Chapter 1 – The Origins of Strategy 

Why investigate the history of strategy? 
· Defining & redefining strategy has been an ongoing endeavor, so it is the logic place to start 
· Allows to define patterns in different strategies, which run throughout the book
· In path-dependency theory, you have to understand the history to fully understand the present 

For long, strategy was limited to military actions and war 
 first industrial revolution (1700-1800): no strategy yet, as companies didn’t think they could significantly alter the market environment (‘invisible hand’, was out of their control)
 second industrial revolution: technological improvement (railroads etc) gave rise to economies of scale & scope, and the new strategical vertically integrated firm emerged that, over time, was able to alter the environment it was present in 
 WWII & new quantitative techniques started the topic of strategical research; the learning curve which was discovered in 1930’s gained importance in the war too
 the concept of distinctive competences came out of the military too

This all led to belief that, by conscious planning, a company could positively influence the existing market forces. 


While there were some early articles published on strategy, most of the development started in courses of prominent business schools in the 50s and 60s 
 gave rise to the SWOT analysis; Ansoff’s product/mission matrix; and the further concept of distinctive competences, what makes a company stand out, even more important at the long – term level as long-term investments usually mean more risk (both very important concepts in 1960s) 
 when a company’s opportunities seem to outrun its current distinctive competences, they have to show a willingness to gamble that they can build the latter one up to the desired level
· Failure of companies was often blamed on them focusing too much on their current distinctive competences; and not adapting to changing environments 

In 1960s, business environment became more complex, and academics stayed focused on a case-by-case method; so companies set up their own planning departments and hired the newly emerging consulting firms, like Boston Consulting Group and its experience curve 
 their version of the learning curve, but in a quantified way: doubling of production leads to a total cost decline of 20% 
Another ‘powerful oversimplification’ of them was the growth-share matrix, giving rise to the first portfolio planning and diversification to get more market share
· Keep a balance between cash cows and stars; allocate some cash to question marks; and sell off dogs

 strategic business units were similarly developed by McKinsey in cooperation with General Electric, bringing the nine-block matrix as well as the profit impact of market strategies (PIMS) 
· Forced strategic thinking to be less aggregate and closer to the production level 
 portfolio planning even further popularized when crises of ’73	and ’79 forced companies to think about and discard parts of their businesses 
 Crises also questioned traditional learning curve, due to excess capacity and high inflation; as an intense cost-minimizing strategy reduces your ability to innovate and deal with innovations of competitors 
· Also criticized for treating cost reduction as automatic rather than managed 

 eventually, portfolio planning came under attack as well. SBU recommendations were often sensitive to which planning techniques are used; and the recommendations based on historical data was problematic, as was the assumption that capital was the scarce source to focus on 
· Often left companies that implemented it vulnerable to competitor’s actions
· Focus on quantitative analysis of portfolio planning was also criticized for being detached from business, and focused on short-term cost reductions rather than long term competitiveness  


Porter – What is Strategy? 

Positioning is too static, according to new strategy theories. Copying is easy, and any competitive advantage is temporary in today’s rapidly changing environment
 Only a half truth. Some industries are like this and companies investing to become leaner can be good; but this hypercompetition is also a self-inflicted wound and leads to mutually destructive competition. 

 big problem is lack of distinction between operational efficiency and strategy 
· Both are necessary for a superior position, but work in different ways 
 One can only outperform rivals by offering the same for less, or more for the same price; meaning cost reductions, differentiation, or both. 
· Key concept is all activities that are going to decide the above 
 Operational effectiveness means performing similar activities better than competitors, by better utilizing inputs 
 strategic positioning means performing different activities, or similar activities different 

 differences in operational effectiveness (get more out of inputs; eliminate waste; better management) are very common, and decide the differences in profitability between firms 
 productivity frontier: sum of all best practices at a given time; moving closer to it means improving as a firm. Frontier is constantly evolving as well, as new technology emerges 
 firms have to be constantly evolving and learning to this changing frontier
 the closer you get to the frontier, the easier you can improve on multiple facets at the same time, like lower costs and improve differentiation; it is no longer a tradeoff 
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Automatisch gegenereerde beschrijving] constant improvement in operational effectiveness is necessary for superior profitability, but not enough for long term survival 
 usually bc of rapidly changing best practices and quick imitation

 effectiveness competition moves the frontier to the right, setting the bar higher for everyone, leading to absolute improvement in OE, but this doesn’t lead to any relative improvement for anyone as they don’t capture the value they create 

 secondly why OE isn’t enough: eventually, all companies will look the same, becoming a race down a path no one can win, becoming self-destructive

