetical order, for further reference.

Upon determining each unit’s placement within the matrix, you can predict the size, stability, and growth potential of the future earnings of each business unit or line and the cash flow that each business should provide.

The intermediate analytical product of Steps 1 through 4 should look similar to the graph shown in Figure 3.4.
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Figure 3.4. Matrix graph.

Step 5: Construct a Matrix for All Competitors

Repeat Steps 1 through 4 to construct matrices for your competitors’ business units or product lines. This will help give the analysis an external focus on the competitive environment. It also allows you to better understand the strategic options your competitors may be considering in terms of investing, divesting, or repositioning particular businesses within their portfolios.

Step 6: Assign Optimal Generic Strategies to Each Business Unit or Product Line

Table 3.1 summarizes the strategies recommended by an application of the BCG matrix after the SBUs/SBLs have been positioned in the matrix. Basically, the strategies can be summarized as the following modes of action: divest the dogs, milk the cash cows, invest in the stars, and analyze the problem children to determine whether they can be grown into stars or will degenerate into dogs.

Table 3.1. Strategies for the BCG Matrix
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Source: Adapted from Hax, A. and Majluf, N.S., “The use of the growth share matrix in strategic planning,” Interfaces, February 1983, 46–60.

Step 7: Further Disaggregate the Analysis

The matrix approach can be further defined to map the relative positions of the composite products within each business. This might help with the tactical implementation of Step 6.

Step 8: Introduce Analytical Dynamics

Steps 1 through 7 generate a static analysis. Two analytical tools can be introduced at this stage to incorporate historical market evolution and sustainable growth rate, as described next.

Construct a Share Momentum Graph

The purpose of a share momentum graph, shown in Figure 3.5, is to plot long-term market growth versus long-term sales to detect which SBUs/SBLs are losing market share despite growing sales. This tool is easy to apply because it uses the same data as the matrix. It highlights important distinctions that may be overlooked by using only the BCG matrix.

[image: Image]

Figure 3.5. Share momentum graph.

Source: Adapted from Hax, A. and Majluf, N.S., “The use of the growth share matrix in strategic planning,” Interfaces, February 1983, 52.

Sustainable Growth Rate Analysis

Introduced during the high inflation era of the 1970s, the BCG matrix assumed that the company’s growth would be internally financed. In a lower inflation environment, the sustainable growth rate formula can be used to determine the maximum rate of growth without increasing equity. It is a helpful way to integrate financial strategy with the BCG matrix.

g = p × [ROA = D/E (ROA – i)]

g = upper limit on sustainable growth

p = percentage of earnings retained

ROA = tax-adjusted return on assets

D = total debt

E = total equity

i = tax-adjusted cost of debt

Step 9: Iteration

Repeating Steps 1 through 8 serves two purposes: strategic evaluation and competitive analysis.

Strategic Evaluation

The success of the chosen strategies over time can be represented graphically by overlaying a time series matrix chart. This helps you determine if a business unit or business product lines are moving into their desired positions on the matrix. An optimal result would show that problem children increase in both market share and market growth rate to become stars, stars decrease in market growth rate but sustain market share to become cash cows, dogs are either divested or moved into the problem child or star quadrants, and cash cows exhibit stable positions.

Competitive Analysis

You can monitor the progress of rival companies by repeating this process with a time series of matrix graphs compiled from competitors and by constructing an updated share momentum graph for competitors. Competitive threats and opportunities may reveal themselves with these tools. It has been suggested that the best competitive analysis within a matrix format is the share momentum graph (see Figure 3.5), because temporary aberrations will not distort the analysis, and cutoff points may change over time.

Case Study: Google as Viewed in a BCG Portfolio Planning Matrix

Google offers a variety of services, including specialized searches (that is, images, scholarly articles, patents, and so on), desktop search tools, maps, news, and shopping. They also provide free email, blogging, and video hosting. Google earns the bulk of its money by selling ad space on the web pages it delivers when users employ these free features. Google calls this advertising service AdWords, and it is a most successful example of pay-per-click advertising. Through its AdSense, the company also displays text ads on other sites’ web pages, sharing ad revenues with content publishers.

Since its inception, Google has sought to develop its product portfolio by moving into mobile, software, social networking, broadband, and other areas. It aims to help people interact with the exploding amount of information generated globally. Today, in addition to its venerable search services, YouTube, and Gmail products, Google’s services are primarily in the following four categories:

1. Advertising. This includes businesses such as AdWords, AdWords Express, Google Local, Google Mobile, Learn with Google Engage, and Google Offers, among others.

2. Publishing. Its businesses here include AdSense, DoubleClick, +1 Button, and Website Optimizer, among others.

3. Managing. Consists of the operating systems and platforms comprised of Android, Google Chrome OS and Google Chrome, Google TV, Google Books, Enterprise Search, Google Shopping, and Earth and Maps Enterprise, among others, exist in this space.

4. Business Essentials. This includes Google Ads, Google Analytics, Google+ for Business, and Google Apps for Business, among others.

In the process, it has revealed a number of internal blind spots, including overlooking predictable consumer concerns such as privacy worries, the need for prompt customer service, and the importance of intuitive products.

Analytically taking a BCG approach to Google’s product strategy, you can see what Google is trying to do (see Figure 3.6):
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Figure 3.6. Google BCG product portfolio.

Source: Adapted from www.broadstuff.com/archives/2108-Google-from-a-digital-strategists-point-of-view.html (accessed June 18, 2012), and www.marketwatch.com/investing/stock/GOOG (accessed July, 6, 2012).

• Cash cows. The venerable search and ad business (AdSense), where the company first made its name, is Google’s cash cow. As recently as 2012, it accounts for over 95% of the revenue as well as lion’s share of the profit Google earns.

Google has a dominant market share, but over time it is a slowing market relative to the rapid growth of technology sectors. It is also under increasing competitive pressure from social media rivals like Facebook, online retailers like Amazon, niche search companies like Baidu in China, and from other large companies like Microsoft and its multiple businesses that directly and indirectly compete with Google’s businesses. Thus, Google is doing what every company is advised to do in this position—investing its surplus in faster-growing industries and therefore keeping up the pace.

• Problem Children (question marks). Most of Google’s acquisitions and some of its internal developments tend to be in the question mark camp—small market shares in rapidly growing markets. Google likely has more of its offerings currently in this category than the other three. Whether it is cloud offerings or Google+, no doubt the strategic thinking is that the Google infrastructure will be able to rapidly ramp up the growth of these small companies. In the past, Google has been quite good at this, refining the offerings before finally launching.

The problem is that this strategy has not always worked, and many of the acquisitions have withered, finding themselves becoming dogs. For example, Chrome could have been a dog. The browser market is mature and it had low (that is, single digit levels) market share as recently as the start of 2010. Chrome struggles with Internet Explorer, Mozilla FireFox, Opera, and Safari, among others, for traction. The company made major investments in consumer ad campaigns for Chrome over the last two years. These have significantly increased market share, so much so that the browser passed Mozilla’s Firefox in 2012 to become the leader in market share, thus keeping Chrome from being another failure. Nevertheless, its market success came at a significant cost to the company and diverted resources from being invested in other areas of its portfolio.

• Dogs. These are offerings that lose market share, and/or the sector declines. Google placed some bets early with examples like Google Buzz, Catalogs, Lively, Google Notebook, Google SearchMash, Shared Stuff, and Google Radio. The graveyard of Google offerings is littered with canine carcasses from failed bets.

This situation is a market reality for many successful technology-focused businesses. Remember, low-cost option plays are typically an astute market tactic for a company with resources available for investing in growth and innovation. The strategic problem this creates for Google executives is when too many acquisitions fail or force Google into far more high-cost/high-risk plays after the initial investments fizzle.

• Stars. The aim of all the acquisitions is clearly to become stars—businesses that surpass the old ones and launch Google into new areas. Gmail, Google Docs, and YouTube are the current successes, but none of them makes money. In fact, YouTube would be bankrupt if it weren’t for massive subsidies.

The company’s Android Market, which was renamed Google Play in 2012, is a clear star, growing rapidly in a market currently dominated by its rival Apple’s App Store. Stars have to make money eventually. Very large services that lose money are a millstone for any company and may well attract regulatory attention for being anticompetitive.

Like many technology-focused businesses, Google has mostly struggled to create stars. This is most noticeable in the realm of social media services, the cloud, and mobile devices. Google doesn’t actually have a lot of clear-cut stars. Many of its offerings remain unprofitable.

So Google needs to engineer a strategy that produces more sustainable successes for its offerings positioned in this quadrant. With an engineering-centric culture and key blind spots in the areas of privacy and complexity, Google may have the wrong sort of company culture to effectively launch and sustain these new services.

Looking at Google through the lens of the BCG portfolio planning matrix not only provides some helpful insights but also highlights some of the limitations of this tool. For example, Google participates in emerging, global industries that undergo rapid innovation, not the kind of traditional innovation that the BCG approach was originally conceptualized to address. Google’s offerings are often disruptive by nature and, as such, make difficult or questionable the use of market-based figures like relative market share and growth rate. Many of its offerings are also free and are not designed to make a profit themselves, but instead create and enlarge an increasingly integrating Google ecosystem that drives its adopters toward the profit-making parts of the company’s portfolio (that is, its search and advertising offerings). Last but not least, because of the innovative nature of its business model, making simple prescriptive suggestions based on which of the four quadrants one of Google’s offerings falls into would be dubious in the absence of other analytical insights.

So, what’s next for Google?

Google’s decision makers can use the analytical outputs of the BCG portfolio planning matrix to ensure the organization has enough stars to secure high-growth, that it has enough cash cows to provide the funding for this future growth, and that it has enough question marks targeted with the potential to be turned into future stars. As such, the disciplined thinking that can be generated by applying the BCG and similar portfolio planning approaches can be valuable to its executives moving forward, even if the actual application of the models are fraught with practical challenges.

The BCG portfolio planning matrix also provides strategic context by which the executives at Google’s rivals can use to help plan their strategies. Should they choose to attack some of Google’s question marks, acquire complimentary companies to thwart some of its stars, make moves in areas where Google has no stars or question marks, or try and drain its cash cow search/advertising business? By looking at Google’s matrix, as well as their own and their more important rivals, they can generate greater understanding about how competitive rivalries may evolve over time.


4. Competitor Analysis

Description and Purpose

The purpose of competitor analysis is to provide a comprehensive picture of the strengths and weaknesses of current and potential competitors to identify opportunities and threats for your organization. Competitor analysis has four main objectives:

• Identify competitors’ future plans and strategies.

• Predict competitors’ likely reactions to competitive initiatives.

• Determine the match between a competitor’s strategy and its capabilities.

• Understand a competitor’s weaknesses.

Professor Michael Porter from Harvard University was one of the first strategists to propose a formal and systematic model to gather information about competitors (see Figure 4.1). This model encourages you to use past and current information about competitors to make estimates and predictions. You can estimate the future strategic moves that a competitor may pursue in response to the company’s own strategies. You also can predict the strategies of other companies in the industry or broad changes in the competitive environment external to business strategies. This puts you in a superior position to craft strategies for both attack and defense.
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Figure 4.1. The components of competitor analysis.

Source: Adapted from Porter, M.E., Competitive Strategy: Techniques for Analyzing Industries and Competitors (New York: The Free Press, 1980).

The rationale for analyzing your competitors is simple: A superior knowledge of competitors offers a legitimate source of competitive advantage. The essence of competitive advantage is offering uniquely superior customer value in the company’s chosen market. Customer value is defined relative to competitor offerings, making competitor knowledge an intrinsic component of corporate strategy.

Competitor analysis facilitates the objective of achieving superior customer value in three important ways:

• It can reveal strategic weaknesses in competitors that can be exploited.

• Its proactive stance allows the company to anticipate the response of its competitors to its planned strategies, the strategies of other competing companies, and changes in the environment.

• This knowledge of competitive offerings, product or service gaps, and marketing opportunities gives the company enhanced strategic agility and flexibility in its determination of superior options to pursue.

An attacking strategy can be implemented more quickly and with greater impact to capitalize on your strengths and exploit opportunities. Similarly, a defensive strategy can be employed more deftly to counter the threat of competitor companies exploiting your company’s weaknesses.

Clearly, companies practicing systematic and advanced competitor analysis and profiling have a significant advantage. As such, a comprehensive profiling capability is commonly a core competence required for successful business competition.

Strengths

In addition to the advantages just outlined, competitor analysis offers several other related benefits:

• It encourages your company to adopt a confident, aggressive, and proactive position toward competitive strategy and the broader business environment.

• The knowledge provided about competitors allows your company to help shape and define the parameters of strategy rather than react to unexpected competitive sideswipes.

• The inclusive nature of competitor analysis encourages the sharing of insights and perspectives across the company’s functional boundaries. Many opportunities are often uncovered that otherwise would have remained hidden.

• It creates an efficient and effective approach to strategy formulation. The relevant, timely, concise, and visually accessible presentation formats of this technique are an excellent vehicle to communicate strategy.

• It helps the company develop a competitor-conscious culture throughout its workforce. This enables the company to employ its internal networks in support of data and information gathering that can further help it identify opportunities and avoid adverse competitive surprises.

Weaknesses

The primary criticism of competitor analysis relates to the temptation for companies to make it the cornerstone of their competitive strategy. In attempting to become an industry leader, a company will eventually become a follower if it defines leadership too closely in respect to current competitors because of the following factors:

• Comparisons to competitors must always relate to the notion of relative customer value.

• Constantly referencing a company’s strategy to competitors will eventually blind a company to innovative approaches of potential new competitors from outside the periphery of the industry that deliver superior customer value or disrupt the present utilization of business models and strategies. Thus, it is important to keep an eye on potential new competitors from seemingly unrelated sectors and industries.

• The copycat nature of outpacing the competition may prevent any competitive advantage from becoming sustainable. Companies should focus on generating real customer value, not “me-too” imitation, in their search for profitable innovation.

• Most companies fail to thoroughly embed competitor analysis into their ongoing operational, tactical, and strategic development processes. Instead, the majority of companies do competitor analysis on an ad hoc or defensive, fire-fighting, under-resourced basis, thus negating or lessening the benefits that potentially can come from its application.

How to Do It

The competitor analysis process has seven steps:

1. Determine who your competitors are.

2. Determine who your potential competitors may be.

3. Decide what information you need about these competitors.

4. Analyze the gathered information.

5. Present your insights to decision-makers in an appropriate format and in a timely manner.

6. Develop a strategy based on the analysis.

7. Continually monitor competitors, and scan for potential competitors.

Steps 1 and 2: Determine Who Your Competitors Are and Who They May Be in the Future

The first two steps are closely related. Your competitors include companies that serve the same customer base as you. However, what is your customer base? Is it customers of the same product or customers of the same product category? Ultimately, all companies are competitors because they are all trying to attract the same discretionary income. Although this last delineation may sound extreme, it underscores the importance of including potential competitors at the beginning of the analysis. Given the factors of industry changes and value chain erosion, it is important to include potential new competitors at the outset to prevent the analysis from becoming too narrowly focused.

There are two ways to define competitors:

• The traditional method. More adept at identifying current competitors, this method focuses on defining strategic groups within industries. Strategic groups are closely related companies with relatively similar strategies, occupying similar links on the industry’s value chain and sharing similar resource capabilities.

• The less obvious method. This focuses on identifying potential new competitors that are not yet visible. They are developing new ways of delivering customer value on new competitive platforms and often are unaware of the companies they will soon supplant. Companies should focus on customer value and think about which companies their customers view as the major competition. By doing so, they can define potential competitors according to their provision of comparable customer value through different platforms for both products and services. Focus on defining potential competitors based on changing customer tastes and preferences, motivations, product or service deployment, or technological innovation.

Generally, your company’s own customers, sales staff, marketing representatives, and operations managers are your most valuable resources for identifying current and potential competitors, because they interact the most with customers. Other, less-valuable sources may be found online, in industry directories, perusing industry analyst forecasts, applying North American Industry Classification Systems (NAICS) codes or their equivalents, trade association materials, and other secondary information resources.

Step 3: Decide What Information You Need About These Competitors

Start this step with the internal end user of the output of your analysis—the strategic decision-makers within your company. They will be in the best position to itemize exactly what types of competitor information would be most beneficial. To facilitate this objective, focus information gathering on the strategic needs of the decision-makers.

The following list describes the types and categories of information that may be considered during this stage. You can get ideas about useful types and sources of information from surveys and benchmarking studies. However, information needs will be largely industry-specific or even company-specific and will change over time.

Background Information

Name

Location (-s)

Short description

History

Key events

Major transactions

Ownership structure

Products/Services

Number of products/services

Diversity or breadth of product lines

Quality, embedded customer value

Endorsements, certification, and/or awards

Projected new products/services

Current market shares by product and product line

Projected market shares

Marketing

Segmentation strategies

Branding and image

Probable growth vectors

Advertising/promotions

Market research capability

Customer service emphasis

Four P parameters: product, price, promotion, place

Key customers

Human Resources

Quality and skill of personnel

Turnover rates

Labor costs

Recruiting approaches

Level of training

Flexibility

Union relations

Operations

Manufacturing capacity

Ability to mass-customize

Cycle time, manufacturing agility, and flexibility

Total quality management (TQM) implementation

Process improvement approach

Overhead costs

Lean production methods

Management Profiles

Personality

Background

Motivations, aspirations

Education

Style

Past successes and failures

Depth of managerial talent

Sociopolitical

Government contacts

Stakeholder reputation

Breadth and depth of portfolio of sociopolitical assets

Political affiliations

Public affairs experience

Nature of government contracts

Connections of board members

Issue and crisis management capacity

Technology

Process technology

Research and development (R&D) expertise

Proprietary technology, patents, copyrights

Life cycle positions

Information and communication infrastructure

Ability to innovate internally

Access to outside expertise through licensing, alliances, joint ventures

Organizational Structure

Nature of hierarchy

Team building

Cross-functionality

Major ownership

Cultural alignment

Competitive Intelligence (CI) Capacity

Evidence of formal CI capacity

Reporting relationships

Profile

CEO and top management level of support

Vulnerability

Integration

Data gathering and analysis assets

Strategy

Positioning

Future plans

Mission, vision, and values

Goals, objectives

Corporate portfolio

Synergies

Resources/capabilities

Core competencies

Customer Value Analysis

Quality attributes

Service attributes

Customer goals and motivations

Customer types and numbers

Net worth (benefits minus costs) of ownership

Financial

Financial statements

Securities filings

Absolute and comparative ratio analysis

Disaggregated ratio analysis

Cash flow analysis

Sustainable growth rate

Stock performance

Costs

If you find you cannot locate the needed data in commonly used secondary sources, you may quickly come to realize that most of the information required for this step already exists inside your company. Salespeople, marketing staff, operations—probably everyone in the company—possess valuable nuggets of competitive information. Figuring prominently in these primary sources of competitive information are your company’s own customers, suppliers and competitor alumni.

Step 4: Organize the Gathered Information into Four Categories

Porter’s four corners framework shown in Figure 4.1 can be used as a guide when analyzing the gathered information:

• Future goals. Determining your competitors’ future goals helps you predict their strategies and plan strategies for your own company. To understand where a competitor is headed, identify its market share, profitability, and organizational performance. Also try to discover what its key spokespeople have said about its future direction. How does it see itself operating in the future?

• Current strategy. Determine which of the three strategies (low cost, differentiation, or focus) your competitor is pursuing. You can identify its current strategy on the basis of what it says and what it does.

Next, identify the strategic implications of each functional area of the competitor’s business. These areas include marketing, sales, operations, administration, manufacturing, R&D, finance, and human resources.

What are your competitor’s stated short-term goals? Start by identifying the differences between its future goals and what it is currently doing. Is there synergy, and do things make sense, or will your competitor require a major shift to achieve its long-term goals? Are its short-term activities in line with its future goals? Remember, in the absence of particular forces for change, you can assume that a company will continue to compete in the future in the same way it has competed in the past.

• Capabilities. Use the information gathered in the current strategy to identify what your competitor is doing and what it has the capacity to do. This is about having the capacity, skills, and resources to actually deliver both its current strategies and future goals. Although a competitor might have announced its strategic intentions, its current capabilities, and its strengths and weaknesses, may not enable it to realize them, thus raising questions about the company’s internal thinking.

• Assumptions. A competitor’s assumptions about itself, the industry, and other rivals yield many useful insights about potentially incorrect ideas or blind spots. Often these blind spots offer competitive opportunities; this is the crux of the analysis. What assumptions does the competitor make about its world, and are these reflected in its strategies, both current and future? Assumptions can be identified by the mismatch between capabilities, current strategies, and future goals. On the other hand, a company that has all three areas in sync may be a formidable competitor. However, all companies make assumptions about the world and the future, and they need to be uncovered.

The critical issue underlying competitor analysis is your understanding of the key assumptions made by the competition. These assumptions may allow you to identify fundamental weaknesses in how they compete and how they see their marketplaces. Answering questions such as Are they satisfied with this position?, What are their plans?, and What are their vulnerabilities? can give you the necessary understanding to take on competitors.

The four analyses are then integrated into a competitor profile. The purpose is to forecast, with reasonable accuracy, how a competitor will respond to various competitive pressures and answer four key questions:

• What is the competitor’s real focus (versus what is claimed or stated)?

• What likely moves or shifts will the competitor make?

• What are the competitor’s blind spots or false assumptions?

• What will be the competitor’s likely response to market initiatives?

The objective is to determine competitors’ attack position to predict moves they may initiate and to determine competitors’ defensive position to forecast how they might react to various competitive pressures.

When you make these determinations, qualitative factors may often outweigh quantitative factors.

Step 5: Present Your Analytical Insights to Decision-Makers in an Appropriate Format and in a Timely Manner

Visual depictions are more effective than written reports. We consider three types of formatting schemes:

• Comparison grid (see Figure 4.2). Plot competitor positions (performance, capabilities, key success factors) on high/low dependent and independent variable x- and y-axes. Depending on the application, the company’s performance or industry averages are used as the point of reference. Comparison grids provide good snapshots of relative performance across two competitive parameters.
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Figure 4.2. Comparison grid.

• Radar chart (see Figure 4.3). Easy to comprehend yet dense with information, radar charts are often used to communicate profiling analysis. Radar charts are composed of an underlying circle with several points on the circumference representing industry averages around relative competitive parameters. Superimposed over these circles are geometric shapes representing the performance of the company or competitor being analyzed. The resulting geometric overlay depicts a concise visual of relative performance, whether superior or inferior.
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Figure 4.3. Radar charts.

• Visual competitor strength grid (see Table 4.1). Competitor strength grids are a simple yet effective way compare the relative superiority of competitor companies along any number of parameters. By assigning a spectrum of colors or symbols to represent relative competitive inferiority, parity, and superiority, the grid depicts the spectrum of relative competitive advantage among competitors. In Table 4.1,* means best in class, > means above average, < means below average, and • means worst in class.

Table 4.1. Visual Competitor Strength Grid for Six Pizza Delivery Restaurants in Southern Ontario
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These charts and similar visual depictions facilitate brainstorming sessions during the strategy development process.

Given the rapidity of environmental and competitive change, competitor intelligence generated by analyses like this have value only if it is received in a timely fashion by the relevant strategic decision-makers. In this respect, timeliness and relevance (that is, perspective) supersede high levels of accuracy (that is, precision) for most competitive analysis purposes.

Step 6: Develop a Strategy Based on the Analysis

At this point, competitor profiles are used to develop strategy around several relevant competitive considerations:

• Determining the probable rules of engagement within that strategic position

• Choosing the arena or scope of engagement—where, how, and against whom your company will compete

• Developing a strategy that leverages your company’s strengths, exploits competitors’ weaknesses, neutralizes competitive threats, and defends against weaknesses

Choose strategies that will force competitors to make costly strategic trade-offs if they decide to impinge on your strategy.

Step 7: Continually Monitor Competitors, and Scan for Potential Competitors

Always assume that competitors are simultaneously performing similar analysis on your company. This is reason enough to engage in continual monitoring. Volatile markets, hyper-competition, industry migration, and decoupled value chains are ample rationale for the continual monitoring of current and potential competitors.

As mentioned throughout this chapter, the key goal of competitor analysis is to understand how competitors might react to your company’s actions and how you can influence competitor behavior to your company’s advantage. Objectives and assumptions are what drive a competitor, and strategy and capabilities are what a competitor is doing or is capable of doing. How can you really understand competitor behavior? Think of competitor analysis (refer to Figure 4.1) as having four distinct boxes:

• Box 1 is future strategies, goals, and philosophies.

• Box 2 is current strategies.

• Box 3 is current capabilities and resources.

• Box 4 is management assumptions.

The analysis occurs with the comparison of information (Step 3) in Boxes 1, 2, and 3.

A company with managers who understand their competitive environment and have a clearly thought-out growth strategy will find that Boxes 1, 2, and 3 match and are cohesive. This suggests that management’s assumptions (Box 4) are minimal and that the company is a formidable competitor.

If Boxes 1, 2, and 3 do not match, you must understand what assumptions are driving management—that is, Box 4. By understanding management’s assumptions, you can understand some key drivers of this competitor’s behavior.

This can best be explained by the following example.

Case Study: Chinese Mobile Phone Market

A competitor analysis was undertaken of a prominent player in the Chinese mobile phone market. Briefly, the following sample information was identified:
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The key pieces of information in Boxes 1, 2, and 3 show a mismatch. How can a competitor be a global player offering the lowest-price phones when it cannot repay its debts? A key assumption is operating within the company; it relates to a cultural driver that may no longer be valid. This opens an opportunity for another competitor to offer to buy certain parts of the company, thereby reducing its debt and reliance on the government for additional funding.

However, to clearly understand the impact of the underlying assumptions, you still need to address the four questions:

• What is the competitor’s real focus (versus what is claimed or stated)?

• What likely moves or shifts will the competitor make?

• What are the competitor’s blind spots or false assumptions?

• What will be the competitor’s likely response to market initiatives?

This example provides a brief overview of the technique. However, when collecting information for Boxes 1, 2, and 3, it is important that you cover the breadth and depth of each facet, as explained by the following scenarios:

• Future strategies, goals, and philosophies. A competitor that is focused on reaching short-term financial goals might be unwilling to spend much money in response to a competitive attack. Rather, it might prefer to focus on the products it can defend. On the other hand, a company that has no short-term profitability objectives might be willing to participate in destructive price competition in which neither company earns a profit.

Competitors’ goals commonly include financial issues, growth rate, market share, and technology leadership. Goals may be associated with each hierarchical level of strategy—corporate, business unit, and functional.

The competitor’s organizational structure provides clues about which functions are more important. For example, functions that report directly to the CEO are likely to be given priority over those that report to a senior vice president.

Other aspects of the competitor that indicate its objectives include risk tolerance, management incentives, backgrounds of the executives, composition of the board of directors, legal or contractual restrictions, and any additional corporate-level goals that may influence the competing business unit.

Whether the competitor is meeting its objectives indicates how likely it is to change its strategy.

• Current strategies. The two main indicators of a competitor’s strategy are what it says and what it does. What a competitor says about its strategy is revealed in the following:

• Annual shareholder reports

• Financial reports

• Interviews with analysts

• Statements by managers

• Press releases

However, the stated strategy often differs from what a competitor actually is doing. This is evident in where its cash flow is directed, as in the following actions:

• Hiring activity

• R&D projects

• Capital investments

• Marketing campaigns

• Strategic partnerships or alliances

• Mergers and acquisitions

• Current capabilities and resources. Knowledge of a competitor’s objectives and current strategy is useful in understanding how it might want to respond to a competitive attack. However, its resources and capabilities determine its ability to respond effectively.

A competitor’s capabilities can be analyzed according to its strengths and weaknesses in various functional areas. Analysis can be taken further to evaluate a competitor’s ability to increase its capabilities in certain areas. A financial analysis can also be performed to reveal a company’s sustainable growth rate.

Because the competitive environment is dynamic, you need to know about the competitor’s ability to react swiftly to change. Factors that slow down a company include low cash reserves, large investments in fixed assets, and an organizational structure that hinders quick action.

• Management’s assumptions. The assumptions that a competitor’s management makes about their company and industry help define their moves. For example, if a player in the industry introduces a new type of product that fails, other industry players may assume that there is no market for the product. Such assumptions are not always accurate and, if incorrect, may present opportunities. For example, new entrants might have the opportunity to introduce a product similar to a previously unsuccessful one without retaliation because incumbent companies may not take their threat seriously. Honda was able to enter the U.S. motorcycle market with a small motorcycle because U.S. manufacturers, based on their past experience, assumed that there was no market for small motorcycles.

A competitor’s assumptions may be based on a number of factors:

• Beliefs about its competitive position and other competitors

• Past experience with a product or service

• Regional factors

• Industry trends

• Corporate cultural history

As soon as all four quadrants are completed, you need to turn your attention to the four questions, which are the key to providing succinct commentary on and insights into the competitor being studied.

The outcome of competitor analysis is the development of a response profile of possible moves that a competitor might make. As previously mentioned, this profile includes both potential attacking and defensive moves. The ultimate objective of competitor analysis is an improved ability to predict competitors’ behavior—and even to influence that behavior to a company’s advantage.


5. Driving Forces Analysis

Description and Purpose

Driving forces analysis (DFA) is a way of understanding and accounting for change at the industry level. The drivers are clusters of trends that collectively influence changes to an industry’s structure and a rival’s competitive conduct. The term force suggests that the drivers can materially impact the firm’s future.

So what are driving forces (DFs)? Forces in every situation cause things to remain as they are or change. Forces that push toward change are called driving or helping forces. Forces that resist change are called restraining or hindering forces. When these forces are balanced vis-à-vis a focus, no change is likely to occur. When the net effect of these forces is altered and moves away from balance, change occurs in either a helpful or obstructive manner.

DFs are significant underlying “currents” that define and drive events and trends in certain directions. These forces typically are broad in scope, long-term in nature, and associated with some degree of uncertainty about their evolution. Examples of DFs include global population growth, institutional commitments to free markets and global trade, advancing use of web-based technology, and changes in the global climate.

Understanding the DFs is the first step toward establishing a framework for analyzing critical trends, particularly as they may impact the competitive environment facing an industry. Industry conditions change because forces are driving industry participants (competitors, customers, or suppliers) and related stakeholders (public policy-makers, advocacy groups) to alter their actions.

As a result, DFA plays a critical role in the larger strategy development process. DFs indicate the external factors likely to have the greatest impact on a firm in the near future. A firm must effectively address these forces if it is to achieve success. Effective analysis of driving forces compels executives and managers to think about the future and what’s on the horizon, and what actions the company needs to take to prepare. The real payoff of driving-forces analysis is helping decision-makers understand what changes the organization needs to make to its strategy and tactics to help it constructively address the impacts of the driving forces on its competitive ability.

Strengths

DFA is an essential component of several other analytical techniques, including environment (Chapter 11, “Macroenvironmental (STEEP/PEST) Analysis”) and industry analysis (see Chapter 7, “Five Forces Industry Analysis”). DFA requires you to take into account the macroenvironment that influences key industry or stakeholder factors likely to affect your firm. For example, government regulations about mergers and acquisitions might imply much about the nature of potential entrants to your industry or to existing players that might influence future competition, but there are also many less-obvious external factors.

DFs by nature imply change. Change often is a source of competitive advantages for astute industry competitors, or alternatively a source of competitive disadvantage for others oblivious to its impacts. Understanding DFs and their impacts requires executives to consider how conditions will evolve in and around their industries and consider these forces in their decisions and strategy. Nevertheless, change is not the only factor associated with DFs that firms need to take into account. Uncertainty, direction, and magnitude (amplitude) are other key elements that the analyst and the organization must confront as they make decisions and develop strategies.

DFA tends to receive a higher-than-average degree of managerial agreement, particularly when those same managers are involved in the consensus process used to identify and develop the driving forces. Senior managers often have seasoned insights that can provide valuable perspectives in the DFA process. Including managers and decision-makers in the DF identification and prioritization process can be a valuable part of getting everyone in the firm focused on the type of strategic thinking and competitive learning that tend to serve firms well in the long run.

DFA can be done in a less-data-intense fashion than many other techniques. It doesn’t necessarily require the firm to continually gather and process data, as many other analytical techniques do. Data gathering underlying DFA can also be easily supported through the skilled use of secondary research over the Internet. Almost every company can do this research with the assistance of individuals such as information professionals or librarians, who are trained in library and information sciences. The use of brainstorming, popular group consensus methods, and participative technology facilitates DFA. Last but not least, DFA can be done less frequently than what is required for many other tools while still being quite effective and useful.

Weaknesses

By itself, DFA cannot drive strategy formulation. It seldom specifically answers clients’ strategy questions. Other steps must be taken before organizational actions (strategies or tactics) can be determined, even after agreement on DFs is reached. In other words, just recognizing and agreeing on a critical DF does not tell decision-makers what they need to do. But it does tell them that this driving force will affect their future and that the decisions or strategies that need to be developed must take these impacts into account.

Because of their broad and interactive nature, DFs tend to be outside the control of any single organization to change. But you can change how the firm’s strategy or tactics take them into account. Firms do not “manage” the collective impact of DFs. Instead, they must manage their own responses toward them.

The process used to perform DFA nearly always needs to be inclusive and participative. This can be a problem in firms where key personnel are unavailable to participate or lack the time to give the necessary consideration to the DF development and prioritization process. Some firms have experienced difficulties in generating agreement on DFs or their prioritization, but this is mostly due to the organizational structure, communication or group scheduling failures, or internal politics.

DFA can suffer from many common internal organizational biases when they are generated using only internal personnel. This is because internal personnel tend to see the world through the same (potentially distorted) organizational lenses and often exhibit common blind spots or group thinking biases. As such, it is often useful to employ external resources such as skilled consultants, trend trackers, academics, or think tank experts to help the group reach consensus on the DFs.

How to Do It

Two essential steps are involved in performing DFA, each of which includes a number of subelements you must address before moving forward:

1. Identify the relevant DFs. First you must figure out which trend clusters are causing change, and then you separate the major causes of industry change from the less-important ones.