Competitive strategy is deliberately choosing to a different set of activities to offer unique a value mix. Often defined in terms of customers (like, ‘airline serves price-sensitive travelers’), but is really about performing different activities or doing activities differently 
 Southwest: doesn’t offer meals, assigned seats, baggage transfers,… giving their unique positioning, that no one could beat them to on their flight routes  
· It is the tailored set of activities that turn a marketing ploy into a strategic positioning 

Strategic positioning comes from 3 overlapping sources: 
· Variety- based positioning: producing a certain subset of an industry’s products. Optimal when you can best produce this using distinctive sets of activities. Like Jiffy lube only offering lube, bringing faster service and lower costs
· Need-based positioning: satisfying nearly all needs of one customer group. Like Ikea that meets all needs of its customer group, not just one. 
· Access-based positioning: segmenting customers that are accessible in different ways. While their needs aren’t so different from other customers, the best set of activities to reach them is. Carmike only offers cinemas in small towns, which is possible by their lean and standardized services. 

 strategy is the creation of a unique and valuable positioning, involving a different set of activities. If there was only one best position, there would be no need for strategy 
· Just the unique positioning isn’t enough for success: imitation is unavoidable. Competition can reposition itself to be the ‘superior competitor’, or can ‘straddle’, matching the benefits of the successful position while still maintaining it own position 
 But a strategic position isn’t sustainable unless you have tradeoffs with other positions with activities it is incompatible with
· Continental lite: wanted to imitate southwest, but still maintained its other regular line, eventually leads to inefficiencies 
 tradeoffs create the need for choice and protect against repositioners and straddlers purposefully limiting what a company offers, like fancy soap only in drug stores, protected from imitation 
 3 reasons for tradeoffs: 
· Inconsistencies in image or reputation: when you start delivering something else than usual, customer can start getting confused and undermine its reputation, a cheap soap brand can’t start imitating the fancy soap 
· Activities themselves: different positions require different sets of activities. Ikea could never satisfy high end customers with its current layout 
· Because activities are overdesigned or underdesigned for their use, destroying value
 continental paid the price of tradeoffs between activities as they lost on the low cost, the two could not be combined 

 the lack of tradeoffs, being able to improve on both cost and differentiation, is only possible when you start far out of the frontier or if the frontier shifts to the right. On the frontier, where you have all the best practices implemented, there is a real tradeoff 

 what is strategy? Strategy is also making tradeoffs in competing, and thus choosing what not to do. Without them, there would be no need for choice and no need for strategy

 OE is about excellence in individual activities; strategy is about combining activities 
 every activity is equally important in this, complementing each other, and creating a fit that locks out competitors that is as strong as its strongest link 
 some fits are company generic, but strategy-specific fits create the most value as it enhances a position’s uniqueness and amplifies tradeoffs. Plus, they force OE, as one bad activity will rot all the rest 

3 non-exclusive types of fit: 
· Simple consistency: aligning each activity with its strategy. Makes sure that competitive advantages don’t cancel each other out and makes it single-minded
· Reinforcing activities: like fancy soaps in fancy hotels, reinforcing the sales 
· Optimization of effort: complete activity coordination and information exchange to minimize wasted effort
 competitive advantage grows out of the entire system of activities. The fit enhances that. Thus it is wrong to focus only on ‘core competences’ and ‘key activities’ in strategy 

 fit is also important for sustainability of strategy: it is much harder to identify, replicate, and imitate a system of interlocking value enhancing activities than just one core activity 
	 just imitating a few of the fitting activities doesn’t work, like Continental Lite 

 strategic positions should be on the long-term, as consistency reinforces the fit and frequently changing position is costly for the company 