2. Assess the impact that the DFs will have on the industry. This involves identifying the small number of DFs that are likely to have the greatest impact on the industry and the firm over the agreed-upon time span.

Step 1: Identifying an Industry’s DFs

The first task in understanding industry evolution is to look for the DFs in the macro-environment that influence industry structure and competitive behavior. Changing government regulations, new technologies, judicial pronouncements, and evolving regulatory regimes are common areas of focus.

There are also less-obvious external factors. Being able to spot and understand these “hidden” or “below-the-surface” factors can often provide the basis of asymmetric competitive understanding, one of the best bases for developing strategy leading to competitive advantage. As such, identifying and assessing these fundamental factors is both the starting point and one of the objectives of scenario analysis.

DFs may seem obvious to one person but hidden to another; therefore, DFs should be identified in a group or team environment. It is helpful to run through this common list of DF categories: social forces/demographic developments, technological developments, economic developments and events, ecological developments, and political developments and events. These categories are associated with the STEEP analysis, covered in Chapter 11.

Some DFs are unique and specific to a particular industry’s situation; nevertheless, most DFs cut across broad swaths of the business environment. They are usually identified by the presence of patterns seen as events and trends, or trends that combine to create a force. Some of the more common DFs across various industries are as follows:

• Changes in the long-term industry growth rate

• Changes in who purchases the product and the manner in which it is used

• Changing societal concerns, attitudes, and lifestyles

• Diffusion of expertise across more firms and locations

• Election or political trends, government decisions, or shifting regulatory influences

• Growing use of social media, mobile interactivity, and web-based applications

• Important firms that enter or exit the industry

• Increasing globalization of the industry

• Innovation in communication and marketing

• Innovations in processes and products

• Major changes in customer needs and preferences

• Prominent changes in production costs and efficiencies

• Significant changes in uncertainty and business risk

• Technological change and manufacturing process innovation

So how do you discover an industry’s DFs? You should start by removing from the list all DFs that are irrelevant to your industry. For example, if you are a wholesaler or business-to-business (B2B) firm, you can probably eliminate end-user-type forces from the list. After eliminating the obvious ones, determine if another driving force cannot be readily subsumed inside one of those remaining on the list. If the answer is no, the force should be included in your planning considerations.

Another way of trying to understand DFs is to understand how trends (that is, T1 ... Tn) or events (E1 ... En) relate to one another and a potential driving force (see Figure 5.1). This process helps you understand the relationship between trends and events and determine truly independent driving forces as opposed to overlapping ones.
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Figure 5.1. Relating trends and events to a driving force.

It is a rare analyst or group of managers who can look at their first list and focus on the key DFs. When these are presented to a group of managers, as most analysts do in their development of DFs, someone invariably rejects some of the suggested forces and proposes others. Our experience has shown that some of the most constructive debates occur when the DFs determination team tries to identify its relevant set of forces. Of course, things often get even more interesting when this step is complete and the impacts are discussed.

The following list shows the completion of the first stage by a management group at a large public flagship university in the U.S.

Societal and Demographic

Increased diversity of students seeking a university education

Questions about the value of some credentials, particularly relative to experience and academic credit granted for this

Increasingly blurred lines between trade, professional, on-the-job, and traditional postsecondary education

Increasing desire from individuals for lifelong learning

Long-held concerns about social inequities and fragmentation and underrepresentation of certain demographic groups

Increasing complexity of social problems that will face researchers and graduates

Continuing problems of getting enough 18-to-22-year-olds into college in primary catchment regions

Changing views about the appropriate role of universities, whether to educate students or to help them get started in their careers

Technological

Increasing demand for distance learning

Origination of new and improved pedagogical platforms

Expanded use of information technology in and out of the classroom

Escalating rates of innovation

Availability of context that can be applied in multiple platforms

Increasing value placed on knowledge

Economic

Continued globalization

Growth increasingly powered by entrepreneurship and smaller enterprises or organizations

Major increases in the number of students from China, India, and Mexico

Possible start of another lengthy recession following a tepid recovery

Unavailability of funding schemes or declining public funds to allow for easier access to a quality university education

Impact of interest rates on student loans

Impact of student loans on subsequent defaults of graduates and job prospects

Ecological

Students need to conveniently attend classes and to avoid driving or flying long distances to attend them

Preferences for attending campuses that respect and protect their contiguous natural environment, ample green spaces, desirable climates, and in clean localities

Movement away from use of paper books to digital ones, renewable course materials, away from disposables in classroom instruction

Favorability of campuses that include “green” thinking, LEED (Leadership in Energy and Environmental Design) certification, and sustainability in their design and building

Political

Ongoing blurring of postsecondary sector institutions such as two- and four-year colleges, technical institutes, and universities

Uncertainties about the direction of public support and advocacy for universities

Declining public funding as a percentage of total funding sources

Increasing government demand for accountability

Increased student activism due to higher tuition fees

This list illustrates a typical array of factors to emerge from this step. We recommend that you complete at least one other iteration to reduce these factors even further before assessing their relative impact in Step 2. At the end of this step you should have a manageable list of DFs to consider. Our experience suggests that the list should have about five to ten forces to facilitate the next step of this analysis process.

Step 2: Assessing the Impact of the DFs

Step 2 requires a more intense analytical effort than Step 1, because the DFs that remain on the list from Step 1 are all deemed to be important to some degree to the success of your industry and enterprise. All firms need to offer customers in their target markets products or services that meet their needs in a profitable manner, and the forces already identified affect all rivals in the industry. Now rank these DFs in order of importance in driving the attractiveness of the industry and the level of profitability that may be achieved in the near future. You also will provide a context in which strategy changes can be considered and thoughtful decisions made.

Your objective in this second step is to understand the external factors that will shape change in the industry and the difference they will make. As soon as the DFs have been identified in Step 1, you need to ask the following questions:

• Are they valid?

• How do we know?

• How significant is each one?

• What is their strength?

• Which ones can be altered?

• Which ones cannot be altered?

• Which ones can be altered quickly?

• Which ones can only be altered slowly?

• Which ones, if altered, would produce rapid change?

• Which ones would produce only slow change?

• What skills and/or information are needed and are available to change the forces?

• Can you get the resources or capabilities needed to change them?

Three common approaches to answer these questions are applied at this point.

The first approach is to use structured ranking. With a structured ranking approach, you need to consider all the DFs listed from Step 1 in pairwise progression. In other words, take DF 1 and compare it with DF 2. Decide which is more important to the industry and the firm when determining strategy, making major decisions, and setting important policies. Next, compare DF 1 with the remaining DFs, and then take DF 2 and compare it with the remaining DFs, and continue the process until all possible comparisons have been exhausted.

As you can quickly calculate, the number of pairwise comparisons grows rapidly with the number of DFs. Six DFs have 15 comparisons, eight DFs have 28 comparisons, and 10 DFs have 45 comparisons. You can readily see the advantages of taking care in selecting the initial DFs.

Our experience using this method is that some of the comparisons are quickly accomplished, and others bog down the group in discussion. It usually takes half a day to achieve consensus about the final list of DFs ranked in order of their impact. It is critical that you put in the appropriate effort at this point. This process will enhance the quality of any complementary efforts you subsequently undertake, particularly in support of regularly conducted planning activities.

A second approach that many analysts take at this point is to assign a score to each DF, from 1 (weak) to 7 (strong). The score is based on the strength of the DF and the degree to which it is possible to influence it. This is often done best by circulating all the DFs to groups of relevant people around the organization and averaging their individual scores. Next, calculate a total score for each DF by adding across the two columns. Table 5.1 shows an example for a player in the transportation manufacturing industry.

Table 5.1. Ranking Driving Forces
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The third approach is to use a matrix that separates the forces on preselected dimensions. Figure 5.2 uses importance and uncertainty to distinguish between the set of DFs. Importance rankings can be assigned to each DF in the list using a scale of 1 to 4, with 1 meaning lowest importance and 4 meaning highest importance. The same process can be used for uncertainty: 1 is assigned to the DF with the lowest uncertainty, and 4 is assigned to the DF with the highest uncertainty in terms of their depth, direction impact, and evolution. Those with mean scores above 2.5 in the relevant range are rated high in Figure 5.2, and those scoring below 2.5 are rated low.

[image: Image]

Figure 5.2. Importance ranking of driving forces.

Regardless of which of the three approaches you choose, another key facet of this stage is to determine whether these DFs make the industry environment more or less attractive. As such, they should be combined with an industry analysis, possibly using Porter’s Five Forces model or something similar. Four strategic questions related to the DF’s impact on the industry environment must be answered:

• Are the DFs causing demand for the industry’s product to increase or decrease?

• Are the DFs making the bargaining power of other industry participants higher or lower?

• Are the DFs making competition more or less intense?

• Will the DFs likely lead to higher or lower industry profitability?

The following case study illustrates DFA as it is applied to the digital music player industry. This relatively youthful industry is an interesting case study for DFA, because in 2009 it was still in a somewhat early stage of its life cycle relative to the use of players for MP3 digital file formats. This industry also is a spin-off of portable music players that used to play music on CDs, which are in a mature stage of their life cycle.

After you have carried out these steps, your next task is to decide whether (strategic or tactical) actions taken to change the firm’s strategy to address the DF are feasible. If they are, your goal is to devise a manageable course of action that does the following:

• Strengthens DFs that have a positive impact on the industry and firm

• Weakens DFs that have an adverse impact on the industry and firm

• Creates new positive DFs

At this point, it is usually helpful for you to develop another set of tables, one for each DF that has been identified as a priority. For each table, outline in the first column the range of likely impacts that the DFs are expected to have on the industry. In the second column, begin identifying potential solutions that the firm may bring to bear in constructively addressing the impacts (that is, minimizing the negative effects and maximizing the positive effects). Table 5.2 is an example.

Table 5.2. Impact and Proposed Solutions for Driving Force 1
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The next step would require you to work through each of the proposed solutions. You would need to compare these options in terms of costs/benefits, risks/benefits, or a predetermined set of criteria used to assess the options’ relative attractiveness and value. Comparing them against the firm’s current strategy is another key task to perform at this point. You need to gauge the degree of change required should the firm adopt the proposed solution, as well as the likelihood that the firm could implement it effectively. Finally, you need to analyze and identify the nature of competitor responses that the action may inspire. DFs and competitive pressures do not affect all competitors in an industry in the same manner. Profit prospects vary from rival to rival based on the relative attractiveness of their market positions and their strategies in addressing the DFs.

Case Study: Driving Forces in the Digital Music Market

This brief case study provides an example of DFA as applied to the digital music market as of the end of 2011 and start of 2012. The DFA helps you figure out which major DFs affect the digital music market and whether the forces indicate a more- or less-attractive industry environment from a profitability standpoint.

Demand Changes and Growth

The digital music sector, including players, services, and music files, has benefitted from strong consumer demand since the middle of the last decade. Sales of digital music and MP3/MP4 players have been impressive for years. But their growth rates recently have declined substantially because of competition from substitute products, mainly from the mobile telephone industry and smartphones.

Sales of downloaded music in the U.S. actually surpassed CD sales for the first time in 2012, according to a Nielsen and Billboard report. The International Federation of the Phonographic Industry (IFPI) estimated that about 3.6 billion albums and singles were downloaded around the globe in 2011. One artist, Bruno Mars, had nearly 30 million copies of his songs downloaded during the year. Revenues for digital music, the basic content input played on devices such as Apple’s iPod and increasingly smartphones, reached over $5 billion globally in 2011. Revenues are expected to keep growing at a brisk pace for the rest of the decade.

Technologies such as smartphones and tablets are not the only movers of demand for digital music. Popular TV shows focusing on musical performance talent such as American Idol, The X Factor, and The Voice also spur the public’s demand for music from new and emerging artists. Alternative delivery channels such as satellite radio services also help expand demand for the music while offering direct competition to manufacturers of digital music players. Access services of downloads and subscriptions; cloud technology; peer-to-peer channels; and bundling partnerships between musical content producers/distributors, ISPs, and telecoms are all encouraging demand growth in the market.

Product Innovation

Frequent product innovation is another characteristic of the digital music market. This product innovation in digital music players is largely focused on new product designs; enhanced functionality; user intuitiveness; and aesthetics that make the products more portable, pleasant to look at (some of these items are viewed as status symbols when worn by their owners in some parts of the world), and easier to use. Firms continue to add useful features to players such as telephone and photographic capabilities, touch screens, longer battery life, wireless file transfer, video-playing capacity, FM or satellite radio, appointment schedulers and calendars, contact databases, flash memory, and voice capture. Many manufacturers are known for their product innovation capabilities, including Apple, Creative, Microsoft, Philips, Samsung, and Sony.

Innovation also occurs in the delivery channels. Stores such as iTunes, AmazonMP3 music store, eMusic, Rhapsody, and Walmart are making it easier and less expensive for consumers to access music. Achieving scale through subscriptions services has become critical for players in this business. Several have done so by integrating their services through Facebook and similar social media channels. Internet radio services such as Pandora continue to grow, and companies such as Nokia have launched new apps to allow for personalized radio listening.

Consumer Choice

The growth being experienced is underpinned by several key driving forces, led by the continued widening of consumer choice. Global digital growth continues to accelerate. Some national markets, such as China, South Korea, and the U.S., now get more than half of their music revenues through digital channels. Digital music has become broadly segmented into two main consumption models—ownership and access. Music subscription services expanded and linked with new partners to reach new audiences—most notably integrating with Facebook—and bundling their services with other Internet service providers’ offerings. Meanwhile, developments in cloud technology are transforming how consumers manage and retain their music. Both models—access and ownership—are believed to have high growth potential, although unauthorized or illegal downloading services still remain easily accessible for many customers.

Growing Use of the Internet, Satellite, and Smartphones

The increasing global adoption of broadband Internet service, satellite content delivery such as through Sirius/XM in the U.S. or RTE in the UK, and wireless mobile communication devices such as smartphones will help drive the market forward by increasing the source of supply and demand for the music to be played on the industry’s devices. This also creates a need for a portable way to maintain your MP3 or video collections. This factor could especially benefit the manufacturers whose players are identified with popular subscription services. The ability to download a large amount of music or video in a relatively short time is a success factor for that segment of the MP3 and MP4 value chain. Growing use of the Internet and wireless communications will also lead to better informed and more MP4-amenable customers.

Changes in Who Uses the Product and How It Is Used

An increasingly diverse global customer base is using the industry’s products in more varied ways. The industry’s products have moved up the product life cycle from early adopters to the mainstream. Consequently, users are becoming less technologically sophisticated and more demanding in terms of functionality, style, and price. This also changes the nature of tactics and strategies that the major players in the industry will use to be successful, particularly in areas such as pricing, promotion, advertising, manufacturing, and branding concerns.

How Do These DFs Affect Demand, Profitability, and Market Attractiveness?

You can further analyze the effect of DFs in this market by answering the following four questions:

• How do DFs affect demand? Virtually all these changes should increase the level of demand for the market’s products. Increasing product innovation, especially in the area of convergence with tablet, wireless, or telephone (such as smartphone) functionality, should lead to higher demand, especially from existing device owners. Growing use of the Internet, satellite services, and increasing broadband availability should also be a demand driver. It increases the volume of content available, as well as the global population of individuals who can potentially use the market’s products.

• Are the DFs making the bargaining power of other industry participants higher or lower? This market is seeing a tug of war across a variety of dimensions. Some will strengthen the bargaining power of market incumbents, and others will strengthen the power of consumers, suppliers, or substitutes. The resolution of digital rights issues will clearly empower some players, whether it will be consumers who will have more options for their digital music enjoyment, record firms, or artists. Also, the eventual resolution of the format wars will also clearly empower some industry participants while neutralizing the prospects of others. The question of which industries hold power with respect to content generation, delivery, storage, and distribution will remain contentious. As such, a high degree of uncertainty surrounds the resolution of this driving trend. However, it will have a significant impact on some firms, and industry participants will need to develop flexible strategies and contingency plans in case the trends go against their current strategy.

• Are the DFs increasing competition? There is no doubt that the increased demand for, and increasing profitability of, products such as Apple’s iPod and iPad will entice new and potentially powerful electronics manufacturers into the industry. The threat of new entrants, particularly in just-emerging national markets, will be present for the remainder of the decade. Substitutes in the form of subscriptions to satellite radio and wireless mobile connectivity to digital music available through smartphones are key factors in the rivalry among sellers in the market. The high threat will cause the current players to compete against both each other and new entrants, specifically in the areas of product innovation and creating economies of scale. This will occur through rapidly developing critical customer mass, whether from subscriptions, access to content generation, or access to bundling partners. In summary, the DFs are increasing competition across a range of competitive vectors.

• Will the DFs lead to higher profitability? New entrants are expected to arise in the market, particularly as global growth and new markets become robust, which in turn will increase supply. Demand will continue to increase due to product innovations, market growth, broadcast interest in music, and the increased evolution and advancement of Internet and global wireless mobile communications usage. It will be interesting to see whether demand or supply will be the stronger force in the coming years. It is reasonable to conclude that profitability will likely be based more on volume than margin in the future. This is a natural occurrence as a market matures.

However, the slowing expansion of the no-longer-new market should help limit the onset or duration of price wars. Margins probably won’t be cut to too great a degree. Because of these factors, the market should still be profitable, at least in the short term. This will be especially true for firms that can continue to efficiently add innovative features and access to content to their products that appeal to more mainstream users. Achieving critical mass quickly will remain the strategic objective of most players in the market that intend to achieve satisfactory profitability and remain competitive over the next decade.


6. Financial Ratios and Statement Analysis

Description and Purpose

A company’s published annual report and accounts usually contain a bewildering array of figures, which are often difficult to analyze. Financial statement analysis helps managers understand a company’s financial performance, competitive situation, and future prospects. It also gives insight into the company’s financial decision-making and operating performance. Ratio analysis provides insights into the relationships between two or more amounts in a company’s financial statements.

Basic Concepts Underlying Financial Ratio and Statement Analysis (FRSA)

The basic equation that expresses the relationship of assets and claims on assets is called the accounting equation:

assets = liabilities + owners’ equity

Assets generally are classified into three categories:

• Current assets are cash and other assets expected to be converted into cash within one year, such as marketable securities, accounts receivable, notes receivable, inventories, and prepaid expenses.

• Fixed assets are business assets that have relatively long lives and are used to produce or sell goods and services, such as equipment, machinery, furniture and fixtures, and land and plants.

• Noncurrent assets are investments in securities and intangible assets such as patents, franchise costs, and copyrights.

Liabilities generally are classified into two categories:

• Current liabilities are the amounts owed to creditors that are due in one year.

• Long-term liabilities are claims of creditors that do not come due within one year, such as bonded indebtedness, long-term bank loans, and mortgages.

Owners’ equity is the claims of owners against the business. This is the residual amount computed by subtracting liabilities from assets. Its balance is increased by any profit and reduced by any losses incurred by the business.

Components of Financial Statements

Statements commonly used by analysts include the income statement, balance sheet, statement of changes in financial position, and statement of changes in owners’ equity.

• The income statement (or profit-and-loss statement) summarizes the results of a company’s operations in terms of revenue and expenses for a period of time called the accounting period. Net income is derived from the accrual measurement of revenue and expenses. The income statement generally is perceived as the most important financial statement because it reveals whether the shareholders’ interests in the organization have increased or decreased for the period after adjusting for dividends or other transactions with owners. The income statement also helps users to assess the amount, timing, and uncertainty of future cash flows.

• The balance sheet shows what a company owns (its assets) and any claims against the company (liabilities and owners’ equity) on a particular date. It provides a snapshot of a company’s financial health at a particular point in time.

• The position statement (also known as the statement of changes in financial position or cash flow statement) helps explain how a company acquired and spent its money.

• The statement of changes in owners’ equity shows the gap between the amount of owners’ equity at the beginning and end of a period.

Applying ratio analysis to financial statements enables you to make judgments about the competitive success, failure, and evolution of a company over time. You also can evaluate how it is performing compared with similar companies in the same industry. Ratio analysis can help a company figure out competitors’ strengths and weaknesses. For example, if you find weaknesses in a competitor’s performance, your company may be able to take measures to exploit them.

Assessing the Appropriateness of Ratios

Three principal benchmarks are used to assess the appropriateness of ratios.

The first benchmark is the company’s performance history. It is useful to review the ratios in the current year relative to what they were over several previous years. This enables you to discover any favorable or unfavorable trends that are developing over time, as well as to identify any numbers that have changed dramatically in a defined period of time.

The second benchmark is to compare a company to specific competitors. If the competitors are publicly listed companies, obtain copies of their annual reports, and compare each of the focal company’s ratios with each of the competitor’s. This is particularly helpful in identifying why the focal company is doing better or worse than specific competitors.

The third benchmark is an industry-wide comparison. You need to obtain data about industry averages, much of which you can find from Internet and government sources. Dun & Bradstreet and Risk Management Association are two examples of commercial sources that collect financial data, compute ratios by industry, and publish the results. The information is often broken down by size of company and in a way that allows you to determine how far from the norm any company is.

Strengths

FRSA is a helpful information overload tool. It can find patterns in large amounts of disconnected data by

• Transforming financial data into manageable and meaningful outputs

• Connecting the dynamic income statement with the static balance sheet into one integrated analysis

FRSA is versatile and easily amenable to internal company analysis and competitive analysis of rivals and industry structure. It allows you to determine a company’s ability to succeed through its application of a generic strategy, such as low-cost producer, niche pursuer, or differentiator. By combining the FRSA with numerous other techniques, such as those described in other chapters, you can gain a good picture of a company’s likelihood of strategic and competitive success.

Weaknesses

Financial ratios are based on historical accrual accounting information. As such, they do not offer the analyst any direct insights into future cash flow, an important component of value-based management. This can be even more important with embryonic, entrepreneurial companies that have larger burn rates and cash needs during their earlier years.

Additionally, a single ratio does not give you enough information to make a judgment about a company. You need more data to do so.

Accountants do not include as assets on balance sheets certain items that are critical to a company’s growth and well-being, such as the quality of its employees. Financial statements virtually ignore these increasingly important intangible assets—a key source of competitive advantage in an information or knowledge-driven economy. FRSA is inherently limited as an analytical tool for companies with valuable brand names or corporate reputations, intellectually skilled workforces, or other intellectual capital.

Not all financial statements are of equal quality. Reporting authorities and accounting overseers in separate countries may require different conventions, which can make comparisons difficult. Audited statements provide you with a higher probability of accurate financial information. However, published ratios generally are not subject to public audits, with the exception of the earnings per share (EPS) ratio.

Overreliance on industry norms is akin to benchmarking for mediocrity instead of best practice. Even though it is important to use industry norms to evaluate financial performance against industry peers, you should be careful when interpreting the results. Analysts who rely too much on industry comparisons risk leading their companies to the netherworld of what Michael Porter aptly calls being stuck in the middle of the industry’s parabolic profit curve. To see how this can occur, consider an industry in which half of the rivals are pursuing a low-cost strategy while the other half are pursuing a differentiated strategy. Comparing a company’s ratios to the industry norms, by definition, targets average performance. Success in meeting these average targets necessarily relegates the company to the lowest point on the industry profit curve. At one end, the average company’s cost structure is higher than that of the low-cost specialists; at the other end, premium companies surpass the average company’s level of differentiation.

When using industry norms, you must also be sure not to compare dissimilar industry groups. Direct financial comparisons to rivals outside an industry group may provide only low, short-term utility. Even comparisons within industry groups are fraught with difficulty when rival companies operate on a different portion of the industry profit curve by virtue of their chosen low-cost, differentiation, or focus strategies. Additionally, because most industry norms are calculated from aggregated financial statements, comparing a company’s financial performance to a diversified company will cause a critical comparability problem if the lines of business are radically different.

Making internal comparisons to past company performance is also risky. One of several manifestations of this risk is complacency from seemingly adequate improvements, while in reality the company is slipping relative to the performance of rivals. This problem is especially prevalent in fast-growing markets, where differences in relative competitive performance may not be painful in the short term but will have serious repercussions for long-term competitive positioning.

You should also carefully consider the effects of management choices on the results of operations as reported in the financial statements. In closely held businesses, it is not uncommon for the financial statements to reflect the discretionary choices of the business owner or senior management. Sometimes significant adjustments can be required to reword the financial statements to accurately portray the business’s operations.

The choice of accounting method may have a significant impact on the income reported on the income statement and the value of the asset reported on the balance sheet. This is especially pertinent when you do international competitor comparisons and when competitors have multinational operations that potentially use different accounting schemes. Other technical considerations that could distort the validity of the comparison include differences in accounting policies (different depreciation schedules, inventory valuation, and capitalization), account classification, or year-ends across companies.

Even when a company’s financial ratios appear to conform to industry averages, this does not mean that the company has no financial or other strategic management problems. For example, the company may be neglecting to exploit a clear differentiation advantage through which it could outstrip average industry performance. Alternatively, perhaps the company’s finances look good at the moment, but a serious competitive threat could reverse them in the near future.

In short, financial ratio analysis is a useful tool for analyzing management’s decisions as they are manifest in the marketplace, but it cannot replace the insights afforded by the application of a variety of analysis tools.

How to Do It

Performing an FSRA can be divided into several steps:

1. Choose the appropriate ratios to analyze.

2. Locate the appropriate sources to provide the raw data with which to calculate the ratios. This topic is better covered by books on the larger competitive intelligence data collection process.

3. Calculate the ratios, and compare them.

4. Check for opportunities and problems.

Following are some common ratios for analyzing financial statements.

Activity or Efficiency Ratios

These include inventory, accounts receivable, and fixed and total asset turnover ratios.

Inventory

Depending on the nature of the business (retail, wholesale, service, or manufacturing), the efficiency of inventory management may have a significant impact on cash flow and, ultimately, its success or failure.

Average Inventory Investment Period
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This measures the amount of time it takes to convert $1 of cash outflow used to purchase inventory to $1 of sales or accounts receivable from the sale of the inventory.

The average investment period for inventory is similar to the average collection period for accounts receivable. A longer average inventory investment period requires a higher investment in inventory. A higher investment in inventory means that less cash is available for other cash outflows, such as paying bills.

Inventory to Sales
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This looks at the company’s investment in inventory in relation to its monthly sales. It helps identify recent increases in inventory and is a quick and easy way to look at recent changes in inventory levels, because it uses monthly sales and inventory information.

This ratio helps predict early cash flow problems related to a business’s inventory.

However, when the only information available is based on inventory information from the previous year, it can be used to provide a rough guide.

Inventory Turnover
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This is the most basic tool for assessing the organization’s investment in inventory. It helps you decide if the company’s investment in an inventory item or group of items is excessive, too low, or just right. From a cash flow perspective, performing turnover analysis is particularly useful for finding inventory items that are overstocked.

Accounts Receivable

Accounts receivable represent sales for which payment has not yet been collected. If the business normally extends credit to its customers, the payment of accounts receivable is likely to be its single most important source of cash inflows.

The analysis tools described in the following sections can be used to help determine the effect that the company’s accounts receivable have on its cash flow.

Average Collection Period
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This measures how long it takes to convert average sales into cash. This measurement defines the relationship between accounts receivable and cash flow. A longer average collection period requires a higher investment in accounts receivable. A higher investment in accounts receivable means that less cash is available to cover cash outflow.

Accounts Receivable to Sales
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This looks at the company’s investment in accounts receivable in relation to sales. It helps you identify recent increases in accounts receivable and can be a quick and easy way to examine any recent changes. The more recent information of the accounts receivable to sales ratio quickly points out cash flow problems related to the business’s accounts receivable.

Accounts Receivable Turnover
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This is a measure of the average length of time it takes a company to collect the sales made on credit.

Asset Turnover

This is the ratio of sales (on the income statement) to the value of the company’s assets (on its balance sheet).
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Asset Turnover indicates how well a business is using all its business assets to generate revenue, rather than just its inventories or fixed assets. Generally, the higher the ratio, the better, because a high ratio indicates that the business has less money tied up in assets for each dollar of sales revenue. A declining ratio may indicate that the business has overinvested in plant, equipment, or other fixed assets. Companies with low profit margins tend to have high asset turnover; those with high profit margins have lower asset turnover. This indicates their pricing strategy. In computing this ratio, it may be helpful to compute total assets by averaging the total assets at the beginning and end of the accounting period.

This ratio indicates how well a company is using all its business assets to generate revenue, rather than just its inventories or fixed assets. A high asset turnover ratio means a higher return on assets, which can compensate for a low profit margin.

Leverage or Solvency Analysis Ratios

Commonly used solvency ratios are debt to equity, debt to assets, coverage of fixed costs, and interest coverage.

This group of ratios is designed to help you assess the degree of financial risk a business faces. Financial risk in this context means the extent to which the company has debt obligations that must be met, regardless of its cash flow. By looking at these ratios, the analyst can decide whether the company’s level of debt is appropriate.

Debt to Equity
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This indicates the degree of financial leverage that the company is using to enhance its return. It is a measure of the funds provided by creditors versus the funds provided by owners.

A rising debt-to-equity ratio may signal that further increases in debt caused by purchases of inventory or fixed assets should be curtailed.

Improving this ratio involves either paying off debt or increasing the amount of earnings retained in the business until after the balance sheet date.

Debt to Assets
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This compares the percentage of assets financed by creditors to the percentage financed by the business owners. Historically, a debt-to-asset ratio of no more than 50% has been considered prudent. A higher ratio indicates a possible overuse of leverage, and it may indicate potential problems in meeting the debt payments.

Improving this ratio means taking steps to either increase the value of the company’s assets or pay off debt. If the company decides to pay off debt, it will also improve its current ratio and debt-to-equity ratio.

Fixed Charge Coverage
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This shows the company’s ability to meet its fixed obligations of all types. The higher the number, the better.

Obviously, a company’s inability to meet any fixed obligation is a threat to its well-being. Many working capital loan agreements specify that a company must maintain this ratio at a specified level so that the lender has some assurance that the company will continue to be able to make its payments.

Interest Coverage
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This is also known as the times interest earned ratio. It is similar to the times fixed charges earned ratio but focuses more narrowly on the interest portion of the company’s debt payments.

By comparing the ratio of operating income to interest expense, you can measure how many times the company’s interest obligations are covered by earnings from its operations. The higher the ratio, the bigger the company’s cushion, and the more easily it can meet interest payments. If this ratio declines over time, the company’s financial risk is increasing.

Liquidity Analysis Ratios

These ratios indicate the ease with which assets can be turned into cash. They include the current ratio and quick ratio. Liquidity ratios are sometimes called working capital ratios (the difference between current assets and current liabilities). Generally, the higher they are, the better, especially if the company is relying to any significant extent on creditor money to finance its assets.

Current Ratio
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This is one of the most popular measures of financial strength. It is a good indicator of a company’s ability to pay its short-term obligations.

The main question this ratio addresses is: Does the company have enough current assets to meet the payment schedule of its current debts with a margin of safety for possible losses in current assets, such as inventory shrinkage or collectable accounts? The higher the ratio, the more liquidity the company has. A generally acceptable rule of thumb for a current ratio is 2:1. But whether a specific ratio is satisfactory depends on the nature of the business and the characteristics of its current assets and liabilities. The minimum acceptable current ratio is 1:1, but that relationship usually suggests potential risks or problems.

Quick Ratio
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Also known as the acid test ratio, this ratio is one of the best measures of liquidity. It describes how quickly a company can turn its current assets into cash.

The quick ratio is a more exacting measure than the current ratio. By excluding inventories, it concentrates on highly liquid assets with values that are fairly certain. It helps answer this question: If all sales revenues stop, could the business meet its current obligations with the readily convertible “quick” funds on hand?

An acid test of 1:1 is considered satisfactory unless the majority of a company’s “quick assets” are in accounts receivable and the pattern of accounts receivable collection lags behind the schedule for paying current liabilities.

Working Capital

working capital = current assets – current liabilities

This is the amount of liquid assets a company has to build its business, fund its growth, and produce shareholder value.

The best way to look at current assets and current liabilities is to combine them into working capital. Working capital can be positive or negative. If a company has ample positive working capital, it has the cash on hand to pay for the items it needs. If it has negative working capital, its current liabilities are greater than its current assets, and it has less ability to pay for the items it needs. A competitor with positive working capital will always outperform a company with negative working capital.

Profitability Analysis Ratios

These ratios are probably the most important indicators of a business’s financial success, because they demonstrate its performance and growth potential. The most common of these include return on assets, return on equity, profit margin (which can be in either gross or net form), and asset turnover.

Return on Assets (ROA)
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This is the ratio of net income to total assets. It is a measure of how well a business is using its assets to produce more income. It can be viewed as a combination of two other ratios: net profit margin (ratio of net income to sales) and asset turnover (ratio of sales to total assets). A high return on assets can be attributed to a high profit margin, a rapid turnover of assets, or a combination of both.

Return on Investment (ROI) / Return on Equity (ROE)
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This is the ratio of net income (from the income statement) to net worth or shareholders’ equity (from the balance sheet). It shows what the company earned on its investment in the business during the accounting period. This ratio compares a business’s return on equity to what it might have earned in the stock market during the same accounting period. Over time, a business should be generating at least the same return that it could earn in more passive investments, such as government bonds. A high return on equity may be a result of a high return on assets, extensive use of debt financing, or a combination of the two.

In analyzing both ROA and ROE, don’t forget to consider the effects of inflation on the assets’ book value. Although financial statements show all assets at their book value (original cost minus depreciation), the replacement value of many older assets may be substantially higher. A business with older assets generally would show higher return percentages than a business with newer assets.

Gross Profit Margin
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This is the amount of sales dollars remaining after the cost of goods sold (COGS) has been deducted. If a company’s gross profit margin declines over time, this may mean that its inventory management needs to be improved, or that its selling prices are not rising as fast as the costs of the goods it sells. If the company is a manufacturer, this could mean that its costs of production are rising faster than its prices, and adjustments on either side (or both sides) may be necessary.

The net profit margin shows the company’s bottom line: how much of each sales dollar is ultimately available for the owners to draw out of the business or to receive as dividends. This ratio takes into account all the company’s expenses, including income taxes and interest.

You should have some idea of the prospective range of the company’s profit margin, which is in large part determined from historical data. If a company fails to meet its targets, this could mean that it has set unrealistic goals or is not managing as efficiently and effectively as it could. However, the ratio itself does not point to what a company might be doing wrong. Looking at the gross margin or operating margin is a better way to address that problem.

The absolute level of profit may indicate the size of the business, but on its own it says very little about company performance. To evaluate the level of profit, profit must be compared and related to other aspects of the business. Profit must also be compared to the amount of capital invested in the business and to sales revenue.

Profitability ratios inevitably reflect the current business environment, so you must also consider the business, political, and economic climate when looking at the trend of profitability for one company over time. Comparisons with other businesses in the same industry can indicate how well management is performing compared to other companies in the same business environment.

Other Analysis Ratios: Capital Market or Shareholder Returns

The use of capital market or shareholder returns analysis ratios is probably more important for investors than it is for strategic or competitive analysis. These are more commonly thought of as investment measures as opposed to performance measures.

Earnings Per Share
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This is the single most popular variable in dictating a share’s price. Company earnings are income from sales or investment after expenses are paid. The way in which a business conducts its operations is important when you evaluate a company’s earnings. Companies that devote significant resources to creating a new product may have relatively low earnings, but that can change when sales of the new product grow and profits rise. Meanwhile, companies that have strong earnings but are investing inadequate funds into the business may have significant problems in the future.

Price/Earnings
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This is often called “the Multiple.” The earnings-per-share figure is usually from the last four quarters (the trailing P/E ratio). But sometimes it is from the estimates of the earnings expected over the next four quarters (the projected P/E ratio) or from the sum of the last two quarters and the estimates of the next two quarters.

For the most part, a high P/E means high projected earnings in the future. A P/E ratio on its own doesn’t give much information. However, it is useful to compare the P/E ratios of other companies in the same industry to the market in general or to the company’s own historical P/E ratios.

Table 6.1 summarizes the formulas discussed in the previous sections.

Table 6.1. Financial Ratios
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Methods of Ratio or Measure Comparison

No single ratio has meaning by itself, but comparing ratios is critical for effective financial ratio analysis. A helpful solution to combat analytical myopia is to strike a balance between the industry norm, historical analysis/internal benchmarking, and competitive external benchmarking approaches.

There are two basic ways to use financial ratios. The first is to compare the company’s ratios with those of other companies in the industry. The second is to compare the company’s present ratios with its own past performance ratios.

Industrial Comparison

Industrial comparison looks at the company’s performance in relation to its competitors to show any differences in their operating efficiency. Once the problem is found, the company can take action to correct it. These industry averages can be found in publications such as Dun & Bradstreet’s Key Business Ratios.

There are several ways to obtain financial ratios or comparisons for industries and companies. Some are free, and others are available for a fee. They are described in Table 6.2.

Table 6.2. Information Sources for Financial Statement Analysis
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Trade associations and individual companies often compute ratios for their industries and make them available to analysts. Published financial statements on the Internet also offer a source of raw material for companies not covered by these sources.

To deal with corporations of significantly different sizes in a particular industry, it can be helpful to create common-size financial statements. The common size is usually 100. This procedure can help you determine when a competitor departs from industry norms. It also allows you to ask a more refined set of questions to understand the causes driving this phenomenon.

Across Time Performance

You also can spot problems by comparing a company’s present performance to how well it did over the past few years. This shows you how well it is progressing in correcting any problems. By looking at past trends, a company can determine how effectively it is accomplishing its goals. You should use the same time frame when making comparisons. If you don’t, effects caused by recessions or seasonal fluctuations could result in erroneous conclusions or judgments.

Consolidation and Segmented Analysis

Financial statements of public companies are legally required to provide segmented reporting in addition to consolidated operations. Most countries require public companies to provide enough information to explain about three quarters of the company’s revenue. However, due to the competitive sensitivity of segmented information, public companies generally follow the letter of the law rather than the spirit of the law. In other words, proprietary concerns outweigh the need for public accessibility to information. Therefore, segmented reporting includes only the bare minimum of information about each segment’s revenue, net income, and total assets. The only supplement to this meager reporting is information about the industry and the geographic dispersion of its facilities and customers.

Although segmented reporting is certainly more valuable than consolidated information when comparing a company to its distinctly diversified rivals, you should not rely on it. The accuracy and comparability will be minimal because segmented revenue will be derived from internal transfer prices, and the basis for allocating costs will be unknown to the external analyst.

Despite the requirement to reconcile or integrate the segment information back into the consolidated statements, segmented data does not provide enough information for you to calculate many ratios. Furthermore, even when ratios can be calculated, you must remain aware of these limitations when performing ratio analysis on segmented data.

Remember that a company’s financial statements are only a starting point for analysis. If a statement shows that accounts receivable have experienced a significant downward trend over the last few years, this could mean that the company is collecting the accounts more aggressively (which is good). Or it could possibly mean that the company is writing off accounts as uncollectable too soon (which is bad). Individual numbers aren’t good or bad in themselves. You may have to dig deeper into certain numbers for the reason. The key is to use FRSA to spot trends and anomalies and then follow these up with further investigation.

To complete the picture, you must acquire more information about the company’s products, people, technology, and other resources that may give it a competitive advantage in the marketplace. One of the best sources of supplemental information is the nonfinancial section of the annual report. This section often outlines top management’s views on the company’s future and ability to compete.

FRSA is a critical part of a larger, integrated financial statement analysis plan. This plan should include the following key steps:

1. Determine the objectives of the financial statement analysis.

2. Review the current and predicted economic conditions in the industry in which the company operates.

3. Consult the annual report and other regulatory filings to glean information about management and the company’s accounting methods.

4. Analyze the financial statements using the means described in this chapter.

5. Draw relevant conclusions based on the initial objectives.

Case Study: FRSA of the Three Large North American Warehouse Clubs

The discount warehouse and wholesale club segment of the North American retailing industry consisted of three major competitors: Costco Wholesale, Sam’s Club (a Walmart subsidiary), and BJ’s Wholesale Club (aka The Big 3 WCs). Warehouse clubs operated no-frills, self-service, big-box facilities where customers could choose from a relatively narrow assortment of discount-priced merchandise across a wide range of product categories. There were more than 1,200 warehouse club locations in North America and nearly every large metropolitan had at least one of them.

The Big 3 WCs offered items like cleaning supplies, bottled waters, and paper products that they sold in case lots, packaged in large containers, shrink-wrapped in a variety of quantities, and bundled in cartons or giant-sized bags. In nearly every case, the product was available in a larger portion or package than would be found in traditional grocery stores or supermarkets. Warehouse clubs generally limited merchandise selections to category leaders and an assortment of private-label items which maximized sales turnover.

The warehouse clubs were able to attract customers from other outlets such as supermarkets, department stores, drugstores, office supply stores, consumer electronics stores, and automotive stores. Interested shoppers paid an annual membership fee to make purchases at a warehouse club. They did this primarily due to customer convenience and low prices. The Big 3 WCs had substantially lower operating and costs than most other retailing alternatives because they behaved differently and had a different strategy. These differences are summarized as follows:

• Purchased full truckloads of merchandise directly from manufacturers

• Had relatively low labor costs due to reduced operating hours and the fewer number of employees needed in the store while still generating impressive sales volumes

• Displayed items on inexpensive shelving or pallets and had low-tech, inexpensive decor

• Avoided warehousing costs and expenses by keeping their extra inventory on high shelving directly on the sales floor

• Spent minimally on most forms of marketing, relying instead on high quality products and word-of-mouth to keep customer numbers high

The low operating costs of warehouse clubs and high sales volumes were complementary goals for each store location. The warehouse clubs received cash for a large portion of their inventory before they had to pay many of their suppliers. Thus, a warehouse club could finance and pay for a big percentage of its merchandise inventory through the vendor’s payment terms instead of having to maintain significant working capital (that is, current assets minus current liabilities).

The focus of the case is on the similarities and dissimilarities in the strategies and operating practices of Costco, Sam’s Club, and BJ’s Wholesale as reflected by financial ratios and statement analysis. Table 6.3 lists ratios for the purpose of comparing the performance of three warehouse clubs. Note that the fiscal year (FY) data for Sam’s and BJ’s relates primarily to the prior calendar year, whereas the numbers for Costco are for its fiscal years. CAGR stands for compound average growth rate. SG&A (alternatively, SGA or SAG) stands for selling, general, and administrative expenses, which is a major nonproduction cost presented in an income statement.

Table 6.3. Comparing the Performance of Costco, Sam’s Club, and BJ’s Wholesale
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Conclusion: The comparisons are mixed. Costco had the fastest rate of growth in total revenues, the biggest growth rate in operating income, and far and away the highest sales per store location. But Sam’s Club had the best operating profit margin (operating income as a percentage of total revenues) and the best operating income as a percentage of total assets. BJ’s Wholesale had the biggest CAGR in net income, lower SG&A expense percentages, and the overall best net income as a percentage of total assets. You can speculate that Sam’s higher operating profit margins might be in part because some of its distribution expenses are shared with its sister division, Walmart stores and Supercenters. Facilities sharing with other Walmart operations probably also explain why operating income as a percentage of total assets at Sam’s Club far exceed the operating return on assets at both Costco and BJ’s. On the whole, all three competitors have pluses and minuses.

Comparing these further with the ratios demonstrated by substitutes like grocery stores and legacy retailers will also be highly telling why the warehouse clubs have achieved successes well in excess of most of these substitutes. Doing these over time provides the analyst a much richer understanding of whether strategies are producing desired performance and how one rival compares with others. Last but not least, it can help the analyst understand where a competitor or rival might have vulnerabilities that can be exploited through adroit strategic or tactical marketplace actions.


7. Five Forces Industry Analysis

Description and Purpose

The Five Forces Industry Analysis, developed and popularized by Michael Porter, is designed to help you understand an industry and its participants. Since the intensity of competition and profitability among companies can vary widely across industries, identifying an industry’s profit potential or “attractiveness” provides the foundation for bridging the gap between your firm’s external environment and internal resources.

The Five Forces Industry Analysis is one of the most highly utilized analytical tools for assessing the competitive environment. The framework Porter developed is based on an economic model known as the “structure-conduct-performance” or S-C-P model. It states that an industry’s structure will determine an organization’s conduct, which subsequently determines its performance (profitability).

The purpose of industry analysis is to analyze the economic and market forces that will ultimately influence an industry’s profit potential. It enables your organization to determine the attractiveness or profit potential of a focal industry by rigorously examining the interaction of five competitive forces. Porter classifies the five forces or “rules of industry competition” as follows (see Figure 7.1):

• Threat of new entrants

• Bargaining power of suppliers

• Bargaining power of buyers

• Threat of substitute products or services

• Degree of rivalry among existing competitors
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Figure 7.1. Industry analysis.

Source: Adapted from Porter, M.E., Competitive Advantage: Creating and Sustaining Superior Performance (London: Collier Macmillan Publishers, 1985).

The objective of this analysis is to

• Identify an industry’s profit potential

• Identify the forces that would harm your company’s profitability in that industry

• Protect and extend your competitive advantage

• Anticipate changes in industry structure

A proper understanding of the five forces is important in developing your company’s competitive strategy. The collective impact of these competitive forces is so brutal in some industries that the market is very unattractive from the standpoint of profit making. The ultimate aim of the analysis is to develop competitive actions, capabilities, and resources to cope with and, ideally, influence or change these forces in favor of your firm. Those companies that successfully do this aim to develop competitive advantages that can be sustained over time.

Using this analysis, an incumbent firm can, for example, determine that it can better leverage its resources and capabilities in a different industry. As such, it may decide to exit the industry entirely or allocate resources away from the current industry toward a more favorable one. It also helps decision makers understand where their organization is in relation to their industry. This differentiates it from the SWOT analysis we present in Chapter 12, “SWOT Analysis,” as SWOT analysis is company-specific while Five Forces Industry Analysis focuses at the industry level.

The scope of each of the five forces is covered in the following sections.

Threat of New Entrants

The threat of new entrants is the extent to which new organizations may decide to enter an industry and reduce the profits being earned by incumbent firms. All else being equal, industries that are easy for new organizations to enter are more difficult to profitably compete in than ones with higher barriers. The nature of entry barriers affects the level of difficulty facing companies that want to enter an industry. If entry barriers are low, new entrants generate additional capacity, increase the demand and prices for inputs, and intensify the competition, resulting in lower industry profitability.

New entrants ordinarily face several entry barriers:

• Entry-deterring price. The cost of entry exceeds revenue forecasts. Often, existing players lower their prices to thwart a competitive entry.

• Incumbent retaliation. Existing companies often have substantial resources and the willpower to fight new entrants.

• High entry costs. Often, substantial portions of the start-up costs are unrecoverable.

• Experience effects. The accumulated experience of existing companies in the industry often translates into lower cost structures.

• Other cost advantages. Existing companies may already control access to valuable inputs and suppliers, proprietary technology, or the best locations.

• Product differentiation. The high cost of marketing new brands may pose significant entry barriers not faced by existing companies that have well-known brands, customer loyalty, and the flexibility to cobrand other products.

• Distribution access. This includes the need to pay incentives to distributors to persuade them to carry new products.

• Government. Public bodies can provide subsidies for existing companies, enforce compliance with regulations, or develop policies that restrict entry.

• Switching costs. It can be expensive or inconvenient for customers to switch to a new product.

Bargaining Power of Suppliers

Suppliers can exert bargaining power of an industry’s participants by increasing prices for their goods and services or by reducing the quality of purchased goods and services. Suppliers might be able to influence the cost, availability, and quality of input resources for companies in the industry.

When considering this force, the buyer is the incumbent firm in the industry and the supplier is the producer of that company’s inputs. Suppliers must be thought of more broadly than just those providing raw material inputs. This group can also include groups governing or providing labor (trade unions or professional bodies, for example), locations (landing slots at airports), or channels (the broadcasting spectrum), among other things.

Suppliers’ bargaining power may be influenced by the following:

• Concentration. Supplier bargaining power is high where an industry is dominated by fewer players than the industry it sells to unless substitute inputs are available.

• Diversification. The proportion of total sales that a supplier has with a particular industry varies inversely with supplier power. For example, if a supplier’s revenue is totally sourced from one industry, its power over the industry is lower than a supplier that sells only 20% of its total goods to an industry.

• Switching costs. Supplier bargaining power is weaker if companies in an industry can switch suppliers easily or inexpensively.

• Organization. Supplier organizations, industry associations/groups, trade unions, or the presence of patents or copyrights increase supplier power and thus their collective bargaining power.

• Government. In many economies, the government can function as a supplier, whether of land, rights to compete, licenses, and so on, and therefore can exert substantial bargaining power.

Bargaining Power of Buyers

Buyers can influence industry structure and force prices down through such actions as comparison shopping or raising quality expectations. They can also play incumbents against one another. The power of buyers reflects the extent to which their purchase represents a considerable portion of your organization’s overall sales.

Buyers’ bargaining power may be influenced by the following:

• Differentiation. Products with unique attributes decrease buyers’ power. Commodity products that are difficult to distinguish increase their power.

• Concentration. Where there are few buyers and they represent a large proportion of a company’s sales (for example, a government body that serves as the primary buyer of pharmaceuticals for citizens living within its boundaries), buyer power is high.

• Profitability. Buyers with low margins, lesser resources, or lower profits are more price-sensitive.

• Quality or Image. Where quality or image is important, buyers may be less price-sensitive.

Threat of Substitute Products or Services

An organization must worry about more than just competition from rival companies within the industry seeking to provide similar products or services to a group of customers. It also needs to concern itself with companies from outside the existing industry seeking to provide alternatives not offered by companies in the existing industry. By placing a cap on the prices incumbent companies can profitably charge, substitutes limit the industry’s potential returns. Industry competitors always prefer the threat of substitute products or services to be low.

Examples of substitute include e-mails, instant messages, faxes, and digital delivery for document delivery companies or video teleconferences instead of airline travel to meetings or conventions. In trying to better assess the impact of substitutes, you will need to identify products and services which can perform essentially the same functions as your industry’s products and services. Often, this is harder to do than it appears because incumbents develop “blinder mentalities” about their industries over time. Blind spots also prevent the timely identification of disruptive substitutes that are offering somewhat similar products or services at much lower price points.

The existence of viable substitutes means that customers can switch to these company’s products in response to price increases or product/service decreases. The more attractive the price to performance ratio of substitute products and services, the greater is the restraint on your industry’s profits. Market displacement and disruption by existing or potential substitutes can be influenced by the following:

• Relative price/performance trade-off. The risk of substitutes is great where existing products or services offer favorable attributes at low cost.

• Switching costs. The threat of substitution is low where switching costs—from one product or service that customers are currently using—are high.

• Profitability. A reliable substitute product that is profitable may displace or disrupt existing products.

Degree of Rivalry Among Existing Players

Of all the five forces, rivalry among existing players is nearly always the most important in determining an industry’s attractiveness and potential profitability. When organizations in an industry exhibit a high degree of rivalry, industry profits will be decreased. Such rivalry often takes the form of rivals competing aggressively on price. Since price reductions can be easily matched by rivals, they lower the profits for the industry’s incumbents. This is why actions like marketing, innovations, and enhanced customer service are used since they can often expand overall customer demand for the products or services offered in an industry.

All else being equal, existing companies in an industry prefer to face lesser competitive intensity and rivalry. Strangely enough, and for a variety of sometimes counterintuitive reasons, some degree of rivalry and a small number of competitors typically are superior to no rivalry or what is otherwise known as a monopoly.

The intensity of competition within an industry is determined by the following:

• Market growth. When strong, market growth in the existing industry reduces rivalry and thereby the probability of retaliation.

• Number of Competitors. Rivalry intensifies when there are a larger number of competing firms.

• Competitor capability or size. When competitors are of roughly equal capability levels or sizes, rivalry will intensify.

• Cost and price structures. When fixed costs are high, overcapacity occurs during demand troughs, and the fight for market share by existing rivals intensifies. When product or service prices are falling, rivalry also intensifies.

• Barriers to entry and exit. When entry barriers are low, rivalry increases. For low-profit companies, barriers to exit include asset specialization, fixed costs of exit, emotional attachment, or the product’s market importance in a company’s overall strategic intentions. The higher these are, the more intense the rivalry in an industry.

• Product switching. Product differentiation may keep customers from switching to competitors.

• Diversity. Where an industry has many companies of equal size and competitive position, rivalry is more intense. Entry from different sources, such as the Internet, also increases rivalry.

Strengths

Five Forces Industry Analysis helps you identify the main sources of competition and their respective strengths. It also helps you build a strong market position based on competitive advantage.

This technique, in fact, provides the raw analytical framework necessary to develop a strategy that will help insulate your company from competitive forces and provide it with competitive advantage. Additionally, it is a good technique for understanding industry evolution, because it allows you to identify windows of opportunity to capitalize on changes in any of the five forces.

Central to this technique, particularly when you’re trying to understand how an industry will evolve, is discovering that a change in one force will affect the other forces. This may result in the alteration of an industry’s structure and boundaries. This analysis can then do the following:

• Forecast future changes in each of the five competitive forces

• Discover how these changes will affect the other forces

• Identify how the interrelated changes will affect the industry’s future profitability

• Discover the strength of your company’s position in this evolved industry

• Reveal how you might change the strategy to exploit the changing industry structure

The Five Forces model also helps with long-range planning. It focuses your attention on the mutual dependency between the industry forces that change over time and the fact that a business strategy should both reactively defend against and actively manage these forces.

Weaknesses

The main weakness, according to critics of the Five Forces model, is that it underestimates the core competencies or capabilities that may serve as a company’s competitive advantage in the long term. Industry structure is one factor that determines a company’s profitability—others such as unique organizational resources are important as well. The model is designed to analyze individual business unit strategies within unique industries. It does not take into account the synergies and interdependencies within a corporation’s overall portfolio.

Strict interpretations of the model do not fully recognize the importance of social and political factors within or affecting each of the five forces. For example, the role and influence of government as an industry stakeholder, which some argue should be treated as a separate sixth force, can directly impinge on the industry’s competitive parameters.

Porter himself has acknowledged that the Five Forces model is concerned primarily with what makes some industries, and some positions within them, more attractive. But it does not directly address why or how some companies get into advantageous positions in the first place, and why some sustain these positions over time while others do not.

The implicit advice that the Five Forces model delivers for formulating strategy may misdirect a company to focus on industry-level characteristics. The company may allocate resources for influencing the industry’s structure even though it may not uniquely benefit from the changes. It also may allow competitors to benefit from the changes. This course of action may be justifiable if industry structure is the dominant determinant of company performance.

How to Do It

Applying the Five Forces model involves three major steps and several substeps, as described in the following sections. We will note up front that it is important to recognize that this analysis is always done from the perspective of an incumbent organization already operating within the focal industry. This analysis is also best utilized at the strategic business unit (SBU) level of your organization.

Step 1: Collect Information

The first step involves specifically identifying your industry. This is not always easy; you might have to try several means. You might look at existing demand and supply patterns for specific products and services, using preexisting classification sources such as the International Standard Industrial Classification system (also known as the standard industrial classification [SIC] or North American Industry Classification System [NAICS]). Or you might gain agreement from business experts familiar with your competitive context. After you identify the industry, you need to collect information to identify the characteristics of each of the five forces and then examine and assess their impact on the industry.

Much of the information required in this step can be obtained from published sources. But it is important to use human sources where possible to improve the objectivity of your analysis and to identify possible market intentions. This process requires you to identify the main sources of competitive pressures:

• Degree of rivalry among competitors

• Threat of substitute products

• Threat of potential entry

• Bargaining power of suppliers

• Bargaining power of buyers

Step 2: Assess and Evaluate

The second step involves assessing and evaluating the five forces in light of your organization’s and other rivals’ competitive ability. This includes determining the force’s direction (which can be depicted as an arrow) to or from the industry and its relative strength. Each force receives a value indicating if it is strong, moderate, or weak. One way to do this is to use a scale of 1 to 5, with 1 indicating a weak force and 5 indicating a strong force (see the case studies at the end of this chapter). An important input into this process is providing a logical explanation of how each competitive force works and its role in the overall competitive picture.

For example, the competitive environment is unattractive and profitability is harder to achieve when rivalry is strong, competition from substitutes is strong, barriers to entry are low, and suppliers and buyers have considerable bargaining power.

The competitive environment is attractive and profits are more easily generated when rivalry is low to moderate, there are no good substitutes, barriers to entry are relatively high, and suppliers and buyers have poor bargaining power. The returns earned by rivals in these attractive industries should, on average, be greater over a designated span of years than those earned by rivals in unattractive ones.

A company whose strategy and market position demonstrate a good understanding of these five forces can earn above-average or supernormal profits even when some or all of the five forces are strong.

The ultimate goal of most business or competitive analysis is to identify a company’s ability to successfully compete within its industry, given the collective strength of the five forces. Comparing your company’s resource strength to the size of the “fit” gap with each of these five forces will provide valuable insight into strategic opportunities and threats.

Step 3: Develop a Strategy

The third step requires repeating the first two steps in light of industry change and evolution. To improve the usefulness of this analysis, long-term industry trends should be analyzed to determine whether the industry’s profitability is sustainable and how this will affect a company’s competitive position. Trends include, among other things, proposed government legislation and regulations, social and consumer trends, international changes and trends, guiding economic forces, and technological trends. We frequently link trend analysis that might come from doing a STEEP/PEST analysis like we describe in Chapter 11, “Macroenvironmental (STEEP/PEST) Analysis,” to complement the Five Forces Industry Analysis.

Now, integrate these long-term trends within the broader context of corporate strategy to find the best “fit” between your company’s resources and capabilities and the external environment. This involves three types of strategic scenarios: reactive strategy against likely competitor moves, proactive strategy to manipulate changing forces already in motion, and proactive strategy to explicitly force change in one or all of the five forces.

Industry structure fundamentally affects strategic choices. Understanding how an industry will evolve provides important direction for selecting and managing strategy for these five criteria. Each competitive force should be constantly monitored for its impact on your overall company strategy and the opportunities it represents for extending competitive advantage. You must also consider the interactions among these forces and trends.

Finally, not all industries are alike. For companies with product portfolios across numerous industries, this technique should be repeated for each industry.

Case Study: Applying the Five Forces Model to the U.S. Passenger Airline Industry

An airline’s profits depend on its revenue and its costs. Revenue depends on what a carrier is able to charge for its flights and the number of passengers it carries. Costs depend on, among other factors, the price of jet fuel and the wages and salaries of (often unionized) employees like flight attendants and pilots.

Since the end of the World War II, operating profits in the industry have ranged from the low teens to losses of around 10%. Operating profits over that period averaged in the mid-single digits, and losses for a year or more were not uncommon. From 2000–2010, six major U.S. airlines filed for bankruptcy. Surprisingly, this action was not due to poor or low demand, but rather because of difficulties in maintaining profitable pricing levels and inconsistent profitability exacerbated by increasing and often volatile fuel costs and a persistent gap between company costs and ticket fares.

What follows is a summarized Five Forces Industry Analysis of the U.S. passenger airline industry at the start of 2012. A rich understanding of the Five Forces can help the analyst to better understand how profitability has behaved for this industry.

(5 = strongest force, 1 = weakest force)

Threat of Entry: weighting 4

• High capital intensity, offset to a lesser degree by the ability to lease aircraft and hire ground crews on contract.

• Limited availability of terminal slots, offset to some degree by use of secondary or less-accessible airports.

Threat of Substitutes: weighting 3

• Improved information and communication technologies lessen the need for some forms of physical air travel.

• Market growth of the profitable business class is slowing due to the impact of information technology reducing the need for face-to-face communication.

• Recent political interest in increasing funding to high speed inter-city and inter-state rail projects will increase demand for that alternative mode of transportation. Similar funding increases are being seen in highway construction, thus also increasing demand for travel by automobile on shorter transportation routes.

Bargaining Power of Buyers: weighting 4

• Hypercompetition has caused air travel to more closely resemble a commodity, resulting in overcapacity.

• Consumers’ price sensitivity has not been significantly offset by loyalty programs.

• Air travel websites have made real-time pricing and other travel considerations more readily available.

• Ticket sales through rivals’ websites lessens travel agents’ commissions.

Bargaining Power of Suppliers: weighting 4

• Increasingly militant and “under pressure” unions (flight attendants, machinists, pilots) have been bargaining more fiercely and are keen not to lose impressive wage gains made decades ago.

• There are very few suppliers of aircraft for certain forms of long-distance travel (such as transoceanic).

• Public entities have been less likely to provide public funding for airport expansion, new terminal slots, or longer/more runways.

• Bankruptcy regulations allow existing competitors to favorably restructure existing contracts and lessen the financial burdens created by some suppliers.

Degree of Competitive Rivalry: weighting 4.5

• Market share warfare is the industry norm.

• Some long-standing carriers, particularly the full-service, long-haul-oriented ones, have folded or gone into bankruptcy.

• Competition frequently devolves into pricing considerations.

• Growth in the travel class is offset by larger planes and competitive entry, resulting in overcapacity and lower margins.

• A high proportion of fixed costs and resulting variable-cost pricing through heavy discounting maximize the contribution margin from excess capacity.

• Larger, more heavily invested “legacy” carriers have high exit barriers.

Conclusion: All the competitive forces are at least moderately strong and in some cases are very strong. The attractiveness of the airline industry is low, and it will generally be difficult to sustain attractive levels of profitability in light of the current set of forces. However, despite this, some low-cost carriers like Southwest Airlines and JetBlue Airways Corp. have managed to create strategies that effectively offset many of the negative forces and achieve reasonable levels of profitability. This reinforces the need we previously described to develop effective strategies in light of the forces and trends affecting them.

Case Study: Applying the Five Forces Model to the Global Pharmaceutical Industry

The global pharmaceutical industry consists of companies that discover, develop, and deliver “branded” medicines (or drugs) designed to treat a variety of illnesses and improve health outcomes. Companies like Pfizer, Merck, Glaxo SmithKline, Eli Lilly, Bristol-Myers Squibb, and Sanofi often compete with one another across segments of this large, global industry. For the industry’s products to be effective, it is essential that its products are safe, effective, high quality, and are properly prescribed and used.

For decades, companies have developed and sold drugs to help medical professionals treat a variety of adverse health conditions. Drugs made available to the public must first go through rigorous testing in most countries, which can often take many years and result in the country’s regulators declining approval to sell the drug due to ineffectiveness as demonstrated by the testing. For those very few compounds which can successfully navigate these processes, they face competition from competing products as well as a number of substitute therapies and treatments. Some of these drugs achieved blockbuster status, generally thought of as reaching the annual level of USD$1 billion in sales.

Unlike the U.S. passenger airline industry we presented in the prior case study, the global pharmaceutical industry was generally deemed to be one of the more profitable industries to compete in the five decades following World War II. Strong management, blockbuster products, persistent demand for the industry’s products, and successful innovation all propelled the industry to achieve higher levels of average profitability than most other industries.

What follows is a summarized Five Forces Industry Analysis of the global pharmaceutical industry at the start of 2012. A rich understanding of the Five Forces can help the analyst to better understand the nature of profitability achieved within this industry.

(5 = strongest, 1 = weakest)

Threat of Entry: weighting 2.5

• A large amount of capital (the average drug requires $200 million in R&D) and substantial unrecoverable marketing expenditures are required.

• Hence, niche strategies are the only feasible basis of competition for new entrants that, if successful, are frequently subject to aggressive acquisition (that is, take-over) overtures.

• A high degree of specialized expertise is required to successfully participate over the long run.

• Patent protection promotes and protects innovation.

Threat of Substitutes: weighting 2

• Few substitutes exist for drug therapy, and it is often much cheaper than hands-on medical and surgical interventions.

• Generic products are available only after a lengthy period of patent protection disappears, and some pharmaceutical companies are manufacturing generic drugs.

• Other forms of therapy remain less trusted and typically are more risky from a scientific viewpoint than pharmaceuticals.

Bargaining Power of Buyers: weighting 1.5

• Doctors, rather than patients, usually make the purchase decision based on product attributes and efficacy, not price.

• When consumers do make the purchase decision, they show a high brand loyalty that works against private-label drugs.

• Some organized buying groups (health maintenance organizations, public bodies such as healthcare providers) have, to a degree, eroded the discretionary powers of pharmaceutical manufacturers.

Bargaining Power of Suppliers: weighting 2

• Many of the raw inputs to pharmaceuticals are commodities.

• Biotechnology and gene therapy are still in the early life cycle stages of their development.

• Many of the promising new biotech companies have been or will be acquired by established drug companies.

• Highly specialized human resources can be difficult to acquire in some pharmaceutical therapy areas.

Degree of Competitive Rivalry: weighting 2.5

• Continual product innovation by rivals creates new or growing demand.

• Aging baby boomers and increasing life spans will foster growth.

• A high percentage of unrecoverable costs such as R&D, marketing, and distribution increase barriers to exit.

• The effect of high premiums offered by incumbents for acquisitions of smaller companies must be offset.

Conclusion: All the competitive forces now facing this industry are fairly weak to moderate. The industry’s attractiveness remains good. The profitability of rivals in the drug industry is still relatively high despite the fact that a number of the incumbents are producing generic drugs as well.

The analyst must be careful to consider existing and potential trends that may affect the forces and their interactions. While pharmaceutical companies continue to face challenges like patent expirations, pricing pressure, and increased pressure from generic products, continued growth in emerging markets and product approvals could help reduce the impact.

Based on the trends impacting each of the Five Forces a few years down the line, the pharmaceutical industry should conceivably show some signs of recovery. The industry will be out of a major patent expiration period, new high-potential products will be introduced, merged firms will have been integrated and efficiencies achieved—all of which should contribute significantly to results. Increased pipeline visibility and appropriate utilization of cash should increase average industry profitability.


8. Issue Analysis

Description and Purpose

Issue analysis aids companies’ strategic, regulatory, and competitive intelligence (CI) efforts. It helps them anticipate changes in their external environment and become more proactive in shaping it through their influence on public policy (PP). The definition of public policy is surprisingly elusive. We define it as a goal-focused course of action generated within an established political process in response to issues experienced by stakeholders. Public policies are executed, implemented, and typically enforced by established public agencies (regulatory authorities). They often have a major impact on the competitiveness and profitability of industries and companies.

Issues are controversies or disputes between stakeholders. One stakeholder’s (such as a community group) perception of another’s performance (such as a large company that wants to establish operations in the community) suggests that a gap exists between what is expected and what is being delivered. Issue analysis is also a useful technique for a company to position itself to deal with changes in public policy. Stakeholders’ opinions can affect corporate decisions related to consumer protection, environmental protection, financing options, health and safety, marketing, operating standards, product packaging and placement, and site location.

Public environmental intelligence provides early warning of threats and opportunities emerging from the global PP environment that can affect whether a company achieves its strategy. Public environment intelligence can be used in a variety of decision-making areas:

• Creating, changing, or defeating legislation or regulation. This can include enabling Sunday retail sales, modifying policies that allow tax-free purchase of Internet-purchased products from companies such as Amazon, advertising or product quality standards, and compliance scheduling timetables.

• Changing operating standards to adapt to evolving public policy. Sites such as YouTube can offer clips of broadcast, cable, or network shows using web-enabled technologies.

• Altering employee performance procedures or labor practices to adapt to PP issues. This can include providing benefits to same-sex couples, not using underage contract employees in less-developed countries, and providing equal opportunity for employment and advancement.

• Changing the company’s mission or taking a leadership role in PP issues. This can include chemical companies’ responsible-care initiatives in voluntarily phasing out controversial practices ahead of legal standards, and search engines or social networks that voluntarily employ privacy standards beyond what is required by the law.

• Taking a public communication stance on key policy issues. Agricultural and food manufacturing interests sometimes take a vocal stance on products such as “pink slime” beef-based food additives or on the distribution of genetically modified foods.

• Changing vendors or suppliers as a result of PP. Companies such as Whole Foods Market have established cooperative programs with farmers in a variety of countries that promote sustainable agriculture and high-quality raw materials while providing stable purchasing of their production.

• Entering or exiting product or service lines to adapt to PP issues and standards of liability or public expectations. Internet service providers might refuse to host hate- or terrorist-oriented sites. Former defense-related companies have moved into commercial areas connected to their former contracts. Products that have been banned in one country begin being sold in countries where the bans are not similarly legislated.