 What is strategy? Strategy is the creation of a fit between each activity to create and reinforce a positioning 

 while external threats (competition, technology) are important, most bad strategy decisions come from within; with management not focusing on long term strategy or blindly imitating everything competitors do; thinking ‘customer focus’ means serving every single customer; or thinking that making tradeoffs limits the imaginary growth they want to get 
	 focus should be on deepening your position, not broadening it for an ‘easy’ growth 
· Globalization can offer this deepening that isn’t possible domestically 

 the job of the highest leader is to guide the company to one strict strategy and maintaining it, to say ‘no’ and achieve those tradeoffs, and clearly distinguish between operational excellence and strategy. OE needs to be continually improved, but so does strategic positioning 


Collis & Rukstad – Can You Say What Strategy Is? 

 very few executives can consistently say in 35 words what their strategy is; or they’re surprised when the long strategy documents coming out of their meetings are never well implemented 
 they forget to have a short, clear strategy statement that everyone involved knows and aligns to, otherwise you will have chaos in all of your departments 

 Porter’s article did not answer the question ‘how to describe a strategy?’ 
 when you have a clear definition of this, it ill be easier to formulate your strategy; and to implement it as you can easily communicate and internalize it 

 3 elements for good strategy that executives have to be crystal clear about: objective, scope and advantage 
 1. Definition of the ends you want to achieve, how else would you attain it? 
Should include not only an end goal but also a time frame
 2. The part of the landscape the firm will operate in, and the boundaries to what it will offer 
 3. Competitive advantage is the essence of strategy, saying how you will do the above differently or better  
- Internal and external component: how your activities will be aligned to deliver the unique value, and why the targeted customer should choose your product 
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Automatisch gegenereerde beschrijving] each of these requires tradeoffs, which distinguish companies strategically

 strategy should be the single objective driving the company the next 5 years, not the mission statement (stating the underlying motivations for being in business) or firm values or vision (an indeterminate future goal). These 3 are often shared by many industries, while strategic objectives should be unique 

 strategic objective should be specific, measurable and time bound. Not (shareholder value’, but what you believe the main driver behind shareholder value will be (growth, becoming marker leader,…) 
 	 choosing and changing the objective can have a large impact on the firm 

 Scope has 3 dimensions: customer or offering; location; and vertical integration. They define hqt managers should(n’t) focus on, and can vary in relevance per firm 
 Not exactly detailed, does encourage experimentation with scope, but clearly defines what manager should focus on 
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Automatisch gegenereerde beschrijving] advantage is the most important element. Clarity about what makes the firm distinctive helps employees in successfully executing the strategy. Consists of 2 parts: 
 statement of customer value proposition: why should they buy your product? Value map can help with defining this against your rivals (= consistent decisions & activity-system map from Porter) 



 How to define strategy? Develop the strategy after investigating the landscape, but also investigate those of competitors and how they might change in the future. Rigorous investigating of resources and capabilities. 
 all to find that sweet spot between capabilities and what customers want that your competitors can’t match 

 should involve all levels of employees, in the best wording to be as clear to everyone as possible, with a value proposition chart and activity – system chart attached 

Brandenburger & Stuart – Value Based Business Strategy 

What exactly is value in a business context?  following porter, they say the vertical value chain creates value as a whole (forcing companies to think more externally), depending on characteristics of suppliers (who are often treated as mere cost cuts), firms, & buyers 
Which player then captures this value?  relies on ‘added value’, value created by all players in chain minus value created by all players but your own 
	 in certain cases, this added value forms the upper bound to the captured value 
	 necessary, but not sufficient condition is thus to have positive added value, 	created by having a favourable asymmetry with your competitors 
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Automatisch gegenereerde beschrijving] the value created by a vertical chain of players is defined as follows: value created = willingness-to-pay (of the buyer) – opportunity costs (of the supplier) 