Issue analysis is also part of the larger (strategic) issue management process. The strategic purpose of issue analysis is to help decision-makers identify, monitor, and select issues for action that may affect the company’s profitability and competitiveness. It helps strategic decision-makers capitalize on opportunities, avoid unpleasant surprises that emerge from changes in the broad environmental STEEP factors, and better address STEEP issues. (See Chapter 11, “Macroenvironmental (STEEP/PEST) Analysis,” for more on STEEP analysis.)

You need to remember some key points when utilizing issue analysis:

• Although issues generally tend to evolve over a fairly predictable pattern or life cycle, the amount of time over which any individual issue develops can vary enormously. Sometimes it can develop over days or weeks, sometimes over years, and even over decades.

• Many issues are transformed as they evolve. Twists and turns among issues and stakeholders in the public policy-making process can shift an issue’s expected trajectory. This makes planning and the consideration of different scenarios paramount (see Chapter 10, “Scenario Analysis”).

• Uncertainty invariably surrounds which issues will actually make it into the PP arena. Some issues are best resolved through proactive measures, and others may be safely ignored in the decision-making process.

Strengths

Conducting issue analysis can enhance a company’s competitiveness through improved strategic decision-making based on understanding PP and STEEP factors. It gives management the advantage of selecting the highest-impact issues that the organization should respond to, as opposed to being distracted by lower-impact issues and wasting valuable resources.

Issue analysis also helps in the early identification of emerging issues, providing lead time to coordinate internal organizational and external environmental responses. It can reduce the risk and uncertainty of adapting organizational initiatives in a changing environment. It promotes the management of the organization’s response to issues rather than just reacting to them.

Actively monitoring and addressing issues helps the company deflect concerns before they become major problems and transform emerging trends into business opportunities. It provides an organization-wide process for anticipating and dealing with STEEP factors. This helps the company be in tune with societal expectations and avoid serious public mistakes that could harm its credibility and reputation with critical stakeholders.

Weaknesses

Although issue analysis can be beneficial to organizations in several ways, its applicability and usefulness are constrained by several factors:

• Issue analysis is a helpful tool for organizations facing PP challenges, but it might not always help them achieve a competitive or strategic advantage. This is because some issues are institutional by nature and must be dealt with by the entire industry or the largest competitors. In this case, issue analysis doesn’t provide the kinds of differential advantages companies often seek in making resource allocations.

• It must be carried out on an ongoing basis. For this to happen, inputs must be generated by regular monitoring and scanning of the company’s environment. This is difficult for most companies not only because of the overwhelming amount of data available in the environment but also because of the difficulties of selecting important data.

• Many issues defy logical or rigorous assessment because they contain emotional, political, or attitudinal factors, often because of social and traditional media attention, which makes their evolution difficult to predict.

• Few performance benchmarks can be used to evaluate the effectiveness or success of the issue analysis process. This can lead to the underallocation of resources, even though many managers recognize that analysis is important regardless of the unreliability of results. This also makes it difficult to derive a direct correlation between intervening in issues and resulting financial or market measures.

How to Do It

The task in issue analysis is to take the environmental data gathered during scanning and monitoring, sort it into informational categories, rank it, evaluate it according to selected criteria, and draw conclusions for managerial decisions. Experts suggest that three tasks are precursors to effective issue analysis:

• Identify and forecast the issue

• Analyze and assess the issue

• Select the issue’s response patterns and types

Step 1: Identify and Forecast the Issue

Before an issue can be analyzed, it has to be identified. The techniques listed here are some of the more popular ones for identifying issues:

• Content analysis. This technique involves scanning media, websites, news sources, journals, books, articles, reports, newsletters, speeches, and so forth. The approach and the results can be either quantitative or qualitative.

• Scenario development. Scenarios are written descriptions of plausible alternative futures based on assumptions about relevant environmental forces (frequently categorized as STEEP) and their interactions. This topic is described in greater depth in Chapter 10.

• Survey techniques. The major techniques in this category include public and stakeholder opinion polling, attitudinal surveys, and Delphi panels. Delphi panels use a sequence of questionnaires distributed to experts in which the responses to one questionnaire are used to produce successive questionnaires. Any set of information available to some experts but not to others is passed along, allowing each person on the panel to have the same information to produce his or her forecast. Delphi panels improve the use of expert opinion through polling based on anonymity, statistical display, and feedback of reasoning.

The actual issue analysis process then consists of three components:

• Forecasting

• Assessment

• Selecting issues to allow the organization’s decision-makers to determine the nature of potential responses

The first step is to anticipate or forecast the development of the issue that your organization monitors. Four frameworks or concepts are commonly used for this purpose:

• Four-stage life cycle progression model

• Seven-stage progression of public policy

• Issue expansion map approach

• Issue timing approach

These four approaches are described in the following sections.

Four-Stage Life Cycle Progression of Public Policy Issues

One particularly helpful tool for forecasting the sequence and development of issues is the issue life cycle. It is based on the premise that issues tend to evolve through a fairly logical progression from when they first appear on the company’s radar screen until they are no longer prevalent in the company’s environment.

You should note two caveats when using the issue life cycle:

• Issues can be derailed at almost any stage of the life cycle by other matters as other issues gain attention, as political or social attention shifts, as media coverage of them declines, or when interest groups and stakeholders take effective actions that either accelerate or impede progress.

• The amount of time between issue stages can vary a great deal from country to country, government to government, and issue to issue.

As issues evolve, public attention increases until a peak point is reached, while managerial discretion steadily decreases. This is why it is important for the analyst to make sense of an evolving issue early, while it is still amendable to organizational actions.

Following are the four common stages through which PP issues progress:

• Stage 1: Formation. Issue development usually signals structural changes and gives rise to the recognition of an issue. It can be difficult to identify the subtle, often imperceptible changes that occur in societal expectations at this stage. The observations of certain stakeholders (academics, authors, government-sponsored researchers, media commentators, public crusaders, PP researchers, think tanks, or web commentators) can be helpful in identifying expectation shifts. It is usually best for a company to attempt to influence the evolution of an issue at this early stage, when it is easier to set the boundaries and terms of the debate.

• Stage 2: Politicization. This stage involves the creation of a special set of stakeholders known as interest groups, who want to see the issues resolved. Interest groups can be long-standing ones such as Greenpeace or organized labor unions, or they may have cropped up solely to challenge your organization on the same issue being analyzed. They frequently try to get the issue placed on the PP agenda for consideration by public bodies. Specific remedies start to emerge during debate. A company has less control over shaping the issue at this stage but can still have an influence if it is willing to take an active role.

• Stage 3: Legislative formalization. This is the stage at which the issue has peak public attention. It is defined in more concrete terms (operational and legal) and frequently results in new legislation or regulations being introduced. This is usually the last chance the company has to influence the development of an issue, and any changes at this stage are usually costly and require heavy lobbying, grassroots activity, and public communications. Companies can expend significant resources engaging their specialists in government relations, legal affairs, or public affairs trying to move the issue at this point of its development.

• Stage 4: Regulation/litigation. At this stage, public attention plateaus, enforcement procedures become routine, and penalties apply to those who violate the law. It is now even more difficult and costly for a company to effect change. At this point the company might need to address its problems in the courts.

Figure 8.1 shows the issues life cycle and illustrates how the four-stage model evolves. It also shows the nature of the discretion available to the organization as it determines when it will respond to the issue, depending on where it is in the cycle.
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Figure 8.1. Decision-oriented applications of the issues life cycle model.

Source: Adapted from Bucholz, R.A., Business Environment and Public Policy: Implications for Management, 5th Ed. (Upper Saddle River, NJ: Pearson Education, Inc., 1995).

Seven-Stage Progression of Public Policy

The four-stage model just described is not the only one you can use to understand the evolution of issues. You also can see the development of issues in a more detailed manner by using the following seven stages:

1. The problem. The public feels general dissatisfaction over events in the STEEP environment, although they may not have reached consensus yet on what the problem is.

2. The label. This is where a stakeholder, usually an interest group, begins promoting the issue and attaches a label to it.

3. Crystallization. Social and then traditional media get wind of the issue and promote it in the public arena. The reason for the problem is now clear.

4. Solutions. Numerous solutions to the problem promoted by interested stakeholders emerge as the media continues to fan the issue. An affected company should be involved in shaping the agenda by now, because it will have little opportunity to do so later.

5. Legislation. At this stage, political leaders get involved in the issue. They propose laws to address it. It now moves in the directions called for by public officials. Legislation is passed.

6. Implementation. The newly passed laws are implemented by government agencies or departments. Legal action through the courts may take place if stakeholder groups perceive that the implementation of the new law is not in the spirit of the legislation.

7. New problems arise. New issues often grow out of the solutions to older ones. This can often restart the cycle. Over- and under-regulation are examples of where issues get recycled.
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Figure 8.2. Seven-step progression model of public policy development

Issue Expansion Map Approach

Another way to analyze the issue is to employ an issue expansion map approach, which identifies how issues expand and how various stakeholders get involved. It consists of four groups:

• Identification groups. These are the first to become involved as the dispute expands beyond the original participants. They are relatively powerless unless they consolidate with other groups.

• Attention groups. These tend to be organized around a small set of issues important to their membership. They are easily mobilized and have resources and access to both social and the traditional broadcast media, giving them power to expand awareness of the issue beyond their membership base.

• Attentive public. These are well-educated and well-read members of the public who are society’s opinion leaders. By the time the issue reaches this stage, it will be more difficult for an organization to alter its trajectory.

• General public. Issues expand to this group because the organization did not contain the issue at the attention-group level or because the issue is relevant and symbolic to them—or both.

Issue Timing Approach

Another useful way to classify issues is according to timing, which has four major categories of issues:

• Latent issues are issues that are not widely discussed in the media or by activist groups and other stakeholders. The scanning of these issues should focus on detecting if pressure is building, which might make the issue more important in the future.

• Emerging issues are PP questions that have three underlying characteristics:

• The issue is still evolving, as are the positions of the contending stakeholder groups.

• The issue is likely to be the subject of formal government action in the next few years.

• The issue can still be influenced by the organization.

• Current issues are those that are being debated or otherwise acted on within government institutions. Specific policies to resolve the issue are being legislated and debated by elected or appointed officials.

• Institutionalized issues are those for which PP has been formulated and adopted in an attempt to resolve them. Approved policies are being implemented, most likely within a government agency or department.

Each of the four approaches identified for Step 1 is equally valid. It is up to you as the analyst to select which one is most appropriate for your organizational needs.

Step 2: Analyze and Assess the Issue

Some of the approaches described in Step 1 also can be used to help you assess issues, especially through processes such as Delphi panels and scenario development. Several other techniques are often used to analyze and assess issues, the most popular of which are discussed in the following sections.

Issues Distance Approach

One approach is to look at issues based on the distance between the organization and the issues under consideration. Issues would then be placed into three broad categories:

• Current issues are already under consideration by PP makers (Stage 3 of the issue life cycle—see Figure 8.1), and organizations are forced to react to them.

• Emerging issues are still forming (moving from Stage 1 to Stage 2 of the issue life cycle) and are likely to appear on the formal PP-making agenda in the form of legislation in the near future. The company can still influence these issues by proactive and preemptive public affairs actions.

• Societal issues are vague and frequently remote concerns that may or may not affect business interests in the future. For the time being, and until they become better understood, they are not issues with which the company should be actively concerned.

Issue Impact Approach

Another approach is to base the classification of the identified issue on the range or number of people affected, the severity and immediacy of the issue’s impact, and the cost of solving the problems relating to the issue. The use of these three criteria results in the following classification:

• Universal issues affect a large number of people, have a direct and personal impact on them, and are viewed as being serious. They usually are of an impermanent nature and are characterized by such events as energy and inflationary crises or a regional uprising by small groups. In these cases, the public generally looks to government for a quick solution.

• Advocacy issues are issues for which the public seeks government action to resolve. They are usually complex and build steadily over time. Issues such as the deregulation or regulation of certain industries, the provision of child daycare facilities, or foreign investment guidelines commonly fit into this category.

• Selective issues typically concern specific stakeholder groups. They usually generate costs to the public, but the benefits tend to go to the stakeholder groups who promoted the issue. The stakeholders tend to be identifiable by characteristics such as demography (for example, the unique job and retirement concerns of baby boomers), geography (for example, urban dwellers concerned about the provision of satisfactory schools in the inner city), occupation (for example, the provision of benefits to migrant workers), or sector (for example, the protection of certain forests from logging activity).

• Technical issues generally are not well known or a concern to most members of the public. Experts or specialists are most concerned about these issues, and they usually end up being settled within the regulatory framework.

Issues Priority, Leveraging, and Scoring Matrices

Given the large number of issues in an organization’s environment, you need to assess all the issues to recommend to decision-makers which ones should be selected for action and resource allocation. Because all organizations have limited resources, and the number of issues they face at any point in time may be expansive, you should make an effort to determine where the organization’s actions produce the greatest positive effects overall.

To guide yourself through this process, you need to answer several important questions:

• At what stage of development is the issue?

• How probable is it that the issue will evolve so that a government body will legislate on it and cause the issue to have a material impact on the organization?

• What is the likely effect of the expected public policy on the organization’s competitiveness, market share, or profitability?

• Can the organization influence the issue evolution process or the range or nature of possible governmental responses?

Answering these questions requires you to take the list of issues generated within the identification phase and place them in the cells of a matrix bounded by the selection of two variables. Among the variables most frequently used are probability (the likelihood that the issue will occur) and impact (the severity of the issue’s possible effect). These are often combined into a 3-by-3 matrix, with the variables ranging from high to medium to low. This results in nine cells, each of which suggests a different priority for subsequent action on behalf of the company. Figure 8.3 shows common versions of this matrix.
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Figure 8.3. Issues priority, leveraging, and scoring matrices.

Source: Adapted from Gollner, A.B., Social Change and Corporate Strategy: The Expanding Role of Public Affairs (Stamford, CT: Issues Action Publications, 1983) and Sopow, E., The Critical Issues Audit: The Issue Management Workbook Collection (Leesburg, VA: Issues Action Publications, 1994).

Step 3: Select the Issue’s Response Patterns and Types

A company’s response to an issue needs to be a coordinated and planned set of actions, some of which may be internal and some of which will occur in the external or PP environment. It is helpful to consider these response patterns when making an action recommendation to the organization’s decision-makers. An organization can respond to an issue in several ways:

• The organization can alter its behavior (its policies or activities) to reduce or eliminate the pressures stakeholders are feeling. Johnson & Johnson did this in the U.S. with the new packaging and sealing of its pain medication, Tylenol, after bottles of Tylenol were tampered with in the Chicago area in 1982. One positive side effect of proactive behavior such as this was that the company may have preempted regulation requiring it to take costlier or possibly less effective steps.

• The organization might try to bring its stakeholders’ expectations of corporate behavior and performance closer to its own perceptions of its behavior and performance.

• The organization can enhance its stakeholder communication and educational efforts about its activities and policies in the public arena. This is frequently done today using social media and other web-based communication channels.

• The organization may contest the issue in the arena of public opinion. This could be done by lobbying government decision-makers, using the court system and legal challenges, applying grassroots pressure to the issue, or publishing advocacy advertisements and editorials.

• The organization can ignore the issue and hope that it goes away or hope that time might resolve the matter in its favor.

Table 8.1 presents a political issues alternative matrix. It suggests that you should consider three dimensions when planning a response to an issue. The first dimension looks at how the attack should be launched. The second dimension looks at how the organization should position itself in guiding the issue’s trajectory. The third dimension looks at how the organization should position itself against the leading groups seeking the PP change.

Table 8.1. Political Issues Alternatives Matrix
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Source: Adapted from Mahon, J., “Corporate political strategy,” Business in the Contemporary World, Autumn 1989, 50–62.

The analyst next determines the best tactic to employ. Different tactics arise from these three dimensions:

• Defuse the issue. This symbolic action lacks substance. For example, it might require the organization to set up a special committee to look into the issue, fire the leader, or say it will change its action/policy amid publicity with no intention of doing so.

• Blur the issue. The organization can bring in other stakeholders, add issues, refine the current issue, postpone action while awaiting more research, or discuss all the reasons (constraints) why it cannot comply or respond.

• Attack the group on the other side of the issue. This is a riskier tactic where an organization raises questions about the legitimacy of an individual or group in an attempt to discredit them.

• Undermine the group. The organization can co-opt stakeholders or bypass the leadership by making direct appeals to members and using secondary sources of influence.

• Reframe the issue. The organization attempts to change the positioning of the issue. A good example of this is seen in the debate about abortion in terms of communicating it as a matter of choice (that is, pro-choice versus anti-choice) or life (that is, pro-life versus anti-life). Whichever group can get its version of the positioning accepted by the majority of stakeholders and publics has a greater likelihood of carrying the issue.

• Confuse the group. The organization adopts the risky stance of employing unconventional, apparently illogical, or emotional campaigns, in hopes of confusing rival stakeholders or keeping publics engaged or focused on matters of the organization’s choosing.

Another alternative classification scheme for preparing responses to public issues addresses whether the organization can resist, bargain, capitulate, terminate, or cease the activity that brought about the issue:

• Total resistance. The organization refuses to change, repels all challenges, or forces the environment to change or adapt to its goals.

• Bargaining. The organization bargains or compromises so that adjustments are required on all sides.

• Capitulation. The organization ends the bargaining with external actors, seeks a replacement, or changes its environment, all the while seeking the best solution for itself and exoneration.

• Termination. The organization ends the relationship with the external group and seeks a replacement.

• Cessation of activity. The organization, unwilling or unable to adapt or respond to the changes demanded, disbands.

Table 8.2 gives real-world examples of where each of these strategies and tactics have been used.

Table 8.2. Strategies and Tactics for Political Response
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Source: Adapted from Mahon, J., “Corporate political strategy,” Business in the Contemporary World, Autumn 1989, 50–62.

The immediate outcome of issue analysis is determining a handful of issues that are most important for the organization to act on. Although we have provided several ways of identifying, classifying, and prioritizing issues, we do not want to suggest that the process does not contain a good degree of subjectivity. This is largely because perceptions of uncertainty and risk are always prevalent in the issue environment.

The issue identification, analysis, and response process rarely unfolds in the linear, sequential fashion described in this chapter.

In the chaotic STEEP environment in which organizations operate, issue analysis and management are multilayered, iterative, trial-and-error processes that must continuously adapt to evolving conditions. Uncertainty is always present. However, it is clearly possible to do better than competitors by learning about and applying some of the tools discussed in this chapter.

Examples of Issue Analysis in Practice

The earlier an organization analyzes and subsequently decides how to address an issue, the greater the discretion and range of options it will have to do the following:

• Accelerate the development of issues that present opportunities to the organization

• Redirect likely threats to more mutually beneficial ground

• Make recommendations for internal adjustments to adapt to changing public policy trends

The following case studies look at how two companies determined which PP issues would receive their attention, priority, and resources.

Case Study: Analyzing and Managing the Issue of Expanding a Hydroelectric Facility

Colorado Springs Utilities wanted to expand one of its hydroelectric facilities. Doing so would help it meet the state of Colorado’s renewable energy standards and meet its customers’ expectations for reasonable prices, service, and environmental sensitivity. The company surveyed residents in the Cascade area and noted the sparse historical documentation for its eight-decades-old easements. The issues management department found that residents viewed the easements it had in place as being insufficient to allow the installation of electric distribution lines and poles needed to support the new facility. Wanting to be a good neighbor and also to expand the facility and meet customer needs, Springs Utilities needed to manage the Cascade Hydroelectric Project issue so as to reduce any controversy around its facility’s expansion plans and its ability to effectively meet its customers’ needs.

The primary objective of the Springs Utilities issues management group was to mitigate issues before they gained (undesirable) momentum or visibility or had negative effects on the company’s ability to service its customers or its reputation as a trusted provider. The company consistently performed issue monitoring and prioritization processes, as well as issue analysis, to identify best management practices and solutions for the company and its stakeholders.

The company employed its issues management team and other internal groups to analyze and recommend ways to constructively resolve the issue. It involved members at several levels of the organization. It identified its stakeholders and developed the means to engage them in public participation. Dinner meetings and open houses were held to gather information from the affected stakeholders to better understand their concerns. Affected residential sites were surveyed and mapped at the company’s expense, and easement maps were reviewed with homeowners in the area.

Issue managers then completed a prioritization matrix to better understand the company’s response options. Doing so helped the company make distinctions and reduced the scope of possibilities surrounding the issue. It also helped the staff determine ideal cost-effective solutions to the perceived problems. The result was five different alternatives (with schematics and detailed impacts), which the company proceeded to discuss with the affected residents. The residents reached consensus on one of the options. As a result, the lines were relocated underground in front of their properties, ridding the areas behind their homes of electric-line equipment. Residents and the company breathed a collective sigh of relief, and both were pleased with the positive results of the issue analysis and management process.

Source: Adapted from W. Howard Chase Issues Management Award nomination of Gail Conners, Issues Management Group, Colorado Springs Utilities, as described in the application for the award sourced May 30, 2012 from http://issuemanagement.org/case-studies/.

Case Study: Minnegasco’s Issues Priority Assessment Process

Minnegasco (now part of CenterPoint Energy), a gas utility company operating in Minnesota, has an issue analysis process in place. When looking at the company’s issues, its specialists rate the external forces that can affect the company’s success. Factors include the credibility of the groups initiating the proposal, the opposition’s strengths and weaknesses, the impact on the state’s budget, the positions of the governor and relevant state agencies, and their ability (or lack thereof) to get coalitions to work with them.

After the issues are rated, the specialists compile an average score for each legislative initiative. That score is weighed against the degree of financial impact to the company, the likelihood of success, and any other public affairs impacts, including how the initiative will affect the company’s public affairs relationships. These three elements—the chance of success, financial impact, and public affairs impact—are taken together and averaged.

During issue analysis, Minnegasco analysts ask themselves questions such as these:

• Will we harm or improve legislative relationships with this effort?

• How will other utilities in the industry react?

• How will our customers react?

• What other coalition actions will we have to deal with?

Source: Adapted from Sundberg, K. and Shafer, P. (ed.), “Using the tools of quality to assess state government relations,” Adding Value to the Public Affairs Function (Washington, DC: Public Affairs Council, 1994), p. 195.


9. Product Life Cycle Analysis

Description and Purpose

Product life cycle (PLC) analysis describes how sales of a product evolve as a function of time. This model states that, similar to all living organisms, products pass through four stages during their life: introduction, growth, maturity, and decline. Taken together, these four stages provide a framework that recommends specific marketing strategies for each PLC stage to maximize profitability over the product’s lifetime.

The PLC theory has been around for decades. It is generally attributed to the work of Joel Dean, who wrote about the concept in a 1950 article in the Harvard Business Review titled “Pricing policies for new products.”1

The product life cycle provides an invaluable perspective on the development of product and marketing strategies, because each phase of the life cycle has distinct characteristics that affect a firm’s operation. Different strategies are often required through each stage as customer attitudes and needs, the number of competitors, and market forces change and evolve through the course of the product’s life cycle.

The PLC when drawn looks like the bell-shaped logistics curve shown in Figures 9.1 and 9.2. The following sections describe the components of the PLC.
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Figure 9.1. The classical product life cycle.
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Figure 9.2. The product life cycle identifying sales, profits, and investment factors.

Stage 1: Introduction

Introduction refers to the development and market introduction of a new product. It is often accompanied by slow sales growth. Prior to introduction, the product may have been in a long period of development, and at introduction, the financial requirements to effectively roll it out can be extensive. When a product is first introduced into the market, it often meets initial resistance from consumers because they are unaware of its existence or they are unsure of its risks and benefits. Hence, only a small proportion of the potential market purchases the product.

Stage 2: Growth

Consumers become aware of the product and its benefits through heavy promotion by the pioneering firm(s). With increasing consumer acceptance, unit sales begin to grow. During this stage, product and brand differentiation begin as firms start to jockey for competitive advantage. As demand outstrips supply, leading indicators at the wholesale and production levels provide an incentive for more growth than is warranted by retail demand. Typically, sales and profits rise, competitors are attracted, and improved products or imitations enter the market. Eventually, this increased competition leads some of the firms to consider competing on price. This signals the onset of the maturity stage.

Stage 3: Maturity

The profit associated with the growth stage attracts many more competitors to the market. Market saturation soon ensues, resulting in a sales growth plateau as the majority of potential consumers have already purchased the product. Replacement purchases become the major factor driving subsequent sales. As the maturity stage unfolds, price competition intensifies, ever-finer distinctions between competitive product attributes are made, and promotion and advertising to niche segments within the product market rapidly develop.

Stage 4: Decline

In Stage 4, the industry structure becomes radically altered. Sales begin to rapidly drop from the plateau of the maturity stage as consumers start to buy newer and more innovative products. Over-capacity results in an industry shakeout. Industry concentration is precipitated by severe price competition, mergers and acquisitions, and bankruptcies. Sales continue to decline. The few remaining firms may then decide to take the product off the market. Last but not least, the possibility that the market might actually be impacted through disruptive innovation also suggests that the decline stage may actually serve as a launchpad for the sales of related new products.

These explanations for the shape and stages of the classic PLC curve were enhanced with various strategic prescriptions designed to optimally guide product managers to make better decisions through the various stages. Several generalized strategic prescriptions became routinely associated with each stage of the PLC. They are described in the following sections.

Introduction Strategies

Product life cycle theory prescribes a strategy of aggressive promotion during the introduction stage. Heavy investment is required to establish a market by educating consumers about the product’s existence and its relative benefits. The main message of marketing efforts should be directed toward convincing potential early adopters of the merits of the product compared to the status quo of existing products. Typically, PLC theory advocates a selective distribution strategy based on securing channels used by early adopters. Retail prices usually are set fairly high to recover the costs of product investment and development. A generalized manufacturing strategy is employed to defer heavy fixed-cost investments until a feasible market demand is justified.

Here are some potential strategies available to the organization at this stage of the PLC:

• Rapid skimming means launching the new product at a high price and with heavy promotion. This strategy attempts to accelerate the rate of market penetration. An example is the introduction of the Lexus automobile.

• Slow skimming means launching the product at a high price using low promotional activity, as with the Apple “i” products. Using this strategy may open the firm to greater potential competition.

• Rapid penetration means launching the product at a low price with heavy promotion. This strategy is often used with household consumer products.

• Slow penetration means launching the product at a low price with little promotion. This is typical when small businesses introduce products.

Growth Strategies

During the growth stage, the emphasis switches from a focus on early adopters to the entire market as more customers acquire the product. The marketing strategy now focuses on the firm’s proprietary branding attributes. Generally, the advertising emphasis is medium intensity, because sales growth normally challenges production capacity even in the absence of intensive advertising. Additionally, during the growth stage, the firm may consider switching its manufacturing strategy to a batch process to support the growing demand. With the increase in demand, most distribution channels will no longer need to be convinced to carry the product.

One of the most important strategic decisions to be made in the growth stage is pricing strategy. Essentially, the firm can pursue a skimming or penetration pricing policy. A skimming strategy involves setting an initially high price to capture the economic rents associated with first-mover advantage.

Alternatively, the firm may choose to implement a penetration pricing policy. The rationale for pursuing such a pricing policy is to underprice the competition to secure a larger market share in the long run as the PLC progresses. Penetration pricing strategy essentially defers profits until the maturity stage, when having the lowest cost structure in the market ensures high profitability. A penetration strategy assumes that the losses incurred during share building in the growth stage will be more than offset by profits in the maturity stage.

In summary, following acceptance by early innovators, conventional consumers start following their lead. New competitors are likely to now enter the market attracted by the opportunities for large-scale production and profit. New product features may appear as the market expands. Prices will remain steady or fall only slightly. Profit margins will peak as expenses are spread over a larger volume.

Strategies include the following:

• Improving quality and adding new features and/or models

• Sourcing new market segments

• Sourcing new distribution channels

• Shifting marketing strategy focus to increase demand

• Lowering prices to attract price-sensitive buyers

Maturity Strategies

During this stage, generalized PLC strategy reverts to holding market share as opposed to expansion. Pricing strategy is limited to setting prices according to the market’s willingness to pay. An important dimension of this stage is to avoid initiating a price war in which none of the participants emerges victorious. Price wars effectively transfer any available producer surplus to consumer surplus—an outcome that benefits none of the firms involved. It is equally important for the firm to recognize the onset of maturity so as to delay the entry of private-label competition into the product market by deterring price reductions. The ultimate pricing strategy in Stage 3 hinges on selecting a broad strategy for the product market. During the maturity stage, the primary strategic choice is whether to pursue a low-cost-based or differentiation strategy.

Promotional strategy focuses on the distribution channel offering heavy trade discounts to established retailers to protect valuable shelf space rather than attempting to expand distribution channels. Advertising expenditures are moderate and are developed to support brand differentiation. More intense during this stage are promotional strategies targeted at consumers to encourage rivals’ customers to switch brands. To support low costs and consequent margins, manufacturing strategy often switches to assembly-line processes to maximize the experience effects associated with higher volumes.

Many firms today operate in a mature market that also has three stages:

• Growth maturity, in which sales start to decline due to distribution saturation

• Stable maturity, in which sales remain level as the market gets saturated

• Decaying maturity, in which sales decline as consumers move to new products and services

As mentioned previously, a key feature of Stage 3 is overcapacity due to intensifying competition. Three main strategies can be used:

• Market modification involves looking for new markets and market segments to stimulate increased usage. This strategy may include repositioning the brand.

• Product modification addresses issues of product relaunch, quality improvement, additional product features, and/or style enhancements.

• Marketing mix modification involves reviewing several elements of the marketing mix, such as pricing, advertising, and distribution channels. The danger is that the competition would quickly imitate any step.

Decline Strategies

The PLC theory essentially offers two strategic choices for managing a product in the decline stage. The first is to exit the product market to stem financial losses in a rapidly declining market. The second is to extract as much cash flow as possible with minimal promotional investment. This involves a low pricing strategy to ensure that no unsold inventory is left over. Unprofitable distribution channels are systematically closed. Advertising, consumer incentive programs, and trade discounts are phased out. Some firms may choose to extend feasible production volumes by acquiring rival firms that want to exit the market. A common supporting manufacturing strategy in this scenario may be to switch to a continuous-flow process to achieve minimum cost structures. Eventually, product sales decline, resulting in the product’s ultimate removal from the market.

The key problem in this stage is the lack of systematic policies to manage declining products. Management’s attention has often shifted to new or mature products. The key actions to be reviewed in the decline stage are

• Identifying weak products

• Determining whether marketing strategies and opportunities are still available; this is called a milking strategy

• Deciding whether to abandon the product

The last action creates a great deal of angst and reluctance. Logic and good analysis play a key role as the premature acceptance of product decline often predisposes managers to focus more intensely on new products to the detriment of older, established brands. This fixation is fraught with at least two dangers. First, the introduction of new products is extremely resource-intensive. Second, the premature neglect of established brands essentially orphans the large investment and valuable consumer goodwill generated from previous brand-establishing campaigns.

Tables 9.1 and 9.2 summarize the key points about the PLC stages.

Table 9.1. PLC Strategies
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Source: Adapted from Rowe, A., Mason, R., and Dickel, K., Strategic Management (Reading, MA: Addison-Wesley, 1986), p. 156.

Table 9.2. Key Characteristics of PLC Stages
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Source: Adapted from Rowe, A., Mason, R., and Dickel, K., Strategic Management (Reading, MA: Addison-Wesley, 1986), p. 156.

Strengths

Although the classic bell-shaped PLC has been validated in some industries, it is only one of many different types of product life cycles. Most of the research done on PLC theory has been limited to consumer products that are frequently purchased, low-priced, and widely distributed.

Despite the lack of breadth of empirical support, the PLC continues to make a deep impact on management thought. General acceptance of PLC theory reached its height with its inclusion in portfolio matrix theory in the 1970s. Most notable was the use of the PLC combined with experience curve analysis2 and as the basis of the BCG growth/share matrix (see Chapter 3, “BCG Growth/Share Portfolio Analysis”).

In fact, even today, most new marketing textbooks still devote several pages to a discussion of the PLC. In terms of the strategic choice between low cost and differentiation strategy, the PLC has a deterministic bias toward low-cost strategy. Perhaps the greatest contribution of the product life cycle to strategy theory was as a contributing basis to evolutionary S curve analysis.3 This promising theoretical development deals with shortening product life cycles and the pervasive impact of proliferating innovation in technology.

Ironically, the main weakness of PLC theory may turn out to be its most significant contribution to management thought. By applying diffusion theory to market analysis, the PLC has shed much light on the demand-side issues of strategy. It appears that research into the PLC has pointed the way toward exploring the other side of the market dynamic equation—the supply dimension.

Weaknesses

Several implementation issues for PLC analysis present formidable challenges, such as identifying product distinctions. Will you group products via product classes, product forms, or product brands? These distinctions are often ambiguous, depend on significant amounts of judgment, and drastically affect the shape and implications of PLC analysis.

Another challenge is the difficulty of distinguishing within which stage a product currently sits. By defining markets too narrowly as a result of a product focus rather than a customer orientation, management often instigates market decline of its own accord.

The PLC may lure some managers into deemphasizing the fact that marketing effort is a significant factor in determining the shape of the PLC. The PLC implies that sales is an independent variable when, in fact, it is the opposite—a dependent variable. Applying the PLC therefore can potentially confuse the cause-and-effect sequence of dynamic markets.

As mentioned, the PLC is strongly affected by marketing effort. The strongest cases in point that support this fact are products that rejuvenate after a long period of stability or the persistence of products that have been in the maturity stage for an inordinate period of time without showing any signs of decline. The continued existence and sales acceptance of product brands such as Jell-O desserts, Arm & Hammer baking soda, Listerine antiseptic mouthwash, Tide detergents, 7-Up soft drinks, Kleenex tissues, Maxwell House coffee, and Planter’s peanuts challenge the assumptions of the PLC.

Similarly, product classes such as nylon, Scotch whisky, Italian vermouth, French champagne and perfume, and cold breakfast cereal also defy the conventional logic of PLC theory.

The distinguishing feature of all these products is that they satisfy a basic human need and have unique product attributes supported by creative promotion and marketing communications. These characteristics are all the result of effective marketing strategies that help override any notion of product life cycles. In this regard, consider the impact of a Kellogg’s marketing campaign: “Kellogg’s Corn Flakes: Taste them again for the very first time.” This campaign was at least part of the reason why cereal manufacturers successfully expanded the adult cold cereal market—a market that the PLC would have prematurely slated for decline.

As an analyst, it is important that you consider the flaws of PLC:

• The PLC is biased toward viewing eventual decline of markets as a certainty. This leads to a self-fulfilling prophecy as the acceptance of maturity and decline fosters generalized strategies that reduce investment and often cause the market decline. Many successful and profitable firms are competing in low-growth mature or declining markets.

• Generalized strategies do not adequately incorporate competitive market dynamics. These include differences between large and small firms, established versus new firms, original entry versus market entry through acquisition, licensing, joint venture, and firms employing different strategies central to the PLC analysis.

• The PLC makes no concessions for the fact that, in an established industry, the developed infrastructure makes subsequent product introductions easier, delivering a much higher probability of success.

• Blind application of the PLC usually endorses the bias toward a low-cost strategy and does not take into account the effects of experience. Additionally, the PLC theory gives short shrift to the strategic importance of maintaining technology, marketing, and manufacturing process flexibility.

How to Do It

Step 1: Estimate Potential Demand

The first step in applying PLC theory is understanding market demand. Market research is required to identify the consumer segment(s), estimate total demand, understand tastes and preferences, identify unmet needs, and gauge the strength of potential and incumbent substitutes. All the standard tenets of market research apply to this first step and must be analyzed to determine where the market exists to support a reasonable probability of success.

Step 2: Determine the Price Range

Several methods approximate a competitive price point:

• Expert consultation. Ask internal and external sources to suggest a reasonable price. Engineers, operations managers, and other technical staff can offer insights into the technical feasibility of producing the item for a specified price range. Established distribution channels often offer a rich source of information about the value that the proposed new product would offer the consumer relative to competitive offerings.

• Consumer research. Many of the standard techniques of consumer research can be used to determine a reasonable price range such as barter equivalent analysis and in-depth interview techniques. These techniques also give the analyst a rough approximation of price elasticity.

Step 3: Forecast Sales for a Range of Possible Prices

Use the concept of customer value analysis4 to determine proposed product’s total value of ownership. This should include a breakdown of all the costs and all the benefits that the product bestows over its life span. This customer value analysis should then be repeated for competing products. Next, use this analysis as a backdrop to compare the relative competitiveness of the new product to potential and incumbent products at the various price points.

Step 4: Consider the Risk Associated with Competitive Price Cuts

If a product will not compete directly with any substitutes or will encroach on only a small portion of an incumbent’s established market, the probability of a competitive price decline will be lower. However, if the new product is presumed to displace a significant portion of an incumbent’s market share, a competitive price cut can be expected and must be incorporated into any pricing and costing decisions to ensure future product profitability.

Step 5: Determine the Fundamental Market Strategy for the Growth Stage

At this point in the analysis you must make a fundamental decision about selecting the targeted market segment. Incorporating the analysis from the previous four steps, the firm must decide to pursue a skimming or market penetration strategy. Although a generalized analysis can never hope to capture all the potential idiosyncrasies of specific markets, the PLC curve offers these general guidelines for choosing a skimming or penetration strategy:

Skimming strategy:

• The new product is truly unique.

• The total market demand is forecast to be small.

• The demand is price-inelastic.

• Cross-elasticity of demand is low.

• Promotional elasticity is high.

Penetration strategy:

• The new product shares many qualities with established products:

• Attribute superiority is small.

• Price elasticity of demand is high.

• Experience curve effects will probably be realized.

• Total market demand is expected to be large.

• A steep experience curve results.

• The risk of competition is high.

This selection of a fundamental marketing strategy determines the pricing strategy over the growth stage.

Step 6: Define the Level of Aggregation

The level of aggregation between product class, form, or brand is vital to PLC analysis. Although each level of aggregation offers you unique insights, practical application criteria usually override theoretical concerns.

Product life cycle research has shown a tendency to favor product form as the best level of aggregation. Product class usually does not reveal any trends because it includes too many different product markets. In addition, product class only shows trends over a very long time period.

Conversely, aggregating around product brands does not reveal trends, because their volatility makes them difficult to model properly. If you remember that a product is defined as the application of a particular technology to satisfy a specific need or desire of a customer segment, the final selection of a product definition depends in large part on your judgment.

Step 7: Forecast Turning Points

At this stage PLC analysis starts to distinguish itself as separate from traditional marketing strategy. In PLC theory, each cycle stage requires radically different strategies. Thus, implementing strategies offered by PLC analysis hinges on correctly identifying turning points when the product moves from one stage to another.

Although there are many business and economic forecasting techniques (regression analysis, exponential smoothing, leading indicators, market research), they all extrapolate from past data. Hence, they are useful only for short-term forecasting, and then only as long as the independent variable assumptions do not radically change. Furthermore, they are most useful for predicting turning points in the economy-wide business cycle. For PLC analysis, however, these techniques are not applicable at the micro level.

What is required are several turning point forecasting techniques. Unfortunately, this is the most difficult part of PLC analysis. Nonetheless, several helpful methods of forecasting these turning points are readily available.

• Declining prices. This indicator of weakening prices manifests itself in several ways, such as reduced retail prices or the increasing prevalence of discounting, which are often informally negotiated. The important distinction for turning point analysis is to detect when the magnitude of discounts changes substantially.

• Increasing sales resistance. A weakening market requires increasing sales effort, such as more salespeople, more calls, more attention paid to individual consumer needs, and products spending more time on the shelf.

• Increasing inventories. Declining market demand usually precedes excessive inventory accumulation. Although macroeconomic measures of inventory buildup indicate a general slowing of economic growth, the analyst needs to focus on inventory buildup in the relevant product market. Sources of information to aid detection include market-specific inventory data published by the government or available through subscription from private sources. When composing the subsequent time series, using a moving average will help prevent misleading temporary aberrations.

• Decreasing order backlogs. Sources of information include company announcements, financial reports, government statistics and trade association data. Again, current data is the most relevant to performing turning-point analysis.

• Analysis of internal sales data. Changes in the rate of growth of product sales may indicate the point of inflection on the PLC between the growth and maturity stage. It is recommended that a moving average be employed to remove any distorting temporary aberration from the analysis.

• Media analysis. Turning points are often predicated by negative press and editorial commentary about the product.

• Bubble syndrome. Ironically, turning points often occur when market participants unanimously assert that the sky is the limit. Such unbridled optimism often indicates that the market is close to saturation.

• Declining brand preferences. Weakening markets are often preceded by escalating cross-elasticity of demand.

• Increasing product standardization. Decreasing attribute differentiation may signal a turning point into the maturity stage as commoditization initiates.

• Market entry by private labels. This has been especially used by large warehouse clubs to generate high volumes of sales in long-standing product categories.

• Market saturation. Satiated market demand is often indicated by an increasing ratio of replacement sales to initial sales.

• Common production processes. One sign of a maturing market may be the uniform adoption of a particular production process, indicating an increasing focus on benefiting from experience effects across the industry.

Step 8: Modify the Strategy for Each Stage

The strategies for each stage in the PLC are then implemented in a staged process, with the identification of the turning points for each stage of the PLC. Tables 9.1 and 9.2 contain guidance for managing the variables of the market mix in each PLC stage.

Step 9: Remain Watchful for a New PLC

The introduction of innovative technology or any other disruptive competitive parameter may precipitate the evolution to a new PLC. In this case, a new PLC analysis must be conducted that incorporates these altered assumptions driving the independent analytical variables.

Case Study: Apple’s Product Life Cycles and Growth Potential from the iPod to the iPad

The Apple product life cycles indicate just how big the iPhone and iPad will be over the next few years (see Figure 9.3). It took the iPod five years to break the 30 million units per year mark. The iPhone got there in four, and the iPad made it in two. Overall, 67 million iPads have been sold. It took Apple 24 years to sell as many Macs, five years to sell as many iPods, and three years to sell as many iPhones. The Sony Walkman took more than 10 years to top out, and the iPod topped out within eight years of launch. What is becoming evident is that Apple product life cycles are moving faster, sooner than ever before.
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Figure 9.3. Apple product sales and life cycles.

iPod sales may have peaked in 2008 at just under 55 million units and may fall to less than 45 million units in 2012. But the iPhone is set to sell over 120 million units, and the iPad is following a steep sales curve as well. It all adds up to an exciting phase of growth for Apple over the next four years, with revenues set to rise over $120 billion in 2012.

For Apple, four years of strong growth are evident from products already in the lineup. Both the iPhone and the iPad are set to hit the 100 million units per year mark in the next year or two. Despite the march of the Android, the Apple growth story will continue.

Source: Adapted from http://jkaonline.typepad.com/jkaonline/2011/04/apple-case-study-from-the-ipod-to-the-ipad-product-life-cycles-and-growth-potential.html, accessed June 18, 2012.
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2. See Chapter 20, “Experience Curve Analysis,” of the authors’ book Strategic and Competitive Analysis: Methods and Techniques for Analyzing Business Competition (Upper Saddle River, NJ: Prentice Hall, 2003) for more details on this technique.

3. See Chapter 24, “S-Curve (Technology Life Cycle) Analysis,” of Strategic and Competitive Analysis for more details on this technique.

4. See Chapter 13, “Customer Value Analysis,” of Strategic and Competitive Analysis for more details on this technique.


10. Scenario Analysis

Description and Purpose

A scenario is a detailed description of what the future may look like. It is based on a set of assumptions that are critical to the evolution of an economy, industry, market, or technology. Scenario analysis is a structured way of developing multiple scenarios that help executives address two common decision-making errors—underprediction and overprediction of change. The objectives of scenario analysis are building a shared baseline for strategic thinking, enhancing flexibility in long-term planning, and providing strategic early warning.

This type of analysis has been in place for decades and is used extensively in a range of industries and by a variety of different organizations (business, not-for-profit, third sector). It can be especially useful for threatened companies or industries that have a strong need to rethink, reengineer, or retool to achieve future competitiveness and profitability. An industry’s level of attractiveness (see Chapter 7, “Five Forces Industry Analysis”) can change as it evolves. Predicting how this evolution will unfold is an uncertain task. When uncertainty levels are high, scenario analysis can be a helpful way for decision-makers and managers to prepare for the future.

Companies facing challenges especially benefit from scenario planning and analysis when the following conditions are present:

• Uncertainty is high relative to managers’ ability to predict or adjust to the future.

• Many costly surprises have occurred in the past.

• The company does not perceive or easily generate new opportunities.

• The quality of strategic thinking among executives is relatively low.

• The industry has undergone or is about to experience significant change.

• The company wants a common planning language and framework without stifling diversity.

• There are strong differences of executive opinion, and several opinions have merit.

• The company’s competitors are successfully using the technique.

Scenario analysis combines quantitative and qualitative analysis that imagines many possible future scenarios of environmental change. It then reduces these scenarios to a manageable number of possibilities, incorporates sensitivity analysis to determine dependent variable relationships, isolates trends and patterns to counteract blind spots in strategic decision-making, and provides a framework for future decisions. By using scenario analysis, you can make decisions in the context of the separate futures that may unfold. The task of creating scenarios compels you to test your future assumptions. By shaping your plans and decisions based on more probable scenarios, you can increase the likelihood that your decisions, plans, and strategies will be sound under various circumstances.

Methods for Generating Scenarios

A scenario is a story about possible futures built on carefully constructed plots. The development of these plots is supported by individuals who have a deep and broad knowledge of the field under investigation. Industry scenarios develop detailed, internally consistent descriptions of what the industry could look like in the future, as shown in Table 10.1. The output of a single scenario is one possible configuration for the industry, whereas a set of scenarios can be used to encompass a wider range of possible futures. The set can then be used to develop and assess potential competitive actions or movements.

Table 10.1. What Scenarios Are and Are Not
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The following sections describe the four general types of approaches to developing scenarios.

Quantitative Method

Computer-Generated Econometric Model

This model attempts to integrate a large number of identified interrelationships between trends. If you change one variable, you can analyze the downstream effects along with effects on the initial variable.

Qualitative Methods

Intuitive Method

This method rejects the quantitative approach; instead, it stresses the qualitative variables that are thought to disproportionately affect the future. Fundamental trends are identified and projected into the future to try to construct a surprise-free future. This is done by changing some of the trends to explore other possible future outcomes. Although this intuitive approach is appealingly simple, the high level of abstraction and lack of systematic application make it less practical and therefore difficult to implement.

Delphi Method

In this method, a panel of both internal and external experts are questioned separately (to reduce peer bias) on current and possible future trends in their particular domain of expertise or practice. After several iterations or rounds, the independent results are statistically collated to yield a description of a majority consensus and different opinions. The results are then shared with the panel and organizers. Although somewhat time-consuming because of its iterative nature, the Delphi approach reduces bias and internal politics as it attempts to determine the sequential causal paths of events and issues that will play out in the future.

Cross-Impact Analysis

This approach seeks expert opinion but adds the experts’ estimation of the probability and time of occurrence of future trends or events. The result is a probability distribution of the likelihood and timeframe of future events. This information can be used to determine the impact of removing one trend or event on the remaining trends or events. Cross-impact analysis focuses on the interrelated dependencies between the various identified events, factors, and issues that will impinge on the future.

A mixed scenario analysis is biased toward the qualitative approaches and is a relatively common method employed today. This approach focuses on a qualitative narrative that challenges key assumptions about the future. Initially, a large number of scenarios are developed and are subsequently reduced through either deductive or inductive processes. Through the deductive reduction of the number of factors, the general narrative themes of each scenario are considered, followed by the factors that will be dominant influences in each scenario. Alternatively, inductive reduction involves reducing the factors to a manageable number and then projecting potential future values onto multiple combinations of these factors to derive plausible scenarios.

Both deductive and inductive methods offer benefits but also carry risks. The deductive reduction process allows the analyst to combine many factors into several narratives that describe the future, but it may omit important combinations of factors. Hence, a critical scenario may be missed. Inductive reduction, by first reducing the number of factors, may omit an important variable.

To protect against these blind spots, both approaches generally should be pursued. After you have determined a manageable number of inputs, you can subject the scenarios to more rigorous analysis.

Regardless of which method of scenario analysis is used, five specific scenario types are usually developed:

• The STEEP scenario focuses on events external to the company. Less controllable factors are social, technological, economic, environmental, and political. The important distinction between a STEEP scenario and a traditional STEEP analysis is that the STEEP scenario incorporates factor dependencies to yield new competitive conditions that the STEEP analysis would not readily identify.

• The sensitivity scenario has the opposite focus of a macroenvironmental or STEEP scenario: Internal factors that the company can control are the primary subject of analysis. A common example is the spreadsheet approach used by the finance department.

• The industry scenario focuses on industry-specific issues and trends that are relevant to the company’s business model. It is distinguished from traditional industry analysis in that it analyzes interrelated sequences of trends, events, and issues over time.

• The diversification scenario focuses on industry-specific issues and trends relevant to potential business models the company may pursue in the future. This includes those associated with mergers and acquisitions (M&A) and related, formalized collaboration prospects. It is essentially exploratory in nature and seeks to identify current and future trends in the company’s industry. This type of scenario analysis also envisions the prospects for industry migration.

• The public issue scenario often is used when companies that are disproportionately exposed to specific public issues or stakeholder-related events conduct a public issue scenario. For example, an oil company may choose to center its scenario analysis on energy economics by developing conceivable scenarios of the impact of cartel strength, discovery, delivery disruptions, conflicts, and regulations of its current and future business models.

The most important factor in the success of any scenario-building program is the active involvement of top management. This helps make the seemingly abstract intangibles of scenario analysis more tangible to various members of the management team charged with preparing the company to make decisions about future competition. Another important success factor is the involvement of analysts from diverse backgrounds. In this regard, analysts with strong backgrounds in the liberal arts, humanities, and social sciences can add rich contextual value to the scenario-building process. All else being equal, they will be more attuned to the intangible qualitative factors that often have more bearing on future environments than their more technically or quantitatively oriented colleagues. They are also more likely to act as strategic challengers within the scenario development or analysis process by expressing contrarian viewpoints, thus improving the robustness of the analysis results.

Strengths

Scenarios can be used to help determine the sources of competitive advantage or critical success factors as industries evolve. The consequences of each scenario can be used to predict competitors’ attacking and defensive moves.

The need for internal consistency in scenario analysis forces the analyst to explicitly address the many interrelated sequences and causal paths that may result in conceivable future scenarios. The test of a good scenario is not whether it portrays the future accurately, but whether it enables a company’s decision-makers to learn, adapt, and enrich the ongoing strategic conversation. Through this process of understanding, the company’s managers are much better able to grasp the importance of investing in strategic options as a risk contingency strategy. Scenario analysis is one of the best tools to reduce any corporate blind spots about the external environment.

Scenario analysis also is extremely flexible. The relative degree of quantification/qualification or formal/informal characteristics of the scenario approaches taken can be tailored to the individual company’s culture and capabilities.

Although scenario analysis often incorporates forecasting techniques from raw analytical inputs, it goes one step further. Through narrative stories, scenario analysis starts where traditional forecasting ends. By including informal assessments of possible future environments, scenario analysis embraces relevant variables that are beyond the quantitative purview of established forecasting techniques.

Scenario analysis is a useful technique because of its ability to reduce an overwhelming amount of data and information. It is structured to help management understand future competitive environments. This is liberating from a procedural point of view because it is unnecessary to capture all the details. It also improves a company’s ability to respond nimbly in rapidly changing environments because it does the following:

• Ensures that a company does not focus on catastrophe to the exclusion of opportunity.

• Helps a company allocate resources more prudently.

• Preserves a company’s options.

• Ensures that companies look forward, not backward.

• Allows companies to rehearse the future.

Weaknesses

A potential shortcoming of scenario analysis occurs when companies use it to replace strategy formulation and planning. Scenario analysis allows a company to see the possible consequences of a predetermined strategy, whether it is the company’s current or possible future strategy. As such, this is an analytical technique. Although it may support, decompose, and formalize a particular strategy, it does not, by itself, create new opportunities and strategies.

You must avoid the temptation to select the scenario that best fits the company’s current strengths. You need to resist this natural tendency and remain objective toward the very real possibility of each scenario materializing independent of the company’s current competitive position.

The need to get management to agree on scenarios is critical but not always easy to manage. Because scenarios often include both “soft” and “fuzzy” as well as quantitative and analytical information, getting people to agree on their labels can require much effort and time. Trade-offs must be made when developing simple versus complex scenarios.

Scenarios are also often appealing due to their conceptual simplicity. A difficult trade-off to make in scenario development is between accuracy and direction. However, getting managers and decision-makers to delve deeper into a particular chosen (or base) scenario to understand the level of competitive and financial implications can be difficult, given that most scenarios are constructed at a broad, macro level. Nevertheless, their understanding will grow correspondingly to the deeper the executives dive into them.

How to Do It

Despite its storylike qualities, scenario analysis follows systematic and recognizable phases. The process is highly interactive, intense, and imaginative. You begin by isolating the decision to be made, rigorously challenging the mental maps that shape your perceptions, and hunting and gathering information, often from unorthodox sources. Scenario analysis also requires the analyst to clearly focus the geographic scope of the scenario process at the global, international, nation-state, regional, or more local levels.

These phases are illustrated in Figure 10.1.
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Figure 10.1. Four phases of scenario development.

Source: Adapted from Fink, A., Siebe, A., and Kuhle, J., “How scenarios support strategic early warning processes,” Foresight, 6(3), 2004, 173–185.

Although there is no single correct way to conduct scenario analysis, several practical guidelines have been developed from collective experience with this approach. The process we describe next for developing scenarios is the one promoted most notably by Schoemaker:1

1. Define the scope of the analysis. Set the timeframe and scope of the analysis in terms of products, markets, customer groups, technologies, or geographic areas. The timeframe depends on several factors, including industry or product life cycles, political elections, competitors’ planning horizons, rate of technological change, and economic cycles. Once the appropriate timeframe has been determined, ask what knowledge would be the most valuable to your company at that point in time.

2. Identify the major stakeholders. Stakeholders are individuals or groups who have a key interest or stake in the outcome of the target being analyzed. Who will have an interest in the development of important issues in the future? Who will be affected by these people, and who will affect them? Identify the stakeholders’ current roles, interests, and power positions, and then assess how they have changed over time. This is done through a rigorous stakeholder analysis, an analytical method we describe more comprehensively in another of our books.2

3. Identify the basic trends. What industry and STEEP trends are likely to affect the issues you identified in the first step? Briefly explain each trend, including how (positively, negatively, or neutrally) and why it influences your company. Trends that show disagreement over their likely continuation are dealt with in the following step.

4. Identify the uncertainties. What outcomes and events are uncertain (probabilistic) or will significantly affect the issues you are concerned about? For each uncertainty, determine possible outcomes (that is, legislation passed or defeated, or technology developed or not developed). Also attempt to determine whether relationships exist among these uncertainties, and rule out combinations that are implausible (for example, steadily increasing government and private debt and deficits along with steadily declining interest rates).

5. Construct initial scenario themes. You can take several approaches. You can select the top two uncertainties and evaluate them. You can cluster various strings of possible outcomes around high versus low continuity, degree of preparedness, turmoil, and so on. Or you can identify extreme worlds by putting all positive elements into one scenario and all negative elements into another.

6. Check for consistency and plausibility. Assess the following: Are the trends compatible within the chosen timeframe? If not, remove trends that do not fit. Next, do the scenarios combine outcomes of uncertainties that indeed fit together? If not, eliminate that scenario. Finally, are the major stakeholders placed in positions they do not like and can change? If so, your scenario will evolve into another one.

7. Develop learning scenarios. Some general themes should have emerged during the previous steps. Your goal is to identify themes that are strategically relevant and then organize the possible trends and outcomes around these themes. Although the trends appear in each scenario, they should be given more or less weight or attention in different scenarios as appropriate.

8. Identify the research needs. You might need to delve more deeply into your blind spots and improve your understanding of uncertainties and trends. For example, consider whether you really understand how stakeholders are likely to behave in a particular scenario.

9. Develop quantitative models. Reexamine the internal consistencies of the scenarios, and assess whether certain interactions need to be formalized via a quantitative model. The models can help quantify the consequences of various scenarios and keep managers from straying toward implausible scenarios.

10. Evolve toward decision scenarios. Iteratively converge toward scenarios that you will eventually use to test your strategies and generate innovative ideas. Ask yourself whether the scenarios address the real issues facing your company and whether they will spur the creativity and appreciation of your company’s decision-makers.

These steps should ideally culminate in three or four carefully constructed scenario plots. If the scenarios are to function as learning tools, the lessons they teach must be based on issues that are critical to the decision’s success. Only a few scenarios can be fully developed and remembered, and each should represent a plausible alternative future, not a best case, worst case, and most likely continuum. Once the scenarios have been fleshed out and made into a narrative, the team identifies their implications and the leading indicators to be monitored on an ongoing basis.

This can also be represented in a scenario matrix, as shown in Figure 10.2.
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Figure 10.2. Scenario matrix.

Source: Adapted from Fink, A., Siebe, A., and Kuhle, J., “How scenarios support strategic early warning processes,” Foresight, 6(3), 2004, 173–185.

After you’ve chosen the number of scenario plots, you must determine the company’s strategic intent. It is here that scenario analysis ends and strategic decision-making begins. Essentially, the company has three options when dealing with future uncertainty:

• Shape the future. The most intense stance is for the company to plan to be a shape-shifter by defining the competitive parameters of future scenario(s) by betting on future trends (such as technological discontinuities or the erosion of mobility barriers).

• Adapt to the future. This benchmarking approach puts the company in a position of operational excellence to capitalize on trends as soon as they develop.

• Strategic options. This is a more conservative, proactive strategy that invests the minimal amount necessary to acquire or otherwise purchase strategic options, while avoiding overt vulnerability.

These three strategic opportunities offer different levels of risk and hence different levels of potential reward.

Unlike traditional forecasting or market research, scenarios present alternative images instead of extrapolating current trends from the present. Scenarios also embrace qualitative perspectives and the potential for sharp discontinuities that econometric and other stable-state quantitative models exclude. Consequently, creating scenarios requires managers to question their broadest assumptions about how the world works so that they can anticipate decisions that might otherwise be missed or denied. Within the company, scenarios provide a common vocabulary and an effective basis for communicating complicated conditions and options.

Good scenarios are plausible and can be surprising, and they should have the power to break old stereotypes. By using scenarios, you and your participating colleagues are rehearsing the future. By recognizing the warning signs and drama that are unfolding, you can avoid surprises and adapt and act effectively. Decisions that have been tested against a range of possible futures are more likely to stand the test of time and produce robust and resilient plans of action. Ultimately, the end result of scenario analysis is not a more accurate picture of tomorrow, but better decisions today.

Case Study: Scenarios for Traditional and Emerging Forest Products Enterprises

These scenarios were identified by Don Roberts (Vice Chairman of CIBC Wholesale Banking) and Dr. Sten Nillson (a researcher at the International Institute for Applied Systems Analysis [IIASA]), two well-known experts in the international forest sector community. The main scenario inputs are energy, carbon, and fiber prices.3 The scenarios were given the following names: The World Continues Its Course, Repeated Economic Meltdown, Skyrocketing Energy Prices, and Emerging Carbon Economy. These are described in the following sections.

Scenario 1: The World Continues Its Course

The forest products industry, like many other industries, suffered dramatically during the global recession beginning in 2006. The growth rate in both developing and developed countries had stagnated or even reversed. Housing starts in large, established markets such as the U.S. and Canada had reached historically low levels by 2009. The demand for building materials and lumber products had been severely depressed, particularly compared to the first seven years of the decade.

This scenario sees the beginning of indicators suggesting that the recovery had begun by 2009–10. Recovered industrial activity, the stabilization of housing markets and particularly the financial institutions and regulations supporting their financing, and a consumer desire to satisfy pent-up demand for home improvement could all be expected to push demand for forest products and prices back to near pre-crisis levels. As such, demand levels and prices would return to similar levels experienced pre-crisis, and the world would continue its course.

Scenario 2: Repeated Economic Meltdown

Since 2007, the U.S. has suffered one of the worst financial meltdowns in its history, rivaling only the Great Depression in terms of magnitude, if not duration. Easy credit and debt-financed consumption fueled a construction and housing boom that led global investors to flock to U.S. financial markets where returns looked attractive. These markets took a significant hit when borrowers began to default on their financial obligations, housing prices declined dramatically in many major housing markets, and financial institutions experienced steep losses from holding devalued real property assets that they could not dispose of without suffering additional losses. The damage caused to the financial sector spread to other important sectors. This resulted in the collapse of large financial institutions, bailouts of companies and financial enterprises by national institutions in the U.S. and other developed countries (particularly across vulnerable nation-state economies in Europe such as Portugal, Ireland, Greece, and Spain). Total losses exceeded trillions of dollars globally.

In this scenario, recovery never actually occurs to the extent that many forecasters expect or hope it will, and no return to “the course” prior to the crisis happens. Double-dip recessions occur in many economies. Massive borrowing to provide liquidity into markets drives up even more already difficult-to-sustain levels of national borrowing. This erodes market confidence and increases enterprise managers’ and investors’ reluctance to deploy their resources through further investments. Many countries must deal with austerity regimes. Thus, deep structural problems in global markets, along with higher-than-acceptable unemployment and underemployment rates, are exacerbated further. Consumers, shell-shocked by these events, go into “savings” mode instead of spending. As a result, housing markets remain depressed, consumers don’t improve already depreciated real property assets, and new-house starts and house-buying levels remain stagnant. The demand for and consumption levels of traditional lumber products stay at or near the low levels experienced during the recently passed crisis.

Scenario 3: Skyrocketing Energy Prices

Demand for energy products, some new forms of which are being produced by the forest products sector, has been tightly correlated to the overall demand over the last few years. Weak economic growth has reduced demand for traditional petroleum-based products. This has decreased the price of oil to lower levels than would have been the case in the absence of the recent economic crisis. In this scenario, economic growth in the next few years begins to raise demand for energy even beyond levels experienced pre-crisis. Economic prosperity, industrial development, and rapid urbanization in faster-growing economies such as China and India push the demand for petroleum products to high levels, thus raising energy consumption and prices of traditional energy sources.

Unfortunately, this scenario does not see the supply of these traditional energy sources keeping up with the increased levels of demand. Tighter credit supplies and insufficient investments in discovery and gas supply infrastructure coming out of the financial crisis limit production and lead to a prolonged period of tight supply. Although this situation also stimulates alternative energy sources and supplies, it is not enough to keep up with demand, and this pushes oil prices even higher. Peak oil theory, whereby the maximum rate of oil extraction has been reached, occurs. Petroleum resources dwindle further and faster, extraction costs increase, and prices charged to consumers rise accordingly.

Scenario 4: Emerging Carbon Economy

The continued burning of fossil fuels and deforestation have contributed to global warming. Protocols such as the one signed in 1997 at Kyoto are being pursued by national governments as a way to tackle greenhouse gas reduction. Governments investing heavily in alternative energy sources, increasing consumer interest in the use of renewable energy sources, and strong growth in the carbon market all contribute to the emerging carbon economy as characterized by this scenario.

Under this scenario, a dramatic growth in the pricing of carbon occurs through voluntary compliance efforts as well as regulatory penalty (such as fines) and taxation regimes. New efforts to build national and global carbon trading mechanisms quickly take hold, causing carbon to become a worldwide regulated commodity. Government policies dramatically turn toward fossil fuel usage reduction, thus allowing other power-generation alternatives, one of which is biomass-based generation from forest product sectors, to gain favor. Demand for carbon offsets increases, and forest lands grow in attractiveness and value as a key resource for solving the underlying problem.

Developed nations keep increasing their clean-energy resources, and developing economies also track this trend, albeit at a more moderate pace. Financial initiatives grow in number and variety to attract investors to the sector. Clean-energy technologies get less expensive. Biofuel prices decrease as algae, nonfood feedstock, and waste streams become harvestable. The public’s attitude toward energy-efficient technologies continues to improve.

Business Implications of These Scenarios

Depending on the strategies undertaken, resources used, and capabilities leveraged, each of these four scenarios suggests conditions for the future emergence of different winners and losers. This is one of the reasons why scenario analysis is such a critical analytical tool in helping your business develop a more robust strategy.

Under the first scenario, the traditional analyses of companies, markets, and industry attractiveness (as discussed in Chapter 7 and our other books) should help you better understand who is likely to win and lose competitive battles. This scenario favors traditional forest product companies that are already well positioned and that can achieve economies of scale or differentiated end products. These businesses should continue to earn attractive profits, particularly if they are exporting their product to the fast-emerging economies of the developing world, which will be demanding more product proportionately than developed economies. Companies that develop nontraditional, renewable, and biomass-based energy sources need to carefully assess their markets, keeping a close eye on the STEEP environment and changing regulations that might tilt the playing field. Establishing early warning indicators that portend these “field tilting” shifts should be a high priority for these companies, giving them an early warning and helping them move quickly when these indicators become actionable.

Although many products will continue to see eroded profitability under the conditions of the second scenario, some products will find favor. Biocarbon and biomass products should see increasing commercial applications and consumer demand. Under these conditions, being able to effectively and efficiently operate at the leanest levels will be advantageous. Financial strategies that lessen the risk of dramatically or suddenly rising upstream and downstream costs will be more beneficial. Companies that can achieve and sustain scale and targeted scope economies will be better able to withstand these conditions than their less-efficient rivals.

Scenario 3 will require companies to be astute in their choices of where to operate (these are scope decisions) and with whom they choose to collaborate and partner. This scenario will see anticipated increases in fiber harvesting costs due to high fuel prices, reducing profit margins for traditional forest industry players. In this situation, partnership becomes a key strategy in the survival of companies. Higher oil prices will lead some energy producers to make plays for fiber. They also will increase competition for these resources and the environmental pressure on forests. Forest product producers that can efficiently provide and scale energy-related products will be highly favored in this scenario.

The fourth and last scenario has some highly robust and potentially valuable possibilities for strategy. The private ownership of forest lands becomes highly advantageous under this scenario. The clarity of ownership facilitates transacting carbon offset solutions, and forests are cost-effective sources of renewable energy. Companies that are already producing substantial quantities of biofuels will be in an advantageous and profitable position. Companies that can read better than their rivals the emerging significance of the carbon-conscious consumer, and that can provide a product that meets their demands, stand to be victorious under this scenario. Companies that are in value networks and supply chains with high exposure to the rising price of traditional fuels in the product conversion or transportation process will be most vulnerable under this scenario.

In thinking about the various strategy implications of these alternative scenarios, we want you to recognize that scenario planning is a practical and valuable way to challenge the assumptions you naturally tend to make about the situation in which your plans come to fruition. By building a few alternative scenarios, you can foresee more unknowns that may come to pass. Therefore, you will be able to plan measures to counteract or mitigate their impact.
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11. Macroenvironmental (STEEP/PEST) Analysis

Description and Purpose

This chapter focuses on the social, technological, economic, ecological, and political/legal (STEEP) aspects of the environment that can affect the competitiveness of industries and companies. STEEP has long been a focal point of environmental scanning and monitoring activity in most organizations. These factors generally are considered to be beyond the direct influence of an individual company.

This method is also sometimes called political, economic, social, and technological (PEST) analysis. For the purposes of this chapter, and for ease of understanding, we will call this technique STEEP, although you can simplify the technique to PEST factors.

Although many organizations recognize the importance of the environment, all too often this analysis ends up making a small or minimal contribution to strategy analysis and formulation. This can be because the organization views the environment as being too uncertain or dynamic to do anything about. Or perhaps many environmental factors have delayed or indirect effects on the organization and therefore often escape the notice of managers who are more concerned with day-to-day operations.