Willingness-to-pay: the tipping point where customers won’t prefer the quantity of product over the money 
 easy for eg. Industries with calculated operational savings from your product; harder for household products 

Opportunity costs: the tipping point where supplier won’t prefer the given money over keeping its products 
 eg potential employees: their opportunity costs will be highest alternative wage they can secure 

Nor mention of price yet: this is outcome of bargaining between firm & buyer & supplier. But in setting two above, it is expected that all parties have access to all other already set prices in market 
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Who captures the value created?  result of bargaining between players. simple value chain


What with multiple players and competitors? Then WTP of premium product would depend on WTP of standard product, and you’re unable to separate value creation and capture
 separate ‘inside’ and ‘outside’ the game -> define WTP similarly as above, only the money couldn’t have been spent on the standard product as this is in the game ; same for opportunity costs 

Example 1: game with 2 suppliers, 2 firms, 1 customer. Each supplier has opportunity cost of 10, WTP’s are 100 and 150 for the firms. Opportunity cost is 10, of course. Only 1 WTP can be chosen, as customer will interact with only one firm. 150 is WTP chosen, as that leads to the largest pie  value created = 150 – 10 = 140; always equating to largest slice. 

Who then captures value with more players? Again due to bargaining, but many-on-many instead of one-on-one, as competitors try to on-up each other 
 in equilibrium, each player’s captured value can be no greater than their ‘added value’, equal to value created by all players in chain – value created by all players but your own 
 places upper bound on value captured; if it would be higher for one player, the other players would have missed out on a very favourable deal they could have made
Following example 1: added value of each player is 0, same for firm 1. Second firm has added value of 50; buyer has added value of 140. Assuming all players are competitive; outcome will be 0 captured value for suppliers and firm 1; between 0 and 50 for firm 2; between 90 and 150 for the buyer. 

 builds on ‘unrestricted bargaining’ assumption, that all players identify all and the best deals 
 added value approach doesn’t offer one set outcome; what that will be depends on how tough each player is in bargaining 
 except when sum of added value of each player equals value created; then it is one outcome 

How can a firm capture value through added value?  2 steps: 1 benchmark situation; and generating positive added value from there 
 Benchmark situation: firm has large number of identical competitors (same WTP and opportunity costs). Don’t expect any added value in this scenario, so 0 added value 

Example 2: 4 supplier, 3 firms, 2 buyers. Opportunity cost of 10; WTP of 100. Value created = (100 – 10) * 2 = 180. Added value of suppliers is 0. Each buyer’s added value is 90. Firms then have added value of 0. (sum of all added values is always overall value created). 

 Firms can have positive added value if they are ‘different’ from their competitors 

Example 3: 4 suppliers, 3 firms, 2 buyers. Opportunity cost of 10; WTP of 100 for first and second firm, and 150 for third firm. Value created is (150 – 10) + (100 – 10) = 230. Added value of suppliers is 0, same for first and second firm. Third firm has added value of 50; each buyer added value of 90. 
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Automatisch gegenereerde beschrijving] asymmetry arises because the firm could raise the WTP for its product; or because the WTP for the competing product dropped
 can also exist in opportunity costs, because firms find a way to lower opportunity costs of its suppliers, or because other suppliers end up with higher opportunity costs
 these 4 routes to added value are ‘value based strategies’ 

Top left box: differentiation strategy, raising WTP for your product 
Bottom left box: lowering opportunity costs of suppliers of your firm, by e.g., reducing the cost of suppliers to do business with you, or nonsalary benefits competitors can’t match
Top right box: lowering WTP of competitor’s product, e.g., bad-mouthing or switching costs for buyers, like retraining costs for them, so they’ll stick with them 
Bottom right box:  raising opportunity costs of suppliers providing services to other firms, e.g. influencing suppliers’ perception of competitors; switching costs for suppliers 