Analysts commonly segment the environment into three distinct levels: the general or macro environment, the operating environment, and the internal environment. Figure 11.1 shows the relationship of these levels to each other and to the organization. This book as a whole provides techniques that allow you to understand things happening at all three levels.
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Figure 11.1. The three levels of the environment.

Managers need to be aware of these environmental levels, know what factors they include, and try to understand how each factor and the relationships among the factors affect organizational performance. The STEEP technique described in this chapter will especially help you understand the general environmental level.

The general environment is broad in scope and has long-term implications for the organization and its strategies. These implications usually are understood to be beyond an organization’s direct influence, such as the role of government and its legislation on an industry.

The general environment is broken into subcategories or segments. One effective form of segmentation is the STEEP categorization scheme. As mentioned, it is known by other names as well, including PEST, PESTLE, SEPTember, SLEPT, SPECTACLES and STEEPLES. More important than which of these schemes is chosen is recognizing that the primary purpose of these segments or subcategories is to avoid overlooking major aspects of the general environment in your overall analysis.

The following list describes several key variables that are present under each STEEP factor shown in Figure 11.2. The STEEP sectors are not mutually exclusive—the lines between the categories remain fluid. Issues, events, or stakeholders can actually traverse several sectors at once.
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Figure 11.2. The elements of STEEP analysis.

Social

Ideological characteristics

Types of union organizations

Income gaps among social segments

Percentage of population in economic and social segments

Value systems for social classes

Cultural background of citizens

Birth and death rates

Technological

Patents held

R&D budgets

Number of colleges and universities in a region

Pace of technology change

Presence of technology clusters

Pace of process or product improvements

Bandwidth capacity

Ecological

Air and water quality

Recycling capacity

Sources of power

Stage of evolution in the product life cycle

Pollution levels

Substitutability of raw materials

Level of environmental regulation

Economic

GDP growth rates

Exchange reserves

Rate of inflation

Income distribution levels and bands

Interest rates

Small business lending levels

Balance of payments

Political/Legal

Policies of political parties

Activism of regulatory agencies

Presence of property protection laws

Ability to influence political decision-making

Voting rates and trends

Nature of power and decision-making structures

Public opinion

Environmental conditions affect the entire strategic management process. Organizations do not operate in a vacuum. A key to effective strategic management is to make decisions that will enable actions to correspond positively within the context in which those actions will ultimately take place. To some degree, an organization’s internal conditions—in particular, its strengths, weaknesses, resources, and capabilities—determine the action. On the other hand, the action context often is dictated largely by external factors. To some extent, a company can shape the environment to its advantage. Yet in another way, a company often has to adapt or react in ways that disadvantage it less than its competitors.

Strengths

The key strength of environmental analysis is that it has the explicit task of leading executive thinking beyond current activities and short-term horizons while still making frequent and sensible links to current and shorter-term activities to retain credibility. To be successful, environmental analysis needs to be linked conceptually and practically to current planning operations. Thus, it is important to involve key organizational planners in the environmental analysis.

The organization’s process of strategy formulation is considerably weakened unless it has a filtering process that allows it to establish the importance and relevance of external developments. The STEEP technique allows this to happen.

The organization’s decision-makers must also develop a structured way of identifying and analyzing relevant trends, events, and stakeholder expectations in the STEEP environment. This includes the systematic assessment of environmental change on the company’s businesses and action plans. This can be accomplished at an organization-wide policy level or in a functionally focused way (for example, new products for marketing managers or lobbying strategies for government affairs managers).

An organization’s success or failure can depend substantially on how accurately its decision-makers read the environment and respond to it. Therefore, managers must think carefully about who should gather the information and how to structure its flow and use. Cross-functional teams of internal specialists often can perform environmental analysis effectively. Having the support and encouragement of top management is an important success factor, as is having appropriate systems established to support the effort.

Successful environmental analysis also needs to be responsive to decision-makers’ information needs. These information needs may change over time, and you will need to adjust the environmental analysis in accordance with such changes.

Effective environmental analysis has a positive effect on competitive performance if proper actions are taken and proper evaluations are made. Timely actions will yield good results over an extended period of time.

Weaknesses

Several empirical studies have shown that the STEEP method of environmental analysis is difficult to do effectively over time. Different types of environmental contexts (dynamic or placid, simple or complex, continuous or discontinuous) also impact its effectiveness.

Problems in environmental analysis tend to fall into several categories:

• Interpretation. Organizational decision-makers often have difficulty conceptualizing or defining their environment. This makes it difficult to interpret the specific effects that the environmental variables will have and the nature of effective responses that the organization may choose to pursue. Issues involved in interpreting environmental factors include being able to structure meaningful studies, showing financial impact, synthesizing short- and long-term implications, a lack of senior management involvement in the analysis, difficulties in translating potential opportunities into action plans, and allocating the time and resources required to do accurate analysis.

• Inaccuracy and uncertainty. Problems experienced here include inaccuracies in analytical output and lack of faith in the results due to the presence of too many ambiguities and uncertainties or both. This can be a result of difficulties with depicting environmental events and trends, properly characterizing uncertainties in meaningful terms, and accurately forecasting the effects of STEEP forces and the social and technological evolution and trends.

• Short-term orientation. Many decision-makers dislike spending money on speculative results; they are concerned primarily with short-term matters. Many of the variables in the STEEP segments take years to evolve, frequently far outlasting the analysts and decision-makers in the organizations who need to understand them.

• Lack of acceptance. Not accepting the value of environmental analysis can be due to management’s lack of understanding of its value, difficulties in encouraging line managers to utilize its outputs, resistance to changing forecasting methods, and assumptions among managers that they are already experts at implementing and managing this process. Another related issue is failing to link the STEEP analysis to competitive implications. A key goal of using this technique should always be identifying competitive implications for the organization based on the environment analysis.

• Misperceptions. These include management’s limited scope or invalid perceptions about the environment, such as thinking in country terms as opposed to global terms.

• Diversified businesses. Human limitations, prior experience, and bias affect environmental analysis. This is especially true in multinational environments where home-country biases and attitudes often lead organizations to superimpose their own experiences, views, and understanding on variables that do not act in ways suggested or supported by the STEEP factors.

How to Do It

The environmental boundaries you define bind the breadth, depth, and forecasting horizon of the analysis. Breadth refers to the topical coverage of the environmental data collected. Depth determines the level of detail in the STEEP data being sought and analyzed. Forecasting horizons usually span the short, medium, and longer timeframes, as dictated by the relevant organization’s specific environment.

To establish environmental boundaries, examine the organization’s strategic plans. Consider its geographic reach (where it does and does not compete), its product or service scope (segments, categories), its time horizon for returns on fixed resource commitments, technology and innovation, sources of its resources (human, capital, other financial and raw materials), regulatory issues, and flexibility. Note that the process is constrained by the people available and dedicated to performing the task.

After the environmental boundaries have been defined, you can analyze the five STEEP segments by following a five-step process:

1. Understand the segment of the environment being analyzed.

2. Understand interrelationships between trends.

3. Relate trends to issues.

4. Forecast the future direction of issues.

5. Derive implications.

Step 1: Understand the Segment of the Environment Being Analyzed

What are the current key events and trends within the segment? Events are important occurrences in the different STEEP domains. Trends are the general tendency for events to occur and the course of those events. For example, within the social segment, you would look to capture trends surrounding work and leisure, consumption and savings, education, travel, religious activities, and household work.

What evidence supports the existence of these trends? It is important that data or evidence underlying the existence of trends is captured so as to facilitate continued monitoring and forecasting of the trend’s direction and evolution.

How have the trends evolved historically? Like industries, products, and organizations, trends have life cycles with identifiable stages: They emerge, develop, peak, and decline. You need to identify where a trend is in its life cycle. Understanding the cycle of trends is critical in identifying their subsequent evolution.

What are the nature and degree of change or turbulence within trends? Trends fluctuate according to their rate of evolution, magnitude, and fractionation. Rate of change in a trend requires you to focus on whether the trend is accelerating, decelerating, or remaining static in its life cycle. Magnitude looks at the degree of spread associated with a trend and whether it is affecting larger or smaller groups to greater or lesser degrees. Fractionation looks at the relationship of the trend to other trends to see whether the focal trend is affecting or being affected by other trends.

How do the trends affect the organization? Conceptually, trends may have three kinds of impacts on an organization:

• Negative impacts are associated with threats to the organization’s ability to achieve its goals. They may also prevent the organization from acting on its current strategy, increase its risks associated with moving forward with the existing strategy, increase the level of resources required to implement the strategy, or suggest that a strategy is no longer appropriate.

• Positive impacts are associated with opportunities for the organization to achieve its goals. The trends may support or strengthen existing strategies, may increase the organization’s likelihood of being able to implement its planned strategy, or suggest a new opportunity that can be exploited if one or more strategies were changed within the framework of the organization’s existing mission.

• Neutral or zero impacts may be stabilizing or irrelevant forces and may also increase the confidence that decision-makers have in their strategies.

Step 2: Understand Interrelationships Between Trends

What are the interrelationships between trends? Understanding the interrelationships requires you to identify the impact of the different STEEP segments and sub-segments. Look for areas where trends suggest redefinitions of or changes from the expected evolutionary path or where they are reinforcing one another.

What are the conflicts between trends? Trends often push in opposite directions and counteract one another. For example, people are becoming more committed to their work at the same time they are seeking more family time outside the workplace.

Step 3: Relate Trends to Issues

Not all trends are of equal importance to an organization or industry. Some trends affect an organization directly, and others might have only a tangential effect, depending on how they interact with the organization’s strategy and execution. The astute analyst will identify the trends and combinations of trends that are likely to have the greatest impact on the organization’s goals. The most critical ones are defined as issues for the organization. This is where STEEP and issue analysis (see Chapter 8, “Issue Analysis”) find complementarities.

Step 4: Forecast the Future Direction of Issues

Assess the underlying forces. Forecasting the future evolution of a trend or set of trends within an issue requires you to analyze the driving forces behind the issue. You must be able to distinguish between symptoms and causes. This is a difficult task, because often the driving forces work against one another and push simultaneously in multiple directions. After you have accurately identified the causes, you can develop alternative projections of the issue’s evolution.

Make alternative projections of the issues. To avoid the limitations created by single forecasts, it is useful to develop multiple projections or scenarios. Each of these scenarios will represent a differing view of the future that is developed around clearly identified trends. For example, identify a best case, worst case, and neutral case scenario for issue development. Then subject the scenario to a set of questions to test its veracity. What underlying forces are propelling the trends? What is the likelihood that they will continue? How strong is the evidence that its component trends are accurate? Do the interrelationships among the trends make sense? This is where STEEP and scenario analysis (see Chapter 10, “Scenario Analysis”) find complementarities.

Step 5: Derive Implications

Macroenvironmental analysis needs to make a contribution to and serve as an input to the organization’s strategic planning process. Implications should be focused on three levels:

• The structural forces surrounding your industry and any strategic groups within the industry

• How they affect your organization’s strategy

• How they are expected to affect competitors’ strategies

This assessment should provide the key inputs in determining what future strategies might be. The implications can be more easily communicated to executives through the use of a template or worksheet.

Case Study: STEEP Analysis of the Life and Death of Brands

Some of the major brands that currently adorn our homes and offices will face decline and death in the future. Brands, like every product and service, are affected and/or influenced by a combination of internal (micro) and external (macro) environmental factors. For example, consider the STEEP elements and their influence on brands and the marketplace:

• Social. Products and the brand names associated with them may become socially unacceptable. People also tend to notice newer or more hyped or exciting developments, as opposed to long-standing, comfortable ones. Equally, consumer tastes change, and the brand may have lagged behind, thus risking a rapid decline. In other words, the organization has failed to consider the brand’s health.

• Technological. Technology can create radical change and cause great disruptions or distortions in preexisting markets. The rise of the Internet has seen the demise of the fax machine and has wreaked havoc on traditional recording media such as LPs, cassette tapes, and more recently, compact discs. What products and/or services will nanotechnology or 3-dimensional printing change?

• Economic. A recession or global financial crisis can have a significant effect on whether current customers can afford to continue purchasing certain types of branded products, particularly luxury or leisure-oriented ones that are generally ascribed to discretionary income categories. Equally, a rise in the cost of raw materials, such as oil or minerals, affects a brand’s financial performance. If long-term economic instability results, the brand’s future may be in jeopardy. A tip worth keeping in mind is that when you look at economic issues, always consider global economic issues. For example, what would be the impact of a breakdown of the European Union and the Euro?

• Environmental. Global warming will continue to affect brands in the future and may currently be doing so in ways that are difficult to pinpoint. Car manufacturers, no matter where they are in the world, are considering ways to replace the current combustion engine with solar or electric engines. They also are thinking about the life cycles of their products far beyond their useful functional life (cradle-to-grave thinking). Companies that have invested in alternative power supplies, such as fuel cells, will most likely increase the longevity of their brands.

• Political. If a country is politically unstable, it is likely to be or to become economically unstable. This can have a major impact on a brand that is limited to the market in a particular country. If a brand has regional or international presence, it may be buffered or otherwise protected within those additional markets. The political segment also includes acts of terrorism.

• Legal. This is often linked to the political situation within a market. Changes in legislation can have serious effects on brand longevity. This can be seen with various tobacco brands whose markets have been reduced due to legislation that restricts or prevents promotion or use of the brands. In some cases, companies have diversified into different products, keeping the ability to leverage or trade on their brand name.

By understanding these influencing factors, an organization can review its brand position within the marketplace. Moreover, it can attempt to forecast or scenario-plan (see Chapter 10 for more about Scenario Analysis) possible outcomes for its brands, depending on the implication of the trends of the STEEP factors. For example, as just mentioned, a tobacco brand facing increasing global promotion and distribution restrictions might seek to diversify into other business areas. It might be able to leverage and reenergize an existing brand name to develop new market opportunities. Marlboro diversified into a range of clothing distributed through its own stores.

Source: Adapted from Groucutt, J., “The life, death and resuscitation of brands,” Handbook of Business Strategy (Rockville, MD: Emerald Group, 2006), pp. 101–106.


12. SWOT Analysis

Description and Purpose

SWOT (strengths, weaknesses, opportunities, and threats) is a common technique for analyzing and exploring a company’s situation and is often popularly referred to as situation analysis. It guides executives in developing an overall marketplace context for the company.

This technique can be applied to many areas of a company, including products, divisions, and services. It is used to evaluate the fit between a company’s internal resources and capabilities (its strengths and weaknesses) and external possibilities (its opportunities and threats).

The simplicity and ease of using this model have made it a popular technique, particularly for determining a company’s ability to deal with its environment. However, it is also arguably the most misused and poorly understood analysis method. This chapter shows you how to address the most common deficiencies: applying it for the purposes it was designed, going beyond just generating lists, and using it to drive organizational actions.

The pioneer of SWOT analysis, Harvard Business School professor Ken Andrews, was one of the first strategy theorists to formally describe the concept of strategic fit between a company’s internal environment (its resources and capabilities) and its external environment. He claimed that a SWOT analysis could identify the best way for a company to use its strengths to exploit opportunities, to defend its strengths, and limit its weaknesses against external threats.

An organization has a greater degree of practical control over its internal environment, which includes its resources, culture, operating systems, and staffing practices, as well as the personal values of the company’s managers. These areas generally are subject to the discretionary decision-making of the organization’s executives and therefore can be somewhat more influenced by managerial attention and action.

Organizations have lesser control over their external environment, which includes operating and general environments:

• The general environment includes the social, technological, economic, ecological, and political/legal (STEEP—see Chapter 11, “Macroenvironmental (STEEP/PEST) Analysis”) context within which the company’s industry is situated.

• The operating environment relates to a particular industry within which a company competes. This includes stakeholders such as suppliers, competitors, customers, and distributors. It also includes the factors making up Porter’s Five Forces (intensity of rivalry, threat of new entrants, threat of substitute products or services, bargaining power of buyers, and bargaining power of suppliers). Refer to Chapter 7, “Five Forces Industry Analysis,” for a detailed discussion of the Five Forces model, also known as industry analysis.

Environmental analysis can help managers answer the following critical questions:

• What are the competitive forces in our industry, and how strongly will they affect us?

• What factors are affecting competition? Can we affect these? If so, how?

• What are our current and potential competitors’ assumptions about the changing environment?

• What environmental factors might drive and are vital to our competitive success?

• Is the industry’s environment attractive or unattractive for companies like ours to generate acceptable profit levels? How will it look in the future?

This analysis consists of both an external and internal component. It provides management with an overview and understanding of the forces, trends, and characteristics of a particular market. A company analyzes its external environment to identify both present and future opportunities and threats that could influence its competitive ability. The insights from this analysis are then used to help managers make informed decisions about what actions to take to maintain a company’s comparative advantage (that is, developing its strengths while minimizing its weaknesses) and increase its ability to achieve its short- and long-term goals and objectives.

A SWOT analysis enables managers to better understand and respond to the factors that can have the greatest impact on a company’s performance. These factors are called the company’s strategic issues. A strategic issue is an uncertain and risky decision that exists either inside or outside the company. It is likely to have a major and long-term impact on the company’s ability to meet its competitive objectives. Strategic issues typically affect the entire company, are more uncertain in their development, and affect competition in the industry and markets within which the organization competes. Finally, strategic issues require more organizational resources than are required to address tactical or operational issues.

Information derived from a SWOT analysis assists in the identification of strategic issues such as new technologies, market trends, new competitors, and customer satisfaction trends. These in turn require interpretation and translation, as well as the formulation and execution of strategies to address them.

However, a company’s internal and external environments change over time. A vigilant review of strengths, weaknesses, opportunities, and threats is required to deal with these ever-changing issues.

Figure 12.1 is a visual representation of a generic SWOT analysis.
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Figure 12.1. Generic SWOT analysis: key questions that guide strategic choice.

Strengths

The SWOT technique is helpful for organizing large amounts of information and for applying a general framework to understand and manage the environment in which a company operates. It can be used to analyze a variety of issues, including individuals, teams, projects, products, services, functional areas (accounting, marketing, production, sales), business units, and corporations. It works well for both profit-making and not-for-profit companies. It can provide insight into why a particular company has been successful or unsuccessful in carrying out its strategy.

Compared with other techniques, SWOT does not require the gathering of a great deal of external information, great outlays of financial resources, or advanced IT capabilities. It provides an effective framework for identifying the critical issues when dealing with complex situations in a short amount of time.

SWOT enables managers to focus on the issues that have the greatest impact on the company and those that can be effectively dealt with by their capabilities and resources. It also provides a guide for managers to analyze the options available to them in responding to their competitive environments and assists in evaluating their core capabilities, competencies, and resources.

SWOT can be effective for team building when leaders from different areas of the business, such as marketing, production, and finance, undertake SWOT together. Managers, for example, can review the strengths, weaknesses, opportunities, and threats closest to their specialties and alert colleagues from other departments and senior executives to the issues they see as critical to the SWOT.

The process of collecting, interpreting, and organizing the many sources of information onto the SWOT grid (see Figure 12.1) also provides an excellent base from which to guide further strategic analysis.

Weaknesses

The SWOT technique masks a great deal of complexity. The primary concern is that people have a tendency to be less discriminating about each set of strengths and weaknesses and opportunities and threats. For example, every opportunity has a corresponding threat. Unfortunately, this misses important factors and inhibits people from discovering additional factors that need to be considered.

Interpretation of the information is likely to differ between individual managers. For example, one manager may see the loosening of government-imposed trade barriers between nations as a market expansion opportunity, whereas another may see it as a threat because of competition that might ensue. These lists need to be constructed using explicit logic, such as “What is the root cause of the managers’ differing interpretations?”. Resolving this discrepancy requires additional research and analysis.

SWOT was conceptualized at a time when industries were less dynamic as compared to our current environment; therefore, SWOT analysis is static by nature. Most SWOT analyses only provide a snapshot of a situation, as opposed to a dynamic “motion picture” of important strategy-affecting developments over time. This is unrealistic and assumes that nothing changes. The likelihood is that most everything in your company’s situation will possibly undergo change.

SWOT is limited in its ability to help a company identify specific actions to follow. Most SWOT analyses provide little guidance relative to strategy execution. They answer the “What?” questions of executives but offer little guidance for the “So what?” and “Now what?” questions. This leaves you with a bunch of lists and without a set of executable strategic actions the company should undertake.

Weaknesses tend to be more broadly identified and more difficult to ascertain, and strengths tend to be more narrowly defined and easier to recognize. In fact, managers are frequently too optimistic in their assessment of a company’s strengths and opportunities versus their weaknesses and threats. Because of this problem, your matrix often results in a greater number of strengths and opportunities, with far fewer weaknesses and threats. Weaknesses are often ignored because people have blind spots and tend to focus on what they do well as opposed to what they do badly. However, a company is best served when it surfaces its weaknesses in this process.

It is often difficult for the company’s analysts to objectively generate their SWOT matrix. Therefore, it may be appropriate to take deliberate actions such as having an arms-length outsider or an assigned internal team member speak for the contrary positions to ensure that biases are kept to a minimum. Otherwise, the results of your SWOT analysis will not be used to inform and drive strategy but instead will be viewed as a “Substantial Waste Of Time”—an outcome you should be careful to avoid!

How to Do It

The process of gathering and interpreting information in a SWOT analysis should be an interrelated and reinforcing process of consultation and verification with executives, functional experts, and team members. Additionally, acquiring and utilizing customers’ perceptions can be quite illuminating.

Prepare to Perform Your SWOT

Determine your purpose for performing the SWOT analysis. Some common purposes include serving as an input to an annual strategic planning process, better understanding a particular product or market in a set time frame, and setting a foundation for your company to pursue additional competitive intelligence projects. Identifying your purpose up front will keep your SWOT analysis focused and on track. This step lessens the likelihood that you will encounter “scope creep,” whereby the project grows unmanageably large and becomes difficult to finish.

Your next task is to decide who will be involved in your SWOT analysis. It is recommended that you selectively include key staff to conduct this analysis, preferably including your frontline employees or managers who will ultimately be responsible for taking action on what is generated. The key is to have a group of diverse individuals who represent all areas within the scope of your analysis. The analysis itself benefits from having a wider range of knowledge, skills, abilities, and experiences represented. An external point of view may sometimes be valuable to reduce bias. External participants could include representatives from suppliers, industry experts, respected business associates, and external business-planning consultants. The quality of the SWOT will be reflected in the quality of the individuals involved in the process.

This process can be accelerated by identifying and pulling together the available information resources that are easily accessible and available to inform your analysis. Keep in mind that resources can exist both inside and outside your organization. They include items such as environment analyses, articles about competitors and competition, analyst reports, news feeds, specialized websites, market research, customer surveys, and other data sources that a good librarian or information specialist can quickly identify. The quality of the SWOT will also reflect the quality of the underlying data and information employed.

Step 1: List and Evaluate SWOT Elements

The next step involves listing and evaluating the company’s strengths, weaknesses, opportunities, and threats. You may want to refer to such techniques as the value chain, Porter’s Five Forces, Driving Forces Analysis, or STEEP to ensure that you identify a broad range of strengths, weaknesses, opportunities, and threats both for now and in the future. These categories can be defined as follows:

• Strengths are factors that make a company more competitive than its rivals. They are areas in which the company has an advantage over or superior assets compared to the competition. Strengths are, in effect, capabilities and resources the company can use effectively to achieve its performance objectives. Each strength is meaningful only when it is useful to satisfy an existing or prospective customer need.

• Weaknesses are limitations, faults, or defects within the company that can prevent it from achieving its strategic objectives. They occur when the company performs poorly or has inferior capabilities or resources compared to the competition. Some weaknesses may be relatively harmless, but those that relate to specific existing or future customer needs should be minimized if possible.

• Opportunities relate to any favorable current or prospective situation in the external environment, such as a trend, change, or overlooked need that supports a product or service and helps the company enhance its competitive position. Opportunities can help your company convert weaknesses into strengths, increase demand, protect company resources, and leverage capabilities. All opportunities are equally valid for your competitors.

• Threats include any unfavorable situation, trend, or impending change in the external environment that currently or potentially damages or threatens the company’s ability to compete. Threats can turn strengths into weaknesses, decrease demand, require additional resources beyond your current set, and demotivate your managers. All threats are equally valid for your competitors.

Table 12.4 in the case study at the end of this chapter gives a detailed example of the results of this step.

When addressing each of the four SWOT categories, remember that this is the first step of a longer process and needs to provide an effective foundation for the subsequent tasks. Therefore, it is important to stick to the facts and avoid getting caught up in cultural biases or blind spots.

Although many published SWOT analyses stop at the end of this step, all you have really accomplished is compiling four separate lists of factors. We describe this interim output as “four bunches of bullet points” that have undergone only minimal thought or transformation. This is not analysis in any professional sense and should never be allowed to be a substitute for constructive sense-making. The astute analyst will recognize that this step is only a starting point and will proceed with the following steps.

Step 2: Analyze and Rank Factors

It is important to widely share criteria for the four lists, preferably before having others review them, so that the company can better understand the basis upon which they are prioritized. Involving managers of various functions or backgrounds and outside experts, as well as customers or other objective parties, is important to producing useful and valid outputs in this step. This provides a reliable method for making a distinction between the relative importance of each factor generated in the preceding step.

For example, one way to prioritize strengths is to apply a concept called the resource-based view (RBV) of the firm. This view applies four criteria to help you determine the degree to which each strength is a competitive advantage. The four criteria ask if the strength is valuable, rare, inimitable, and organizationally feasible. The extent to which each strength passes the four criteria determines its relative importance:

• Valuable (V) means that customers desire the item and will pay for it.

• Rare (R) is a resource or capability that most or all other competitors do not possess.

• Inimitable (I) is a resource or capability that most or all other competitors cannot acquire without putting themselves at a major cost disadvantage.

• Organizationally feasible (O) represents a valuable, rare, and inimitable resource or capability that fits the organization’s purposes and can be used to help it achieve its strategy.

Table 12.1 shows a simple way to keep track of each of your factor scores. The purpose of using the table is to prioritize the strengths in order of the ones that meet the most VRIO criteria. Note that this table should be used only to prioritize strengths. Each individual in the analysis team independently derives his or her own ratings, which can then be aggregated as a whole to determine a final ranking. If discrepancies exist between individual team members, this also allows for further discussion to reconcile any discrepancies. Therefore, the results reflect the group’s collective inputs.

Table 12.1. VRIO Prioritization of Strengths
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It is important to prioritize the factors in the weaknesses, opportunities, and threats as well. However, each of these requires a different set of criteria, filters, or models other than the VRIO.

A company’s weaknesses can also be evaluated according to a set of competitive liability criteria. Table 12.2 shows three criteria for evaluating the degree to which a company’s weaknesses create a competitive disadvantage:1

• It needs to be rare. Not all competitors have it.

• It is economically inconvertible. Changing it from a weakness into a strength would require more resources than it is worth.

• Its costs cannot be passed on or allocated to another stakeholder.

Table 12.2. Three-Factor Prioritization of Weaknesses
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As you can see from weaknesses 3 and 4, it is important to break a tie. This requires the analyst to choose and apply an additional criterion for the tiebreaking step. Examples may include the relative size of the weakness, its overall impact on current and potential customers, or its degree of linkages with other weaknesses on the list.

The prioritization of opportunities and threats begins with the realization that these items are relative. The same factor can be perceived as either an opportunity or a threat. This is in direct contrast to the strengths and weaknesses we discussed earlier, which are situation-dependent.

Opportunities and threats originate in the company’s environmental context. This context is discussed in Chapters 7, 8, 10, and 11. Each of these different analyses contributes a different and richer identification of the company’s opportunities and threats.

A useful framework for prioritizing opportunities and threats would be Christensen’s (2004) RPV model. This technique predicts how a company’s perception of a response to its context is determined by its current configuration of resources, processes, and values. Opportunities and threats aligned with a company’s RPV are the ones that receive a manager’s attention.

A good way to visualize these priorities is to place them in a 2-by-2 matrix. The most commonly used 2-by-2 is called the Importance Imminence Matrix (IIM). It is shown in Table 12.3.

Table 12.3. Importance Imminence Matrix
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After you complete Tables 12.1 through 12.3, you should be in a position to develop your prioritized SWOT analysis, as shown in Table 12.5 in this chapter’s case study.

Unfortunately, this is where most managers often stop, believing that the ranking itself is the analytical outcome of the SWOT analysis. However, these prioritized factors are not yet strategies or actions. To achieve this goal, you have one more step to complete.

Step 3: Identify a Strategic Fit, and Develop a Strategy to Improve Matches

One of the reasons why Step 2 does not provide actions or strategies is that the analyst has not yet considered the interaction of the factors generated in his or her prioritized lists.

Step 3 allows you to systematically assess the interaction of the elements across four different quadrants:

• Quadrant 1: Strengths/Opportunities (SO). How does the company use these strengths to take advantage of these opportunities?

• Quadrant 2: Weaknesses/Opportunities (WO). How does the company overcome the weaknesses that prevent it from taking advantage of its opportunities?

• Quadrant 3: Strengths/Threats (ST). How does the company use its strengths to reduce the likelihood and impact of the threats?

• Quadrant 4: Weaknesses/Threats (WT). How does the company address the weaknesses that will enable it to avoid or overcome the threats?

To bring action to these quadrants, your team must develop conversion strategies, which are strategic actions the company may potentially take that would fit within any of the four quadrants. For example, finding new customers and/or markets for a company’s products or services is often a useful conversion strategy for matching a strength with an opportunity in Quadrant 1. The key is to develop a set of strategies, not just goals, which take advantage of combinations within the quadrants.

As you perform this process, you will realize that some of your strategies will not align with the original prioritized factors within each SWOT category. Others may align with many of them. In addition, you may identify new strategies to add to your quadrants. This is an important reminder that new and improved ideas often come from performing the process.

Quadrant 1: Internal Strengths Matched with External Opportunities

This is the ideal, because it represents the best fit between the company’s resources and its external competitive opportunities. The strategy would be to protect internal strengths by either finding the combination of resources needed to achieve competitive advantage or augmenting resources to enhance competitive advantage. You can explore opportunities and leverage strengths to bolster weaknesses in other areas (most notably those in Quadrant 2).

Quadrant 2: Internal Weaknesses Relative to External Opportunities

The strategy in this quadrant is to choose the optimal trade-off between investing to turn the weaknesses into strengths, outsourcing a weakness where the company does not have a competitive advantage, or allowing rivals to address this particular area.

Quadrant 3: Internal Strengths Matched with External Threats

A strategic option here could be to transform external threats into opportunities by changing, altering, or reconfiguring company resources. Alternatively, you could choose to maintain a defensive strategy to focus on more promising opportunities in other quadrants.

Quadrant 4: Internal Weaknesses Relative to External Threats

This quadrant needs to be carefully addressed and monitored. If the company’s survival is at stake as a result of the issues in this quadrant, a proactive strategy may be the only option. If the strategic issues are secondary, a possible option may be to divest to focus on other, more promising opportunities in other quadrants. It is important, however, to avoid jumping to conclusions about a conversion strategy within this quadrant. Rather, consider its potential to provide the company with a significant strategic option or to support more profitable activities in other quadrants.

Conversion strategies often require you to invest additional resources, whether in the form of plant, property, equipment, funds, or human capital. Knowing the relative magnitude of these investments in relation to one another is one of the best ways that the analyst adds insight to the prior SWOT outputs.

Another way to prioritize your conversion strategies within each quadrant is by applying the following two rules:

• Conversion strategies that include a greater number of the paired elements are prioritized higher than strategies with fewer pairs. For example, starting with the Quadrant 1 SO strategies in Table 12.6 in the case study, if conversion strategy 1 took advantage of the elements O1, O4, O5, S1, S2, S3, and S5, it would be prioritized higher than conversion strategy 2, which leverages O2, S3, S4, and S5.

• Conversion strategies that include a greater number of higher-priority elements (S1, S2, O1, O2) are chosen as superior to those with lower-priority elements (S4, S5, O3, O4).

You want your strategies to leverage the largest number of those highest-priority elements.

This step’s outcome is shown as the actionable SWOT analysis in Table 12.6 in the case study.

After you choose a strategy, constantly monitor and analyze current strategies and devise new ones to address developing issues. Think of this approach as a sweep over the environmental radar screen to monitor the movement of identified blips and to benefit from the warning capabilities afforded by doing the SWOT technique on a regular basis.

To properly determine the strategic fit, it helps to try to visualize the company’s performance in the future. What will the performance be like if no changes are made to its strategy and its internal and external environments do not change? Also evaluate alternative strategies to find one that provides a competitive advantage for the company. However, even if no strategy becomes evident that produces a competitive advantage, a SWOT analysis, at a minimum, helps a company evaluate current and alternative strategies.

Remember, a separate SWOT analysis is required for each business, product, service, or market. One SWOT analysis cannot be all things to all entities and levels in your organization. These analyses should be conducted regularly to adequately capture the dynamic environment in which we all operate.

Keep in mind three guidance points when undertaking a SWOT analysis:

• Extremely long lists indicate that the screening criteria used to separate information from the strategic issues are too broad.

• The absence of weighting factors and/or rules for sorting indicates a lack of prioritization.

• Short and ambiguously phrased descriptions within each SWOT factor can indicate that the strategic implications have not been considered.

Case Study: Lockheed Martin Corporation

Founded in 1909 and headquartered in Bethesda, Maryland, Lockheed Martin Corporation is one of the largest defense contractors in the world. The company is primarily engaged in advanced technology systems and products such as fighter aircraft, missile defense systems, unmanned vehicles, space transportation systems, global communications and satellites, information systems, aircraft carriers, and logistics support. Its intricate and diverse product offerings have defense, civil, and commercial applications but are sold primarily to agencies of the U.S. government such as the Army, Navy, and NASA. Even though the company benefits from its century-long track record, Lockheed Martin faces an intense and dynamic environment within the defense industry due to significant reductions in defense spending.

The SWOT analysis shown in Tables 12.4 through 12.6 presents an integrative view of how Lockheed Martin’s internal resources and capabilities (its strengths and weaknesses) combine with its external possibilities (its opportunities and threats) to provide actionable strategies for maintaining a competitive advantage within the defense industry. Table 12.4 is a generic SWOT analysis, as discussed in Step 1 of how to perform a SWOT analysis earlier in the chapter. The prioritized SWOT analysis shown in Table 12.5 demonstrates how to analyze and rank strategic factors, as shown in Step 2. As the last stage before implementation, Step 3 enables the organization to develop action-oriented strategies achieving strategic fit. It is illustrated through an actionable SWOT analysis shown in Table 12.6. (The numbers following each strategy reflect the interrelationship between identified factors when developing a particular strategy.)

Table 12.4. Generic SWOT
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Table 12.5. Prioritized SWOT

[image: Image]

[image: Image]

Table 12.6. Actionable SWOT
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Endnote

1. Adapted from the work of Arend, R.J., “The definition of strategic liabilities, and their impact on firm performance,” Journal of Management Studies, 2004, 41(6), pp. 1003–27.


13. Value Chain Analysis

Description and Purpose

Value chain analysis (VCA) is used to identify a company’s potential sources of economic advantage and to achieve an optimal allocation of resources. For our purposes, a value chain can be defined as the full range of sequential organizational activities that are needed to take products and services from the original idea through the different stages of production. This includes the physical transformation and inputs of various producer services, delivery, and post-sale services to final customers. Value chains within a company or industry are actually composed of a specific model of performance characterizing the discrete stages of organizational value creation.

A company’s value chain is part of a larger industry value system. It includes the value-creating activities of all the industry participants, from raw-materials suppliers to the final consumer. VCA separates the company’s processes into strategically relevant value-creating activities. This analysis provides rich insights into where enhanced profitability can be achieved and helps you identify strategies needed to generate competitive advantage.

The unique strength of VCA is that it can be used to help companies bridge the strategic gaps between their capabilities—aspects of the business that employ resources effectively and perform well—and opportunities and threats in their competitive environments. Hence, VCA’s two main objectives are to identify opportunities to secure cost advantages and to create customer-satisfying product/service attribute differentiation. Cost advantages can be achieved by reconfiguring the entire value chain to lessen overall costs or the costs of any of the key activities along the chain. Likewise, differentiation can be achieved through value chain reconfiguration or by delivering innovative ways of generating higher value from a particular activity or set of linked activities.

The value chain concept has been helping companies since Michael Porter popularized the concept in his 1985 book, Competitive Advantage (see Figure 13.1).

[image: Image]

Figure 13.1. The value chain.

Source: Adapted from Porter, M.E., Competitive Advantage (New York: The Free Press, 1985).

In reality, value chains are more complex than the simplified version shown in Figure 13.1. In many cases, the input and output chains comprise more than one channel, and these channels can supply more than a single market. Porter classifies all these activities into two main categories.

Primary activities include the following:

• Inbound logistics are activities in which resources are acquired for later processing by the business, including such areas as inventory warehousing and handling.

• Operations are activities that transform the gathered inputs into the final product or service.

• Outbound logistics are distribution-oriented activities such as logistics and shipping.

• Marketing and sales are all the activities designed to communicate the product’s or service’s benefits to consumers, such as marketing communications, pricing, and channel management.

• Services include post-sale support activities.

Support activities include all the important activities that cut across the company’s primary activities and provide ongoing infrastructure assistance for the rest of the organization. These activities differ by industry and company, but they generally include the following:

• Firm infrastructure includes administrative support activities covering the range of primary activities, such as accounting, legal, planning, and all forms of stakeholder relations, such as government and public affairs, communications, community investment, and investor relations.

• Human capital management includes aspects of the company and its human capital enhancement process, such as recruitment, incentive systems, motivation, training, promotion, and industrial/labor relations.

• Procurement includes activities such as funding, subcontracting, supplier management, and specification.

• Systems and technology includes infrastructure facets of the business that help design, develop, and/or deliver products more effectively and efficiently, such as engineering, R&D, and information technology.

VCA is especially useful for identifying value chain activities linking management and strategies that allow your organization to create customer value in excess of the costs of delivering that value. This is the source of a company’s profit and the relevant definition of profit margin. The price charged to the company’s customers, minus the costs of all these activities, determines the company’s profit. You should determine if your organization is deriving its highest potential margin from the activities it chooses to participate in.

All the suppliers of the company’s inputs as well as forward channel purchasers of the company’s products or services also have their own value chains composed of their primary and support activities. Comprehensive value chain mapping describes interacting and often competing channels and the variety of final markets into which these connect. Collectively, all these value chains comprise the industry value system, as shown in Figure 13.2.
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Figure 13.2. Value chains within industry value systems.

The totality of activities in the industry’s entire value system determines the total customer value created. The customers, in deciding what prices they are willing to pay for the products/services produced by the industry, ultimately determine the margins earned by all the participants in the industry value system. The share of industry profit earned by each participant is determined by Porter’s Five Forces, which shape the industry’s structure (see Chapter 7, “Five Forces Industry Analysis”).

VCA is also used to determine how your company can gain a greater share of industry profit. The following list ranks the various types of value chain links in order of their increasing ability to generate competitive advantage:

• Separate individual activities within the company’s value chain. An example is being an industry leader in operations.

• Interlinked primary activities in the company’s value chain. An example is increasing quality inspection, which reduces rework, scrap, and customer returns while increasing customer satisfaction and value.

• Interlinked secondary activities in the company’s value chain. An example is an organizational structure that fosters learning in all the company’s relevant activity areas.

• Vertical links within the industry value system. An example is developing close relationships with suppliers and customers to codevelop low-cost or differentiated strategies for mutual but usually disproportionate benefit that is dependent on each party’s bargaining strength in the larger value system.

Porter recommended VCA to encourage companies to exploit the often-ignored potential vertical synergies that exist between a company’s business units and other participants in the industry value system. The logic of VCA is that most sources of competitive advantage lie in these (often intangible) synergies.

VCA pinpoints opportunities to radically reconfigure industry value systems by eliminating or bypassing entire value chains or major activities within an industry’s value system. A well-known and successful example is Amazon’s innovative use of technology and relationship management to bypass the traditional book retail channel. Amazon has developed close ties with publishing houses and sells solely over the Internet. Dell’s direct-to-consumer model shortened the value chain and reduced the number of players and activities that otherwise would have reduced Dell’s profit margins.

Different secondary applications or subsets of VCA also are used in the pursuit of competitive strategy:

• Competitor analysis. Analyzing competitors’ cost structures, business models, and sources of differentiation is intrinsic to crafting strategy. Weaknesses in rivals’ value chains may allow your business to take action to gain advantages that exploit their inabilities or limitations in delivering to the marketplace.

• Customer value analysis. Incorporating the common thread of customer value-creating activities into the strategy formulation process provides insight that keeps the analysis relevant to this lowest common denominator of profit. Analyzing the value chain helps the analyst spot unnecessary activities, overhead, costs, or redundancies that can be eliminated, thus improving margins.

• Strategic cost management. Expanding cost management from the traditional approaches of universal cost containment and reduction across the company (to incorporate the unique cost drivers for each value activity), as well as combining activity-based accounting with VCA, allow enhanced management of costs. For example, VCA allows the company to identify and then exploit vertical links with suppliers and customers.

• Integration. VCA helps companies invest wisely in vertical or horizontal integration strategies or, conversely, to divest, by understanding the impact of the company’s value chain and its strategic position in the industry’s value system. Many of the economies of scale, strategic fits, and/or synergies that companies hope to gain from mergers or acquisitions become easily identifiable using VCA.

• Supply chain management. Determining the bargaining power of suppliers as well as recognizing their position in the same industry value system potentially generates opportunities for mutually beneficial cooperation between your business and others in the chain.

• Strategic outsourcing. This requires knowledge of the core competencies that VCA can provide. If you understand the company’s core competencies and the relative importance of various activities in the value chain, you can make strategic outsourcing decisions that reduce costs or improve differentiation and flexibility. And you can do so without harming the company’s competitive advantage. The choice of whether to do something internally or to outsource it is one of the key decisions that VCA uniquely supports.

• Acquisitions, mergers, alliances, or joint ventures. Synergy or strategic fit can be advantageously framed by VCA. Target companies can be selected on the basis of how the acquisition would enhance the company’s strength in the industry’s value system. This is done by assessing where along the value chain skill sharing or knowledge transfer can occur between the parties.

• Organizational structure. Drawing the boundaries of organizational units based on discrete value-creating activities and the vertical links of the value chain puts the company more in tune with the key sources of its competitive advantage.

Strengths

From the company’s perspective, VCA is a highly practical tool for understanding its strengths and weaknesses. From an industry perspective, VCA provides a good understanding of the company’s competitive position relative to key customers and suppliers. VCA also helps you understand the nature and sustainability of the company’s resources and capabilities and what new resources and capabilities it might require to be competitive in the future. For those who perform a SWOT analysis as part of their insight development process, VCA provides a much better real-world sense of what is really a strength or a weakness (see Chapter 12, “SWOT Analysis”).

VCA encourages the company to comprehensively review all the activities that deliver value to the customer. It is also more inclusive of the complex economic cost drivers that affect customer value. These include structural drivers (scale, scope, experience, technology, complexity) and executional drivers (management style, total quality management, plant layout, capacity utilization, product configuration, vertical links with suppliers and customers).

VCA also uses both quantitative and qualitative inputs, often helping to develop a better, richer understanding of the transformation process than either of these research types could do alone. The majority of VCA projects benefit by doing qualitative facets first, followed (resources permitting) by a more rigorous quantitative study. If funds and time are short, the ability to focus heavily on qualitative research underlying VCA, including the acquisition and inclusion of secondary data that is freely available from national statistics clearing-houses, still generates a great deal of useful data and information on prices, quantities, and productivity factors.

If your company has adopted activity-based accounting (ABA), VCA is easier, because ABA eliminates many of the distortions of traditional management accounting. In fact, activity-based management (ABM) shares many similarities with VCA. It also works particularly well for companies that already employ ABA, activity-based costing (ABC), competitor benchmarking, Six Sigma, or similar management accounting or statistical control processes. Combined and updated with these sources of data, VCA can generate some of the best empirically-based insights to help you understand exactly where margin is augmented or deteriorated.

Weaknesses

Despite the strengths of VCA, its usefulness is being challenged by the radical changes that information technologies have wrought. A growing school of management thought asserts that traditional value chains oriented around vertical linkages cannot constantly reinvent value at the speed required for successful strategy execution and meeting customer responsiveness demands.

Traditional VCA was developed to help you understand physical assets and flows. It may not be as appropriate to employ for competition based on intellectual assets and services. That being said, newer conceptual developments are happening in the broader scholarship. They increasingly allow for functional modification of the traditional VCA for emerging modes of competitiveness, including value net analysis, value grid analysis, value migration, value constellation analysis, value stream mapping, value shop analysis, and service value chains.

Managing value chains in an information communication and technology environment requires the inclusion of economic realities that are not explicitly addressed by original versions of the VCA model (like Porter’s). VCA treats information as a supporting element in the company’s strategy. At best, it is only part of a secondary activity. Recent models such as the virtual value chain and value web management treat information as a separate and distinct value-creating factor that must be managed separately but together with the enduring physical value chain.

VCA also has been criticized for being too simplistic because many of its qualitative prescriptions are difficult to implement. The most prominent shortcoming is that they require significant amounts of resources. Effective VCA requires a large investment in benchmarking, customer and stakeholder research, competitive analysis, and industry structure analysis, often using data that is not freely or easily available. Conducting VCA might be straightforward in theory, but it is relatively difficult and time-consuming to apply for maximum and relevant effect. This is a key reason why many companies do not choose to exploit it in their ongoing analysis activities.

Furthermore, most of a company’s internal accounting data is incompatible with the analytical dimensions of VCA for several reasons. Traditional management accounting systems rarely, if ever, do the following:

• Collect data related to value-creating activities. Instead, they collect data related to product/service and period costs.

• Collect period costs by product or service, making it difficult to accurately assign overhead costs to value-creating processes.

• Collect data on cost drivers. Departmental budgets are rarely an accurate source for determining the actual cost of value-creating activities.

• Enable transfer prices and arbitrary cost allocation of traditional management accounting systems to appropriately encompass the synergies created by horizontal links in the company’s value chain or the vertical links in the industry’s value system.

How to Do It

Conducting a successful VCA requires judgment, attention to detail, competitive knowledge, and quantitative analysis. Understanding the company’s industry structure and, more importantly, aligning this knowledge with the company’s capabilities, are intrinsic to crafting successful strategies.

The VCA process begins with an internal analysis of the company’s value chain, followed by an external competitive analysis of the industry value system. It concludes by integrating these two analyses to identify and create a strategy that can potentially sustain competitive advantage.

Step 1: Define the Company’s Strategic Business Units

The first level of review draws boundaries around the business’s various segments. This is necessary because the different segments of the business will have different sources of competitive advantage that require different strategies.

Usually, the company’s organizational structure or accounting system does not classify business units in a manner consistent with business unit operations. You must frequently divorce yourself from the usual classifications, such as departments and functions or cost, revenue, and investment centers. This leaves you with two conflicting criteria to define your business units by:

• Autonomy, where managerial decisions about one business unit have little or no impact on the other business unit

• Their ability to support VCA (shared links within the company and between value chains in the value system)

Where these two criteria conflict, it is probably best to choose the latter. A key purpose of VCA is to leverage shared linkages—a strong potential source of competitive advantage.

Step 2: Identify the Company’s Critical Value-Creating Activities

For companies that haven’t adopted ABA, Porter offers several distinctions that define value-creating activities. These companies are those that

• Have different economic structures

• Contribute to a large or growing percentage of total costs

• Contribute to or have a strong probability of contributing to product/service differentiation

The following lists provide suggestions on the nature of questions asked in completing this step.

Assessing the Primary Activities in the Value Chain

Inbound Logistics

What type of inventory control system exists? How well does it work?

How are raw materials handled and warehoused? How efficiently?

How are goods transported? Are they shipped, flown, sent by courier, or sent digitally?

Are our raw materials of high quality, from multiple reliable sources, and priced competitively?

How is material received? From whom? Where is it acquired?

Operations

How productive and efficient is our equipment compared to our competitors?

What type of plant layout is used? How efficient is it?

Are production control systems in place to control quality and reduce costs? How efficient and effective are they at doing so?

Are we using the appropriate level of automation in our production processes? Are employees properly trained to use the process? Is it scalable and upgradeable?

Outbound Logistics

Are finished products warehoused efficiently? How much waste do we experience?

How do we manage order processing? What percentage is automated?

Are finished products delivered to customers efficiently? Are our delivery operations appropriate and effective?

Are finished products delivered to customers in a timely fashion?

Marketing and Sales

Is marketing research used effectively to identify customer segments and needs?

Are sales promotions and advertising innovative?

Have alternative distribution channels been evaluated? How do we manage those channels?

How competent is the sales force operation? Is its level of motivation as high as it can be?

Do we present an image of quality to our customers? Do we have a favorable reputation?

How brand-loyal are our customers and our rivals’ customers?

Services

How well do we solicit customer input for product/service improvements?

How promptly and effectively are customer complaints handled?

Are our product warranty and guarantee policies appropriate?

How effectively do we train employees in customer education and service issues?

How well do we install, repair, and provide replacement parts and services?

Assessing the Support Activities in the Value Chain

Firm Infrastructure

Can we identify potential opportunities or threats? Do we have an early warning system?

Does our strategic planning system facilitate the accomplishment of organizational goals?

Can we obtain relatively low-cost funds for capital expenditures and working capital?

Do we have good relationships with all our stakeholders? Which groups need more attention?

Are we being responsible corporate citizens in the communities where we operate?

Human Capital Management

How effective are our procedures for recruiting, selecting, orienting, and training employees?

Are appropriate employee promotion policies in place? Are they used effectively?

Does our work environment minimize absenteeism and result in reasonable turnover?

Are union-organization relations (if applicable) constructive and mutually beneficial?

Are employees empowered with decision-making capabilities as required?

Are levels of employee motivation, job commitment, and job satisfaction acceptable?

Procurement

Have we developed alternative suppliers for all our necessary resources?

Are resources procured in a timely fashion? At the lowest cost? At acceptable quality levels?

Is purchasing centralized or decentralized? Are we using the structure which is more effective and efficient?

Are our large capital resources procurement policies effective?

Have we established sound, long-term relationships with reliable suppliers?

Systems and Technology

Are our R&D activities successful at developing marketable product innovations?

Do our communication and management information systems support decision-making with timely and accurate reports?

Have technology development activities been meeting deadlines?

What is the quality of our organization’s laboratories and other research facilities?

Does our organizational culture encourage creativity and innovation?

Source: Adapted from Coulter, M.K., Strategic Management in Action, 2nd Ed. (Upper Saddle River, NJ: Prentice Hall, 2002), p. 133–134.

Step 3: Conduct an Internal Cost Analysis

Companies can achieve cost advantages and better margins by either reducing the cost of individual value chain (VC) activities or reconfiguring the VC. Reconfiguration means structural changes such as a new production process, new distribution channels, or a different sales approach such as direct-to-consumer approaches instead of owning retail outlets. An internal cost analysis is composed of the following steps:

1. Assign costs to each critical value-creating activity identified in Step 2. Because costs obtained from traditional accounting reports often are not organized for managerial or cost accounting purposes, they may need to be modified to allocate them properly to the VC activities. Accordingly, a full costing or product life cycle costing approach often can be used that incorporates full capacity utilization.

2. Find the cost drivers for each critical value-creating activity that is driven by more than one major cost category. Structural cost drivers are long-term in nature and affect the economic cost structure of the company’s products and services—items such as scale, scope, learning curves, technology, and complexity. Executional cost drivers are more operational in nature—items such as management style, total quality management, plant layout, capacity utilization, product configuration, and vertical links with suppliers and customers. Controlling these cost drivers better than your rivals generates a competitive cost advantage for your company.

3. Diagnose the company’s current strategy for areas of potential low-cost advantage. Search for horizontal links in the company’s value chain in the form of interlinked value-creating activities that reduce costs by virtue of their symbiosis. This is the time to explore opportunities for cost management. It is important to focus externally to compare the company’s cost structure to its competition through benchmarking and associated practice comparisons. Business process design and reengineering approaches can then be utilized to secure any potential low-cost advantages. For example, FedEx structurally redefined express freight delivery services by obtaining its own airplanes and implementing an efficient hub-and-spoke system.

Figure 13.3 shows how costs are distributed among activities at different stages of a company’s value chain. In this example, the company generates a healthy 25% profit margin. Operations activities are the single largest cost center, accounting for 35% of all costs. Knowing which activities account for the largest proportion of costs and therefore may have greater scope for cost reductions can be a beneficial result of this VCA step.
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Figure 13.3. Costs of individual value chain activities and impacts on margin.

Step 4: Conduct an Internal Differentiation Value Advantage Analysis

Differentiation advantages can arise from any segment of the value chain. For example, procurement of unique and scarcely available inputs that rivals cannot access can allow value-adding differentiation of the product to customers, as can effective distribution channels that provide customers with high levels of service quality. Similar to the internal cost analysis, the internal differentiation analysis starts with identifying the company’s value-creating activities and cost drivers. Next, you link your customer and competitive knowledge to the appropriate strategy through the following steps:

1. Conduct customer research to determine a precise definition and understanding of customer value. You can secure this knowledge by speaking with customers and analyzing their value chain to gain insights into how your company’s products and services may provide additional value to them.

2. Identify strategies that can differentiate your company’s products and services. These could include product or service attributes, channel management, customer support, pre- and post-sale support, branding, and price. Based on the company’s core competencies, choose the best differentiation strategy to achieve competitive advantage by offering a product or service that is rare, in demand, and difficult for competitors to imitate.

Table 13.1 describes how you can convert the VCA analysis into value-adding actions with the goal of creating or generating greater differentiation advantages.

Table 13.1. Actions Leveraging Differentiation Advantage from VCA
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Step 5: Map the Industry Profit Pool

Define the Parameters of the Industry Profit Pool

The parameters of the industry profit pool depend on the value chain processes that affect the company’s current and future ability to earn profit. It is helpful to assume the perspective of the company, competitors, and customers. Include all the relevant value-creating activities, starting with the purchase of raw-material inputs and ending with the total cost of ownership to the final consumer. Note that the final consumer may not be your company’s purchasers.

Estimate the Total Size of the Industry Profit Pool

Employ several different estimation methodologies to gauge the total size of the profit pool, such as by companies, products, channels, or regions. Usually, accounting profit will suffice for profit. However, when you map an industry’s profit pool with international participants, you can use economic value added (EVA). It eliminates many of the distortions caused by various national generally accepted accounting principles (GAAP) regimes. Some sources of information you can use for these estimates are analyst reports, financial statements, security commission reports, and conversations with industry experts.

Estimate the Distribution of the Profit Pool

A good starting point is to use your company’s profit structure by activity (that is, Steps 1 through 4) in the external analysis of rival companies in the industry. Following are a few general rules for this stage:

• Use your knowledge of the underlying economics of your own company to outline each activity’s profit. Take care to segregate allocated costs. This information can be used as a relative gauge to estimate the activity profits of rival companies in the industry.

• Sources of competitive information include financial statements, analyst reports, security exchange commission filings, trade journals, the business press, industry associations, and government regulators.

• A helpful hint is to use the market value or replacement costs of assets that support value-creating activities and the full-costing approach under full capacity for costing the same value-creating activities.

• Use the 80/20 rule. This suggests that 20% of the industry’s companies tend to generate 80% of the industry profit. Therefore, concentrate on the largest companies first.

• The level of analytical detail depends on the degree of vertical integration present in the industry. Start with the focused companies. Then estimate the relevant activity profits of diversified companies by adjusting your knowledge of your own company’s economics and that of the focused companies in the industry. Next, include the smaller companies (the 80% responsible for the remaining 20% of industry profit) based on sampling.

• For accuracy, total the activity profits calculated in this step and compare them to the total industry profit pool calculated in Step 5. If the two estimates are wildly divergent, change the assumptions and tweak the methodology through iteration until the two estimates are reasonably similar.

Figure 13.4 shows an industry profit pool. The results could be surprising in that the activities commanding the largest industry revenue share may receive a disproportionately low share of industry profits.

[image: Image]

Figure 13.4. Stylistic industry profit pool.

Step 6: Vertical Linkage Analysis

The opportunities to achieve cost and differentiation advantages within the company’s value chain were reviewed in Steps 1 through 4. Step 5 allowed you to determine whether the company is strategically positioned in the shallow or deep end of the industry’s profit pool. Vertical linkage analysis allows you to seek opportunities to exploit the most important sources of competitive advantage in the industry’s value system. You can combine your intimate knowledge of the company’s economic structure, customer value, and external competitive analysis to determine how to reposition the company into the deep end of the industry profit pool—and keep it there.

The methodology to accomplish this is the crux of vertical linkage analysis. This is also the most difficult stage, because many of the vertical linkages in the industry’s value chain are less tangible and extremely difficult to discover. Nevertheless, it is because of this difficulty that VCA often offers a direct route to competitive advantage. The methodology consists of the following steps:

1. Use Porter’s Five Forces model to determine the industry’s economic structure (see Chapter 7).

2. Determine the cost drivers and core competencies driving the strategies of low cost or differentiation for competitors’ value-creating activities.

3. Evaluate the company’s core competencies—capabilities, skills, and technologies that create low-cost or differentiated customer value. Usually, core competencies are acquired through collective learning and relationships. Identify any opportunities to surpass competing customer offerings by securing missing competencies or supplementing existing competencies needed to successfully craft, maintain, and strengthen a low cost or differentiation strategy.

4. Based on the relative bargaining strength of other value chains in the value system, identify opportunities to acquire or strengthen the required competencies through vertical linkages with suppliers, channels, or buyers in the value system.

5. Avoid the temptation to settle for a mixed strategy—part differentiation and part low cost. This is the easy way, but it does not generate competitive advantage for the average company; rather, it leaves a company wading aimlessly in the shallow end of the industry profit pool. A growing body of academic work, validated by practice, asserts that crafting successful strategy is valuable because of the often-painful trade-offs it forces executives to make. Mixed strategies offer a chance of success only for companies that are pushing the frontier of production possibilities or for those that have a truly integrated global strategy.

6. Identify any potential opportunities for competitive advantage in the vertical linkages between the company’s value chain and the value chains of suppliers, channels, and customers. By co-opting or cooperating with other value chains in the industry’s value system, the company can often craft a low-cost or differentiated strategy that is impossible for competitors to replicate. Complex and fewer or intangible vertical linkages offer the most impenetrable combinations of rarity, demand, and inimitability—the triad underlying competitive advantage.

Step 7: Iteration

Repeat Steps 1 through 6 periodically by making VCA a central component of your company’s competitive intelligence and strategy development system. This helps you proactively manage evolutionary and revolutionary industry change. VCA should be completed at least annually and can show subtle shifts in rivals’ tactics or strategies that you may competitively exploit for optimal impact in most product, company, or industry spaces. This will help you determine how the primary and support activities can work together effectively and efficiently to help your organization achieve healthier margins and sustain competitive advantage.

Case Study: Value Chain Analysis of Walmart Stores

Based in Bentonville, Arkansas, Walmart Stores, Inc. was founded in 1945 by Sam Walton and is now one of the largest retailers worldwide. It operates stores in a variety of formats, such as supermarkets, discount stores, warehouse clubs, and online properties. Its product offerings are wide-ranging: automotive accessories, food and beverages, cosmetics, clothing, and housewares. It also offers a variety of services, including jewelry, pharmaceutical, optical, banking, restaurants, and printing. Walmart provides one-stop shopping for consumers’ overall needs. Its market presence stands at approximately 10,000 retail units in more than two dozen countries.

This case study demonstrates how Walmart’s value chain has contributed to a competitive cost advantage in U.S. retail markets. Walmart’s strategy is to be the low-cost leader among mass merchandisers. It operates on a scale unmatched by any of its competitors. To pursue its strategy, Walmart focuses on using advanced systems and technologies to reduce costs, improving relationships with suppliers by purchasing enormous quantities, and being a tough bargainer. Walmart also aims to enhance customers’ overall store experience. Figure 13.5 shows the relationship between Walmart’s business model and its strategy.
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Figure 13.5. The relationship between Walmart’s business model and strategy.

Primary Activities

The following sections discuss how Walmart uses its value chain throughout its primary activities to achieve its strategy.

Inbound and Outbound Logistics

Products from distributors and suppliers are transported to Walmart’s distribution centers via its large truck fleet transportation system. Or, especially where perishables such as groceries are concerned, products are managed by Walmart’s suppliers’ inventory management systems connected directly to the store.

Walmart also uses a technique known as “cross docking” whereby finished goods are taken straight from the supplier’s site, sorted, and delivered directly to the store. This leads to a reduction in the handling and storage of finished goods, resulting in fewer damaged goods and decreased staff needs. The efficiency of this system leads to a form of just-in-time inventory, allowing customers to control the supply of goods they want by their purchases. Essentially, this shifts the supply chain to a “demand chain” led by the “pull” of customers instead of the “push” of the retailer.

Operations

Within the store, operations are activities that allow Walmart to take goods in its distribution centers and quickly convert them into sales to its customers. The process is facilitated by the use of satellite linkages to communicate with all its stores. This ensures that all its stores are rapidly supplied with ample qualities of the fastest-moving products customers are demanding. Walmart has also integrated point of sale (POS), inventory control, radio frequency identification (RFID) tags, and other technologies to reduce costs such as shrinkage and employee theft, accelerate delivery, and improve security.

Walmart’s store formats have long been central to its success, allowing it to maximize its attractiveness to a broad spectrum of customers. Its in-store layout makes for fast movement of product to the shelves and allows easy stocking. Walmart’s stock replenishment process is focused on managing the flow of goods through its stores, using a model it has led the development of—vendor-managed inventories. As Walmart stores sell their goods, sales information flows via computer not only to Walmart’s headquarters, but also to Walmart’s suppliers. They ship replacement merchandise to the stores almost at the rate it moves off the shelves. These activities enable Walmart to achieve higher levels of sales per square foot of floor space in comparison to most of its competitors.

Marketing and Sales

Covering the traditional marketing four P’s of product, place, price, and promotion, Walmart uses these activities to support its low-cost strategy. At Walmart, customers buy products knowing that the store will deliver value in excess of its costs and that Walmart stands behind the goods it sells as a trustworthy merchandiser. In determining where it places stores, Walmart uses a stringent set of criteria to select locations where it will have maximum market impact. Additionally, Walmart applies data mining and proprietary algorithms to determine where products are placed for maximum sales volume within its stores. In regards to price, Walmart has long implemented an everyday low price guarantee, reinforcing its motto of “Save Money. Live Better.” This motto supports its strategy because by guaranteeing the lowest price, Walmart reduces the expense and profit erosion caused by having to run frequent sales to move merchandise. Walmart’s promotional expenditures are much lower than its rivals because it relies heavily on the most effective and least expensive form of marketing—word of mouth.

Services

The central theme of Walmart services is the customer experience. Customers entering a store are met by greeters wearing blue vests who create a welcoming and helpful experience. Throughout the store, price-check scanners allow customers to verify how much they will pay for their goods. Another beneficial service is Walmart’s “no questions asked” return policy. Its “sundown rule” states that employees will do their best to answer customer requests by the close of business on the day they are received. The “10-foot rule” is a customer service policy whereby associates greet nearby customers and ask if they can be of assistance. All these activities reinforce the customer experience Walmart seeks to achieve at the lowest costs.

Support Activities

The following sections discuss how Walmart uses its value chain throughout its secondary activities to achieve its strategy.

Firm Infrastructure

Regular communication flows directly between each individual store and headquarters in Bentonville. Key executives from headquarters are regularly sent to local stores to obtain information about competitors and to learn what is happening in the stores. This unusual practice of cutting out regional levels of dialog creates a close and effective connection between headquarters and local stores. It helps the company quickly respond to changes in customer demand, make corrective actions, and react to rivals’ moves at a store-by-store competition level. These capabilities help add value for the end users by providing products at low prices, meeting customer demand, and resolving any big issues that affect customers’ buying decisions.

Human Capital Management

Walmart has a unique way of linking its human capital management practice with its strategy all along its value chain. Interactions between the company and its associates are based on mutual respect, regular communication, high expectations, and clear incentives. Associates are not paid market-leading wages, thus reinforcing the company’s ability to keep its prices low for customers. But employees are compensated in other ways. They have access to desirable benefits such as profit sharing and health care, retirement, and company stock purchase plans.

Employees have a surprisingly high degree of discretion and autonomy. The company has an open-door policy, and great promotion opportunities create a unique culture unusual in large retail organizations. This adds value throughout Walmart’s chain by sustaining a good working environment for associates and managers.

Unusual but long-standing Saturday morning meetings are the trademark of the company’s management style. This activity creates a unique culture and is believed to help communicate and synergize Walmart’s spirit. This common ritual reinforces a workplace that bonds its associates and creates a motivating sense of belonging.

Procurement

In addition to its centralized megafacility, known as “Vendorville,” in Bentonville, Walmart has developed a small number of highly efficient regional procurement centers. Some of its largest suppliers, such as Proctor & Gamble, have set up satellite offices next to these centers to improve their ability to work with Walmart and manage its inventories while simultaneously reducing transaction and transportation costs.

Walmart requires suppliers to cut their margins and meet its progressive employment policies, although it often assists them in doing so. These practices have enabled Walmart to buy its inputs at the lowest cost, avoid inventory holding costs, and offer lower-priced products that its customers value.

Systems and Technology

Walmart is one of the world’s leading companies in any retail sector at developing and employing ways in which technology, both advanced and simple, can improve its operations. It supports and reinforces its low-cost strategy all along the value chain through its tightly integrated vendor and inventory management systems, to its use of satellite communications to track its truck fleet, to RFID tagging and advanced POS systems for merchandising operations in the store. It also uses low-tech, but highly effective, person-to-person and face-to-face communication practices.


14. Win/Loss Analysis

Description and Purpose

Win/loss analysis (WLA) is a cost-effective, insightful, and ethical method for gathering and analyzing information about your market, customers, and competitors. WLA analysis identifies your customer’s perceptions of specific sales situations and how you compare to your competitors. It provides a window into and an early warning about why a customer is buying or not buying your products and/or services. Additionally, the analysis provides information about the performance of both your organization and your competitors. The insight from this analysis can then be actively used to focus sales staff more effectively in the marketplace and also to inform research and development of products.

WLA is a management tool that allows managers to understand customer requirements, the effectiveness of their sales team and of competitors. WLA requires the gathering of direct feedback from a client or potential client about why you won or lost a specific sale or contract. It must include both wins and losses. The wins tend to highlight your organization’s strengths and your competition’s weaknesses, and the losses highlight your organization’s weaknesses and your competition’s strengths.

The feedback provides information you can actively use to improve your organization’s sales performance and your existing product portfolio. It can also help guide your organization in the research and development, as well as marketing of new products.

To be most effective, a win/loss program needs to be established as an ongoing process conducted on a regular basis. Although it is often done internally by intelligence or marketing analysts, a third-party supplier should also be regularly included for maximum objectivity.

WLA is a unique tool that brings together all the elements of strategy—information about customers, competitors, and your own organization—within the context of the most critical element for a business—the buying decision. As a market listening tool, it is designed to provide an organization with information that can actively be used to increase its sales and identify potential marketplace changes. By seeking feedback directly from the target market and subjecting this to analysis, an organization can gain something of an objective understanding of its place in the market and use this to improve its position.

From win/loss interviews, an organization can identify how a competitor is developing its products and/or services or whether it has or has not delivered on promises. It also can identify any new market entrants or new product offerings. It can provide an avenue to reopen doors with former clients. As a tool, WLA makes existing and potential clients realize your organization’s commitment to maintaining good customer relationships.

The results of WLA provide information about sales performance, sales opportunities, market perception of your and your competitors’ products and strategies, and early warning of any market changes. It can provide a measurement of how your organization is positioned with decision-makers and key influencers within a client’s organization. When acted on, the insight should enable your organization to improve sales, increase market share, understand the market to maximize business opportunities, and focus marketing and sales resources to increase revenue.

Strengths

WLA is a systematic analysis of nominated sales results, both wins and losses. It encompasses feedback from strategically important existing clients, former clients, and potential clients. Regular and systematic WLA processes provide immediate feedback and also can be used to compare and uncover trends over time.