Discussion
 size of pie was determined under assumption of ‘maximal flow’ possible; this follows from unrestricted bargaining assumption: you keep luring buyers & suppliers away when you can offer a better deal, until you hit the limit of maximal flow 
	 means processes of value creation and appropriation are actually entwined
 unrestricted bargaining isn’t always possible due to frictions in the market, if so, in these situations some players can capture more value than their added value e.g., new market entrants have asymmetries with established players leading to 0 added value for them (unless they succeed, e.g., through ‘judo economics’ where they target such a small part of the market the larger player just concedes; this only works if there is thus such friction in the market)

 ‘outside’ the game: alternative products available for customers, and alternative uses of resources for suppliers 
 this boundary generally does not matter, if players are deemed inside or outside

 often shareholder value maximization is main objective, here value appropriation maximization is objective, which one is correct?  depends on perspective you take 
 in a sense, dividends can be seen as the opportunity cost of shareholders’ capital 

Koller – Fundamental Principles of Value Creation 

Fred the hardware store: 
 ROIC: after-tax profits divided by capital invested in working capital and PPE – 18% 
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Automatisch gegenereerde beschrijving] WACC: what he would get if invested money elsewhere – 10% 
 1 store was making only 14% ROIC, should he close it to raise the average ROIC? – no, it’s about the combination of ROIC and amount of capital invested expressed as economic profit, not ROIC itself 
 economic profit: spread between ROIC and cost of capital, multiplied by invested capital
	 should maximize economic profit over long term, not ROIC! 
 firms with fast growing operational profit aren’t necessarily better, as this growth is pushed by large capital injections, lowering ROIC & economic profit 
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Automatisch gegenereerde beschrijving] what with new expansion that would lower economic profit the first few years, to then increase?  calculated with DCF, or discounted economic profit + invested capital today, which will amount to the same result! 

 Fred goes public: all the above was strategy for the real market: choose strategies that maximize future cash flow or future economic profit. When going public, you must simultaneously deal with the real market, and outside investors and analysts.
 these investors buy and sell share based on what they think their intrinsic value is: based on what they expect the firm to generate in the future, not on what it has already done or the assets it has (share price also calculated through DCF)
 fred has intrinsic value of 20 per share now, but only invested capital of 7 per share; meaning investors are willing to pay an upfront premium of 13. If firm continues exactly as forecasted, investors will generate 10% return; if better/worse, more/less than 10%
		 investor return is driven by performance relative to expectations 
 must manage both real market return (which drives intrinsic value of firm) and stock market expectations at the same time! 
	 too low expectations (and too low share price): risk for hostile takeovers
	 too high expectations (and too high share price): dissatisfaction & share price drop 

 fred expands to garden and furniture stores: can’t just focus on backwards looking financial metrics for each division, as this doesn’t tell which value is created for the future 

5 important lessons fred learnt: 
1. In the real market, you create value by earning a return on your invested capital greater than the opportunity cost of capital 
2. The more you can invest at returns above the cost of capital, the more value you create (growth will create more value as long as the return on capital exceeds cost of capital) 
3. Select strategies that maximize the present value or expected cash flows or economic profit (which will give same answer)
4. Value of firm shares in stock market is based on the market’s expectations of future performance (which can deviate from intrinsic value if the market is less than fully informed about the firm’ true prospects) 
5. After initial price is set, the returns shareholders earn depend more on changes in expectations about future firm performance than the actual current performance. If you earn less than expected, stock prices will drop! 
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 both firms have same earnings, but this can be misleading! Value inc. needs less investment to achieve the same growth in profit, so is more valuable 
 can calculate firm value with DCF formula, giving 1500 and 1000 each. Similarly calculate earnings multiples: 15 and 10 each. 
 dangers of valuing with multiples: Value inc. multiple multiplied with Volume inc. earnings would greatly overestimate Volume inc. 
 DCF accounts for difference in value by factoring In capital spending and other cash flows necessary to generate earnings
 but, cash flow projections don’t say anything about the firm’s competitive position, how it compares to competitors,… plus, short-term projections are bad measurements of performance and easily manipulable 

 what matters is two drivers behind cash flow (and subsequently value as well): 
	 rate at which company can grow its revenues and profits
	 its return on invested capital, relative to cost of capital 
 firm earning more profit per dollar invested will be worth more; so will a company that is  growing faster than slower competitors with same return on invested capital 

ROIC and growth drive cash flow: 
 growth rate = return on new invested capital * investment rate
 growth drives cash flow and value. As long as return on new invested capital is higher than cost of capital used to discount; higher growth will generate higher value
 makes sense for investors to accept lower cash flows in early years when growing, if they are made up later on 

When to do what? 
 already high ROIC: increasing growth creates more value than further increasing ROIC
 Low ROIC: increasing ROIC creates most value  
 return exactly same as WACC: additional growth neither creates nor destroys value (investors won’t invest in growth as they will get the exact same return somewhere else)
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Automatisch gegenereerde beschrijving] return on new invested capital less than WACC: additional growth will destroy value (investors are better off investing somewhere else) 

Some terminology: 
 NOPLAT: net operating profits less adjusted taxes: profits generated by company’s core activities, minus income taxes on company’s core activities 
 Invested capital: cumulative amount company invests in its core operations- PPE, working capital, …
 Net investment: Increase in invested capital from one year to the next  
 Free cash flow: cash flow generated by core operations after deducting investments in new capital (FCF = NOPLAT – Net investment) 
 ROIC: return each company earns on each dollar invested in the business (ROIC = NOPLAT / Invested capital)
 Investment rate: portion of NOPLAT invested back into the business (IR = Net investment / NOPLAT)
 WACC: rate of return investors expect from the company 
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Now, without having to discount each year’s forecast: 
(giving same result as discounting each cash flow)
 relates to all fundamental drivers of corporate value: growth, ROIC, and cost of capital 
 but not very practical, as it is very restrictive: assumes constant growth rate, ROIC,… 

 same result can be achieved working with economic profit, where the value of a company is the amount of capital invested plus the present value of the value created each year
	 more real, as you wouldn’t measure a firm’s yearly performance in cash flows 
Economic profit = invested capital * (ROIC – WACC)
	  	    = NOPLAT – (Invested capital * WACC) 

Then value of a company = Invested capital + present value of projected economic profit 
(So, if it would return exactly its WACC, it would just be worth what was initially invested)

ROIC and growth also drive multiples: e.g. earnings multiples, not only driven by growth! 
industry multiples are not great to rely on, but have endured because they’re simple, and don’t require large, unknown forecasts about the future 


Koller – Frameworks for valuation 

 company’s value is driven by 1) ability to earn ROIC higher than WACC, and 2) ability to grow. High returns and growth result in high cash flows, and thus drives value. 
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Automatisch gegenereerde beschrijving] 2 valuation methods: Discounted cash flow (relies solely on flow of cash in and out, not accounting earnings) and discounted economic profit (shows if company is earning its cost of capital in each year) => both give identical results 

 MM: value of firm’s economic assets must equal value of the claims against those assets
 thus, 2 ways to value firm’s equity: value the entire operation and subtract all non-equity financial claims; or value equity cash flows directly 
 Should yield same results; but equity cash flow method is difficult in practice 
 also easier to value separate business units and projects with first method

 DCF = operating assets (=discounted FCF) + non-operation assets – nonfinancial claims 

 FCF = cash flow generated by operations, minus any reinvestment 
	 available to all investors and thus independent of leverage 
	 thus, WACC need to be used to discount, to represent risk for all investors 
(use of fixed WACC implicitly assumes capital structure stays at some target; if this would change in the future, adjusted present value should be used)
(Exhibit 5.5 & 5.6 ROIC & FCF calculation) 

 forecast FCF start with forecast NOPLAT and invested capital, then calculated from there 
 continuing value at end calculated with perpetuity formula similar like the one above
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 nonoperating assets: cash and marketable securities; and illiquid investment, like nonconsolidated subsidiaries

 nonequity claims: debt, leases, retirement plans,…


 DCF: based on cash in & out flows; simple, but doesn’t say much about firm performance
 economic profit: highlights how and when company creates value