WLA offers numerous tactical and strategic benefits. Tactical benefits tend to focus on sales performance. Strategic benefits flow beyond the sales team to assist with product management, mergers and alliances, and product research and development. These are summarized in the following list.

Tactical Benefits of WLA

Improve sales results by helping the sales team win more business.

Improve client retention by following up on sales wins to accurately identify how and why you win business.

Identify regularly why and how you lose against each of your competitors, and devise ways to enhance your sales positioning.

Establish an action plan to address gaps in perceptions that may exist between clients and the sales force.

Change behavior and the culture to improve client service, maintenance programs, or delivery based on accurate, timely feedback from clients.

Identify traits of your successful salespeople. Also identify traits of unsuccessful salespeople.

Predict the likelihood of winning/losing a sale more accurately and therefore determine when to walk away from potential business.

Change the sales mindset from one of individuals making excuses for sales losses.

Strategic Benefits of WLA

Increase the organization’s profits and revenue over a longer period of time.

Forecast revenue streams more accurately.

Enhance the product/service offering and mix.

Influence timelier product/service development.

Alter the organization’s culture to a more client service/needs focus.

Select appropriate market alliances with increased confidence.

Support the organization’s early warning system.

Identify competitor trends over time to enable action.

Source: Adapted from Naylor, E., “Increasing sales through win/loss analysis,” Competitive Intelligence Magazine, 5(5), 2002, 5–8.

The WLA process allows for direct feedback on the decision-making criteria employed by your clients in awarding your company their business or taking it to a competitor. An expert interviewer can go beyond the standard questionnaire to probe a client and give him a chance to directly express his needs and preferences. This in turn lets your organization make meaningful changes, acting on customer advice to improve practices and win new sales.

The benefits of conducting WLA extend beyond providing tactics to improve sales. WLA also has an impact on marketing, product improvement, and research and development. Information coming out of WLA can be distributed throughout the organization to assist in overall performance improvements. The results obtained from WLA may be used to inform other strategic programs within an organization. For example, WLA may help you develop training programs for sales staff or assist in product improvement projects.

The WLA process indicates in real time the market’s response to new business strategies and products. It provides early warnings to enable the organization to identify and respond to trends over time in the market and assist in sales forecasting. If undertaken in a systematic way, WLA will help you grow revenues in both the short and long term.

In summary, WLA establishes a market listening and positioning tool with consistent analysis, allowing for improved and informed decision-making in an organization by doing the following:

• Helping decision-makers understand the customer’s perspective

• Providing objective input into sales and marketing strategies

• Identifying opportunities, including target markets, key sales propositions, and winning attitudes

• Improving business performance at the expense of competitors

Weaknesses

WLA is based on data obtained from interviews arising from sales results. Therefore, it is reactive and event-driven. You must be careful to ensure that a good (that is, representative) mix of sales results are followed up. Results will be skewed if, for example, only successful sales to existing clients are analyzed in one round of WLA.

A key weakness of this process is that interviews are only as good as the interviewer conducting them. When an interviewer is inexperienced or has not been thoroughly briefed on the sensitivities of the market in question, the quality of the data obtained will be compromised. An inexperienced interviewer may lack the confidence to ask questions beyond those contained in the standard questionnaire developed for the WLA process. Even the most experienced interviewer will be unable to gain all the useful information potentially available if he is not sufficiently aware of the issues in the market to know when to probe for further detail in an interview and when it is not relevant.

Information gathered has no value if it is not systematically disseminated to those who can act on it. As with any information-gathering process, it is possible for the results of WLA to end up being fiercely guarded rather than distributed. On the other hand, it also is possible to undermine the process by giving all the results to everyone even though no one has time to read them, let alone act on them.

The value of WLA will also be only as good as the system set up to educate and inform interested parties about the results. Information taken out of context, such as in an attempt to extrapolate widely from an individual analysis, is unreliable. The true value of WLA is in the ongoing process and in the determination to gain an accurate and unbiased understanding of performance.

WLA must be conducted systematically and in a timely fashion. Interviews must be organized and followed up as soon as possible after the sale is won or lost. Delay in interviewing may result in inaccurate recall, so the analysis performed does not reflect the real reasons behind the decision to do business with your company or your competition. WLA itself should be conducted regularly to give truly comparable results. The analysis must not, for example, be shelved while more important issues are dealt with, because sporadic WLA will not give reliable information.

It is important to note that the strategic implications of WLA are highly dependent on the quality of the raw data. The raw data gathered from clients should be free of any political or strategic bias and subjective perspective, particularly where employees in an organization may distort information. The fact that WLA focuses on sales results may lead to a politicizing of the process within an organization. The sales team may be reluctant to cooperate fully with the process if they feel they are being singled out unfairly. Other parts of the organization may try to ambush the process to push their own agendas. The team responsible for running WLA must be carefully chosen and trained to ensure that the members fully understand the WLA process and are prepared to implement it properly.

How to Do It

Numerous writers in the field suggest that up to seven steps must be considered in creating and implementing a WLA process. These steps are shown in Figure 14.1 and are described in the following sections.
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Figure 14.1. The win/loss process.

Step 1: Determine the Target Segments and Identify Prospects

Target the right accounts to analyze and the right interval to conduct analysis. A good starting point is to look at the accounts that generate most of your organization’s revenue. The 80/20 rule states that 80% of an organization’s revenue comes from 20% of its customers. However, other considerations in choosing whom to interview may include whether your organization wants to pick up business from particular potential clients or ex-clients, or whether there are plans to introduce new products to the market. Specific companies that meet the organization’s chosen criteria need to be identified, singled out, and reviewed to ensure that the targets are worth the investment.

Experts in this technique suggest that you need to start by segmenting the specific market group or target, particularly if the purpose of WLA is to identify sales sources. As soon as target segments and their criteria have been identified, key information needs to be collected to qualify potential prospects.

The interval over which you run your WLA will depend on your organization’s requirements. Monthly analysis requires a greater commitment of time and money but provides quick market feedback. Some organizations prefer to run a large win/loss study annually. The interval chosen also is affected by how quickly you want to be able to act on the insights you obtain.

Step 2: Understand Internal Cultural Issues

Understanding the organization’s culture helps you understand how information will be used. For example, in a learning-driven and consultative culture, sales representatives and their managers might become highly involved in both collecting and evaluating information.

It is also important to ensure that involvement in the process extends beyond the sales team. Other key stakeholders need to be clearly identified, and creating cross-functional teams may be a way to address the differing needs of critical groups.

The use of data that resides in the company’s sales information system can also augment the WLA effort. Like most other internal information, extra care must be taken by the WLA analysts to make sure the information is reliable, trustworthy, complete, and timely, among other things.

As mentioned, the results of WLA have implications that go beyond increasing sales. To get the most out of the process, the team running the program should include members of other departments and have the support of senior management.

The objectives of the program must also be well defined. The roles of designing and implementing the program should be clearly understood, because these may be assigned to different people.

Those who are likely to be affected by the information obtained from the WLA program should be educated about the process to ensure that they support it. This should reduce internal resistance to WLA. Some staff, particularly in sales, may feel that their performance is being unfairly singled out for attention by the program. Staff should be reassured that the WLA program has wider implications for the organization than simply monitoring the performance of individuals in the sales team.

You must decide whether to use an independent third party or your sales team to conduct the interviews. Use of a third-party interviewer has cost implications. It also requires a commitment of time from internal staff to brief the interviewer. What use the organization intends to make of the information collected also directs the decision of who conducts interviews. When the results of the interviews will be used in part to evaluate the performance of members of the sales team, it is suggested that sales involvement in the interview process be kept to a minimum. However, parallel interviews of clients and sales representatives can reveal valuable information about the different perceptions they have of the same sales negotiations.

Step 3: Develop the Questionnaire

A WLA questionnaire needs to cover four essential areas:

• Sales attributes. This topic covers the professionalism of your sales team, the quality of the relationship your organization has with the client, and the esteem in which the client holds your organization compared to your competitors.

• Company reputation. This includes questions about the perception of your organization’s and your competitors’ image in the marketplace, the stability of your organization, its reliability as a supplier, and the quality and performance of your products.

• Product attributes. This is a wide area basically covering whether your products actually perform as advertised, as well as issues of price and technology.

• Service issues. These questions cover the delivery and implementation, maintenance and after-sales service, and training provided to clients.

Depending on the purpose of the WLA, other areas that might be included in the questionnaire could address matters relating to how the purchase decision will be made. Will it be made by a group or individual? What are the decision criteria? When will the decision be made? Are other stakeholders involved?

Another consideration is the sophistication of the analysis you plan to carry out on the results. When analysis will stop at the quick identification of market trends, numerous detailed questions may be unnecessary. When statistical analysis and precision are the aim, the information collected must be sufficiently detailed to address the required level of analysis and still be of practical value.

Standard issues need to be identified in the questionnaire to ensure that the data from multiple interviews can be effectively analyzed together and over time. At the same time, some flexibility in the interview process will enable valuable exploration of individual situations.

Step 4: Prepare for the Interviews

The interviewer now needs to be briefed about the significance of winning or losing each sale. To get the most from the interview, the interviewer must be aware of all relevant details and sensitivities of the sale/non-sale being investigated.

When an interviewer does not fully understand the background of a particular sale negotiation, he or she is unlikely to stray from the standard questionnaire to probe for detailed situation-specific feedback. Specific and detailed information can greatly enhance the overall value of the WLA process.

Step 5: Conduct the Interviews

Carefully consider how you want to go about conducting interviews. This decision depends to an extent on whether you plan to use a third-party interviewer or your own sales team. Experts in this field highly recommend the use of an independent third party to keep interview results from being skewed by any preexisting relationship between a salesperson and his or her client. For example, the interviewer may direct the responses he or she receives with unintentional body language cues.

One option is to conduct interviews by telephone. This is a common practice employed by organizations in the U.S. and is quite time- and cost-effective. However, in some situations, such as with big-ticket items, it may be preferable to conduct face-to-face interviews to obtain optimal results in a particular situation. You need to rely on your sales team to figure out when face-to-face interviews would be better. It should be noted that face-to-face interviews provide a much greater opportunity to garner in-depth information and to build on customer relationships than telephone interviews.

Interviews should be conducted as close as possible in time to the actual sale/non-sale so that memories of the negotiations won’t fade. Some organizations may also interview the salesperson involved in the particular sale/non-sale to investigate differences between the organization’s internal perceptions of the negotiations and the client’s perceptions.

Obtaining information that addresses specific issues ensures that meaningful comparisons can be made when analyzing the responses obtained in individual interviews.

Step 6: Analysis and Interpretation

When the interviews are complete, the results need to be tallied and analyzed. The interviewer generally summarizes each completed interview and analyzes and reports on key trends or issues identified as a result of the interviews. If the interviews are conducted by internal staff, training and support must be provided to carry out these tasks effectively and to aid with the report development. WLA must be given clear priority over other duties when analysis needs to be done. The value of WLA is compromised by sporadic rather than regular analysis.

You can leverage different types of analytical tools to help deliver insights from the information collected during the interviews. Depending on the driver for the WLA, techniques can include benchmarking comparisons, competitor analysis, BCG matrix, statistical analysis, value chain, or even input into the organization’s SWOT.

As the WLA program continues over time, trends will emerge from the analytical results. These need to be interpreted in light of the organization’s strategic and competitive intentions.

Furthermore, over time, WLA becomes more valuable in identifying trends that affect product development and sales forecasting. Companies have been known to adjust their product plans in light of client feedback from WLA.

Step 7: Dissemination

The report and results can now be disseminated. Information will arise from WLA that is relevant to different departments in the organization, such as research and development, marketing, and sales. The program team should ensure that each department receives the information that is relevant to it. This should hopefully increase the likelihood that the information is read and supports decision-making in the appropriate department. The results may be presented in different forms, depending on preferences.

Different staff will have different preferences for how the WLA results should be communicated to them, from verbal presentations at the completion of interviews to half-yearly reports. For example, senior management can receive a monthly report summarizing quantified results, and the sales team can receive results through regular e-mail alerts.

Properly conducted, WLA is one of the most valuable tools for sales account strategies. WLA helps organizations understand the value of customers and the cost of retaining them versus acquiring new ones. Simultaneously, it allows organizations to capture best practices in sales and identify trends to enhance future revenue streams.

Further WLA’s can be compared with any previous year’s win/loss study. Analysis of the differences may identify certain shortcomings that have been addressed, while new potential problems may surface. It may also show the progress, or lack of progress, of the competition, making it possible to assess new threats and exploit new opportunities.

This ongoing assessment makes it possible for any organization to track the dynamics of the industry, respond quickly to change, and stay one step ahead of the competition.

Win/Loss Case Study: Email Marketing Solutions

An email marketing solutions company—let’s call it EMS—provides email marketing software primarily to retail and financial services companies, which in turn create email marketing campaigns to sell their products and services. In this fast-paced marketplace, many customers sign only one-year deals, so there is continual turnover. In addition to learning why customers chose or didn’t choose its solution, the company’s goals from win/loss analysis were to retain more business and win more three-year deals.

The company felt that the EMS product had reached maturity and that there wasn’t much product differentiation among competitor offerings. How would EMS differentiate itself from the competition?

Win/Loss Process

Management consulting firm Business Intelligence Source conducted a couple of dozen win/loss interviews for EMS. It was a struggle to convince EMS that Business Intelligence Source needed to conduct win interviews to gain balanced intelligence. EMS thought it could learn everything it needed to know through loss interviews. However, you can never uncover how a company does at implementation, service, and maintenance if you only examine customer losses. This information becomes particularly important when there isn’t much product differentiation amongst competitors. Contrary to common belief, win interviews offer as much competitor insights as loss interviews.

Findings

A win isn’t always a win. In one interview, the customer had signed a three-year deal, which was EMS’s goal. However, this contract came about because of a friendship between the account rep and the customer’s decision-maker. No one had studied the company’s business needs or figured out how this solution would be implemented and maintained. Meanwhile, the decision-maker had left the company, and the new manager was struggling with the software and still had two more years remaining on the contract. The customer did not have the in-house operational skill to implement ongoing email campaigns using EMS’s solution.

One key selling point of conducting win/loss analysis is how much of what you learn can be easily changed to improve sales results.

Easy Fixes

• Improve the quality of customer references. Many of EMS’s clients are lesser-known companies. Some clients don’t know the product well enough to help provide a quality reference to other prospects. This is why it is good to find customer references in the same industry as the one you’re pitching.

• Improve sales professionalism. This involves finding the right balance between closing deals and being too pushy. In one case, the customer liked EMS’s solution the best, but the sale was lost because the sales rep pushed the customer to close the deal in ways the decision-maker found offensive.

• Improve sales representatives’ knowledge of the customer’s industry so that they can solve specific customer business problems using this industry knowledge. EMS markets mostly to the financial services and retail industries. Learning more about these two industries, and the nuances in selling to individuals in them from other individuals who are industry experts or veterans, would not be too difficult or time-consuming.

• Reduce the response time for technical support. Technical support employees, although knowledgeable, took too long to get back to customers. Sometimes customers had to call or email them two or three times.

• Create best-practice white papers to help customers understand the benefit of your company’s solution and to improve your brand ID and credibility in the marketplace.

Longer-Term Fixes

• Incorporate certain features into the core platform. A partner solution adds expense and is less beneficial than including these features in the core platform.

• Improve specific features or add certain features to the product.

• Sales reps need to be positioned with decision-makers rather than key influencers or technical managers.

Competitive Strengths

Every win/loss analysis should include the company’s best practices, which it can build on:

• Brand ID is improving. Continue the public relations and advertising programs that are in place, and work the industry consultant channels.

• The company’s EMS platform is perceived to be user-friendly compared to several competitors at this price point.

• Ease of implementation is a key service benefit that the company coordinates well among sales, marketing, and technical employees.

• Good product knowledge among employees. Win/loss interviews indicated that sales, help desk, and technical employees all have good product knowledge.

Over time by conducting ongoing win/loss analysis and comparing outcomes, EMS could track improvements in its competitive strengths, identify new competitive products and services, and monitor changes in the retail and financial services industry—all of which would enable it to respond quickly to change and stay one step ahead of the competition.

Source: Thanks especially to Ellen Naylor of Business Intelligence Source. It is based on an actual WLA customer case she conducted in 2011.
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threat of substitute products or services, 114-115

weaknesses, 117

fixed assets, 81

fixed charge coverage

leverage ratios, 91

solvency analysis ratios, 91

forecasting

future direction of issues, 196

issues, 131-137

sales, 159

turning points, product life cycle (PLC) analysis, 161-163

forest product enterprises, 179-184

four-stage life cycle progression of public policy issues, 132-134

FRSA (financial ratio and statement analysis), 81-82

case studies (The Big 3 WCs), 104-107

consolidation and segmented analysis, 98-104

how to do it, 86-87

strengths, 84

weaknesses, 84-86

future direction of issues, forecasting, 196

future goals, competitor analysis (Chinese mobile phone markets), 60-61

G

GE (General Electric), 23

general public, 136

generic approach to analysis, 17

generic SWOT, 216

global pharmaceutical industry, Five Forces Industry Analysis, 123-126

globalization, need for effective analysis, 7

Google, 42-43

as viewed in BCG matrix, 39-40

Google Finance, 99

government, bargaining power of suppliers, 113

gross profit margin, profitability ratios, 94-95

groupthink, 19

growth

digital music market, 76

market strategies, 160

product life cycle (PLC) analysis, 149-152

growth/share portfolio planning matrix, 23

H

Henderson, Bruce D., 23

high market share, 31

horizontal axis, plotting relative market share, 34

human capital management, Walmart Stores, Inc., 244-245

hydroelectric facilities, issues of expanding, 144-146

hypothesis bias, 20

I

identification groups, 136

identifying

DFs (driving forces), 66-70

issues, 131-137

prospects, win/loss analysis, 253

research needs, scenario analysis, 177

stakeholders, 175

trends, scenario analysis, 176

uncertainties, scenario analysis, 176

value-creating activities, 230-233

illusion of control, 20

imitability, need for effective analysis, 8-9

Importance Imminence Matrix (IIM), 209

inbound and outbound logistics, Walmart Stores, Inc., 242

income statements, 82

industrial comparisons, 98

industry analysis, 109-111

industry norms, 85

industry profit pools, mapping, 236-238

industry scenario, 171

information, collecting, 118

integration, value chain analysis, 226

interest coverage, leverage ratios, 91

internal cost analysis, conducting, value chain analysis, 233-234

internal cultural issues, win/loss analysis, 253-254

internal differentiation value advantage analysis, value chain analysis, 235-236

internal sales data, analyzing, 162

Internet, digital music market, 78

interrelationships, between trends, 195

interviews, win/loss analysis, 255-256

introduction strategies, product life cycle (PLC) analysis, 150-151

intuitive method, scenario analysis, 169-170

inventory

activity ratios, 87

average inventory investment period, 87

inventory to sales, 87-88

inventory turnover analysis, 88

efficiency ratios, 87

average inventory investment period, 87

inventory to sales, 87-88

inventory turnover analysis, 88

increasing, 162

inventory to sales, 87-88

inventory turnover analysis, 88

issue analysis, 127-129, 144

case studies

expanding hydroelectric facilities, 144-146

Minnegasco’s issues priority assessment process, 146

four-stage life cycle progression of public policy issues, 132-134

how to do it, 131

step 1: identify and forecast the issue, 131-137

step 2: analyze and assess the issue, 137-139

step 3: select the issue’s response patterns and types, 140-144

issue expansion map approach, 136

issue impact approach, 138

issue timing approach, 136-137

issues distance approach, 137

seven-stage progression of public policy, 134-135

strengths, 129-130

weaknesses, 130

issue expansion map approach, 136

issue impact approach, 138

issue timing approach, 136-137

issues, 127

analyzing and assessing, 137-139

forecasting, 131-137

identifying, 131-137

political issues alternatives matrix, 141

relating to trends, 195-196

response patterns and types, 140-144

issues distance approach, 137

issues priority, leveraging, and scoring matrices, 138-139

iteration, 38

value chain analysis, 240

J

joint ventures, value chain analysis, 226

K

Key Business Ratios, 99

knowledge, 8

need for effective analysis, 8

L

learning function, 24

learning scenarios, 176-177

leverage ratios, 90

debt to assets, 90-91

debt to equity, 90

fixed charge coverage, 91

interest coverage, 91

leveraging issues, 138-139

LexisNexis, 99

liabilities, 82

liquidity analysis ratios, 91

current ratio, 92

quick ratio, 92

working capital, 92-93

listing SWOT elements, 205-206

Lockheed Martin Corporation, SWOT (strengths, weaknesses, opportunities, and threats), 213-220

long-term liabilities, 82

low market share, 31

M

management decisions, 2-3

mapping industry profit pools, 236-238

market attractiveness, 27

market growth, competition, 115

market saturation, 163

market share, 25

high market share, 31

low market share, 31

plotting vertical axis, 34

market strategies, growth, 160

marketing and sales, Walmart Stores, Inc., 243

matrices, DFs (driving forces), 73

maturity, product life cycle (PLC) analysis, 149, 152-153

media analysis, 162

mergers, value chain analysis, 226

methods, 6

methods for generating scenarios, scenario analysis, 168-169

qualitative methods, 169-172

quantitative method, 169

Minnegasco’s issues priority assessment process, 146

monitoring competitors, 58-59

Moody’s Financial Metrics, 99

N

need for effective analysis, 7-9

negative impacts on organizations, 195

new entrants, threat of, 111-112

Nillson, Dr. Sten, 179

noncurrent assets, 82

O

OneSource, 99

operating environments, 200

operational decisions, 4

operations, Walmart Stores, Inc., 242-243

order backlogs, decreasing, 162

organization, bargaining power of suppliers, 113

organizational structure, value chain analysis, 226

organizing

information on competitors, 54-56

output, 6-7

outputs, 12

outsourcing, strategic outsourcing (value chain analysis), 226

owners’ equity, 82

P

penetration strategies, 160

PEST (political, economic, social, and technological), 187

pharmaceutical industry, Five Forces Industry Analysis, 123-126

plausibility, scenario analysis, 176

players, rivalry among existing players, 115-116

plot contribution bubbles, 34-35

plotting

horizontal axis, relative market share, 34

vertical axis, market growth, 34

political, economic, social, and technological. See PEST (political, economic, social, and technological), 187

political issues alternatives matrix, 141

political response, issue analysis, 143

Porter, Michael, 45

position statements, 82

positive impacts on organizations, 195

PP (public policy), 127

issues, progression of, 133-134

presenting competitor analysis to decision-makers, 56-58

price cuts, risk associated with competitive price cuts, 159-160

price ranges, determining, 159

price/earnings

capital market returns, 95-97

shareholder returns, 95-97

prices, declining prices, 162

primary activities

value chains, 224

accessing, 232-234

Walmart Stores, Inc., 243

inbound and outbound logistics, 244

marketing and sales, 245

operations, 244-245

services, 245

priorities, issues, 138-139

prioritized SWOT, 218

private labels, 163

problem children, 28-29

Google, 40-41

processes, 6

procurement, Walmart Stores, Inc., 245

product innovation, digital music market, 76-77

product life cycle

BCG matrix, 25

combining with experience curves, 26-27

product life cycle (PLC) analysis, 147

case studies, Apple (iPod to iPad), 163-164

characteristics of, 156

decline, 150, 153-155

growth, 149-152

how to do it

step 1: estimate potential demand, 158-159

step 2: determine the price range, 159

step 3: forecast sales for a range of possible prices, 159

step 4: consider the risk associated with competitive price cuts, 159-160

step 5: determine the fundamental market strategy for the growth stage, 160

step 6: define the level of aggregation, 161

step 7: forecast turning points, 161-163

step 8: modify the strategy for each stage, 163

step 9: remain watchful for a new PLC, 163

introduction, 149-151

maturity, 149, 152-153

strengths, 154-157

weaknesses, 157-158

product standardization, increasing, 162

product switching, competition, 116

production processes, product life cycle (PLC) analysis, 163

profitability, bargaining power of buyers, 114

profitability ratios, 93

gross profit margin, 94-95

ROA (return on assets), 93

ROE (return on equity), 93-94

ROI (return on investment), 93-94

prospects, win/loss analysis, 253

public issue scenario, 171

public policy (PP), 127

Q

quadrant 1, SWOT (strengths, weaknesses, opportunities, and threats), 211

quadrant 2, SWOT (strengths, weaknesses, opportunities, and threats), 211

quadrant 3, SWOT (strengths, weaknesses, opportunities, and threats), 211

quadrant 4, SWOT (strengths, weaknesses, opportunities, and threats), 211-212

qualitative methods, scenario analysis

cross-impact analysis, 170-172

delphi method, 170

intuitive method, 169-170

quality, bargaining power of buyers, 114

quantitative method, scenario analysis, 169

quantitative models, scenario analysis, 177

question marks, 28-29

Google, 40-41

questionnaires, developing, 254-255

questions answered, analysis, 6

quick ratio, liquidity analysis ratios, 92

R

radar charts, competitor analysis, 56-57

ranking

DFs (driving forces), 72

strategic factors, SWOT (strengths, weaknesses, opportunities, and threats), 206-209

rapid penetration, 151

rapid skimming, product life cycle (PLC) analysis, 151

ratio analysis, 81

applying to financial statements, 83

ratios, 15

activity ratios. See activity ratios

assessing appropriateness of, 83

capital market returns, 95

earnings per share, 95

price/earnings, 95-97

comparing, 98

across time performance, 98

industrial comparisons, 98

efficiency ratios. See efficiency ratios

financial ratios, 97

leverage ratios. See leverage ratios, 90-91

liquidity analysis ratios, 91

current ratio, 92

quick ratio, 92

working capital, 92-93

profitability ratios, 93

gross profit margin, 94-95

ROA (return on assets), 93

ROE (return on equity), 93-94

ROI (return on investment), 93-94

shareholder returns, 95

earnings per share, 95

price/earnings, 95-97

solvency analysis ratios. See solvency analysis ratios, 90-91

RBA (Rhodes-Blakeman Associates), 99

RBV (resource-based view), 207

relating trends to issues, 195-196

relative market share, plotting horizontal axis, 34

Repeated Economic Meltdown, scenario analysis, 180-181

representativeness, 20

research needs, identifying scenario analysis, 177

resource-based view (RBV), 207

response patterns, issues, 140-144

Rhodes-Blakeman Associates (RBA), 99

rivalry among existing players, Five Forces Industry Analysis, 115-116

ROA (return on assets), profitability ratios, 93

Roberts, Don, 179

ROE (return on equity), profitability ratios, 93-94

ROI (return on investment), profitability ratios, 93-94

S

sales, forecasting, 159

sales resistance, increasing, 162

Sam’s Club, 104-107

satellite, digital music market, 78

SBL (strategic business line), 25

SBU (strategic business unit), 25

scale function, 24

scanning for potential competitors, 58-59

scenario analysis

case studies (forest products enterprises), 179-184

decision scenarios, 177

how to do it, 174-179

learning scenarios, 176-177

methods for generating scenarios, 168-169

qualitative methods, 169-172

quantitative method, 169

overview, 167

strengths, 172-173

weaknesses, 173-174

scenario development

issue analysis, 131

phases of, 174

scenario themes, 176

scoring matrices, issues, 138-139

S-C-P (structure-conduct-performance), 109

segmentation criteria, 32

segmented reporting, 103

selective issues, 138

sensitivity scenario, 171

services, Walmart Stores, Inc., 243

seven-stage progression of public policy, 134-135

SG&A (selling, general, and administrative expenses, 105

share momentum graphs, 37

shareholder returns, 95

earnings per share, 95

price/earnings, 95-97

simplification, 20

skimming strategies, 160

Skyminder, 99

Skyrocketing Energy Prices, scenario analysis, 181-182

slow penetration, 151

slow skimming, 151

smartphones, digital music market, 78

social, technological, economic, ecological, and political/legal. See STEEP

solvency analysis ratios, 90

debt to assets, 90-91

debt to equity, 90

fixed charge coverage, 91

interest coverage, 91

sources of data, 17

specialization function, 24

stakeholders

identifying, 175

issue analysis, 127

Standard & Poor’s Indices and Industry Surveys, 99

stars, 27

Google, 41-40

statement of changes in owners’ equity, 83

STEEP (social, technological, economic, ecological, and political/legal), 187

case studies, life and death of brands, 197-198

how to do it, 193

step 1: understand the segment of the environment being analyzed, 194-195

step 2: understand interrelationships between trends, 195

step 3: relate trends to issues, 195-196

step 4: forecast the future direction of issues, 196

step 5: derive implications, 196

strengths, 191-192

variables, 189-190

weaknesses, 192-193

STEEP scenario, 171

strategic business line (SBL), 25

strategic business unit (SBU), 25

strategic cost management, value chain analysis, 226

strategic decisions, 4

strategic evaluation, 38

strategic outsourcing, value chain analysis, 226

strategies, developing based on competitor analysis, 58

strengths

BCG matrix, 29-30

competitor analysis, 47

driving forces analysis (DFA), 64-65

Five Forces Industry Analysis, 116-117

FRSA (financial ratio and statement analysis), 84

issue analysis, 129-130

product life cycle (PLC) analysis, 154-157

scenario analysis, 172-173

STEEP (social, technological, economic, ecological, and political/legal), 191-192

SWOT (strengths, weaknesses, opportunities, and threats), 202

value chain analysis, 227-228

win/loss analysis, 248-250

structure-conduct-performance (S-C-P), 109

structured ranking, assessing DFs, 71-72

substitute products and services, threat of, 114-115

suppliers, bargaining power of suppliers, 112-113

supply chain management, value chain analysis, 226

support activities

value chains, 223

accessing, 232-233

Walmart Stores, Inc.

firm infrastructure, 244

human capital management, 244-245

procurement, 245

systems and technology, 245

support systems, 6

survey techniques, issue analysis, 131

sustainable growth rate analysis, 37-38

switching costs, bargaining power of suppliers, 113

SWOT (strengths, weaknesses, opportunities, and threats)

actionable SWOT, 218

case studies, Lockheed Martin Corporation, 213-220

generic SWOT, 216

how to do it, 204-205

step 1: list and evaluate SWOT elements, 205-206

step 2: analyze and rank strategic factors, 206-209

step 3: identify a strategic fit, and develop a strategy to improve matches, 210-213

overview, 199-201

prioritized SWOT, 217

quadrant 1, 211

quadrant 2, 211

quadrant 3, 211

quadrant 4, 211-212

strengths, 202

weaknesses, 202-204

SWOT elements

evaluating, 205-206

listing, 205-206

systems and technology, Walmart Stores, Inc., 245

T

tactical decisions, 4

target segments, win/loss analysis, 253

technical issues, 138

Thomson Reuters, 99

threat of new entrants, Five Forces Industry Analysis, 111-112

threat of substitute products or services, Five Forces Industry Analysis, 114-115

three-factor prioritization of weaknesses, SWOT (strengths, weaknesses, opportunities, and threats), 208

times interest earned ratio, 91

timing, 6

total size of industry profit pool, estimating, 237

trends

identifying scenario analysis, 176

interrelationships between, 195

relating to issues, 195-196

turning points, forecasting (product life cycle (PLC) analysis), 161-163

U

uncertainties, identifying scenario analysis, 176

universal issues, 138

U.S. passenger airline industry, 120-123

V

value chain analysis

acquisitions, mergers, alliances, or joint ventures, 226

case studies, Walmart Stores, Inc., 240-245

competitor analysis, 225

customer value analysis, 225-226

how to do it, 229

step 1: define the company’s strategic business units, 229-230

step 3: conduct an internal cost analysis, 233-234

step 4: conduct an internal differentiation value advantage analysis, 235-236

step 5: map the industry profit pool, 236-238

step 6: vertical linkage analysis, 238-240

step 7: iteration, 240

step2: identify the company’s critical value-creating activities, 230-233

integration, 226

strategic cost management, 226

strategic outsourcing, 226

strengths, 227-228

supply chain management, 226

types of value chain links, 224-225

weaknesses, 228-229

value chain analysis (VCA), overview, 221-226

value chains, 222

primary activities, 222

accessing, 230-232

support activities, 223

accessing, 232-233

The Value Line Investment Survey, 99

value-creating activities, identifying, 230-233

variables, STEEP (social, technological, economic, ecological, and political/legal), 189-190

VCA. See value chain analysis, 221-226

vertical axis, plotting market growth, 34

vertical linkage analysis, 238-240

viable substitutes, 114-115

visual competitor strength grids, competitor analysis, 57-58

VRIO (valuable, rare, imitable, organizationally feasible), 207-208

W-X

Walmart Stores, Inc., value chain analysis, 240-241

primary activities, 241-243

support activities, 244-245

warehouse clubs, 104-107

weaknesses

BCG matrix, 30-32

competitor analysis, 47-48

driving forces analysis (DFA), 65-66

FRSA (financial ratio and statement analysis), 84-86

issue analysis, 130

product life cycle (PLC) analysis, 157-158

scenario analysis, 173-174

STEEP (social, technological, economic, ecological, and political/legal), 192-193

SWOT (strengths, weaknesses, opportunities, and threats), 202-204

three-factor prioritization of weaknesses, SWOT (strengths, weaknesses, opportunities, and threats), 208

value chain analysis, 228-229

win/loss analysis, 250-252

win/loss analysis

benefits of, 249

case studies, email marketing solutions, 258-260

how to do it, 252

step 1: determine the target segments and identify prospects, 253

step 2: understand internal cultural issues, 253-254

step 3: develop the questionnaire, 254-255

step 4: prepare for the interviews, 255

step 5: conduct the interviews, 256

step 6: analysis and interpretation, 256-257

step 7: dissemination, 257-258

strengths, 248-250

weaknesses, 250-252

win/loss analysis (WLA), overview, 247-248

win/loss process, 258

WLA. See win/loss analysis

working capital, liquidity analysis ratios, 92-93

The World Continues Its Course, scenario analysis, 180

Worldscope Fundamentals, 99

Y-Z

Yahoo! Finance, 99
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