 Economic profit = invested capital * (ROIC – WACC) = NOPLAT – (Invested capital * WACC) 
	 (can be negative if you don’t earn you cost of capital) 
 substituting everything in value formula from chapter 3 eventually gives: 
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 economic profit measure clearly shows effect of 2 key value drivers on firm value; DCF didn’t, there FCF could even continue to grow while ROIC dropped

 plus, you can clearly compare a firm’s operation value with its invested capital 








 adjusted present value model: using constant WACC in valuation assumes company works with target debt-to-value ratios for its capital structure.  But as cash flows significantly improve, so do the debt levels usually as well 
	 then, constant WACC would overestimate the tax shields
 APV separates operational value into sum of  enterprise value if it were all equity financed; and PV of the tax shields (follows directly from MM; leverage does matter, as risk will increase with higher leverage) 
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Automatisch gegenereerde beschrijving] APV =  discount FCF with unlevered cost of equity + value created by use of debt 

(same here as above as we assume constant target ratio for home depot)
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 Capital cash flow model: when company actively uses target-to-value level for its capital structure; both FCF and tax shield is discounted at unlevered cost of equity. Can thus combine the 2 into one capital cash flow: 
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 cash flow to equity valuation model: discounts cash flows to equity directly with cost of equity, instead of indirectly by subtracting nonfinancial claims from enterprise value 
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Automatisch gegenereerde beschrijving] difficult model to implement when debt-to-value will change over time; and hard to value individual business units 

 2 other variations: using real instead of nominal FCFs; and using pre-tax cash flows

 2 alternatives to DCF: multiples and real option pricing 

Koller – Thinking about Return on Invested Capital and Growth

 in long trial of DCF, can be easy to lose track of what’s really important: ROIC and growth. Further details & forecast items can cloud what actually drives the value
 focusing on these can help you see if the forecasts really fit with the firm and the industry
 exhibit 6.1 shows realistic DCF calculation with only 3 projections
 all extra line item should only be added when they increase the accuracy of the key value drivers

 simple key value driver model from chapter 3 only works with stable, mature companies
 but is overly restrictive for growing companies, as their ROIC is likely to change
 general ROIC evolution: value depends on peaks of your ROIC, and how long you can hold on to this (sustainability) 
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 where is your source of value creation? Is it the higher price? Is it the lower cost? Is it more products sold per invested dollar? To justify any high future ROIC, you must have at least one competitive advantage 
 price premium: when you sell a differentiated product, so you are the price setter. E.g. Coca Cola, because of its brand loyalty 
 cost competitiveness: selling at a lower price than competitors. E.g. Walmart 
 capital efficiency: selling more products per dollar investment offers competitive advantage even when profits are low. E.g. southwest always has its planes in the air. This difference can be traced back to the corporate strategy southwest has chosen 

 just one of 3 above is not enough; a firm has to sustain this as well. A company has to avoid competition from easily duplicating it, or new firms from entering, else its ROIC peak will be short-lived 
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 if you generate high return above your WACC, you will attract new competitors. Challenge is to protect yourself, or always switch to other trends (Intel) or markets (J&J)
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What if you don’t have positive spreads? You have to ask yourself
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Empirics of ROIC: 
 median ROIC is 9%, but very high differences between companies, growth and industries. Companies with sustainable advantages, like patents, earned higher ROIC than others. ROIC does regress to the median, but stays persistent (when 20% in ’94, half still 20% in `04)
 stayed consistent over 40 years, with only slight increase, mainly pushed by large companies with high entry barrier industries. However, this is not observed when measured with goodwill included. 

 median ROIC consistently increases as revenue growth increase, regardless of revenue size. But, strong growth does NOT cause strong performance, as this is unlikely to be sustainable 
	 why the positive correlation? 1) underlying factors cause both high growth and ROIC, like high entry barriers where demand can’t be satisfied. But if demand would drop, so would ROIC (so not sustainable). 2) companies with high ROIC have more incentives & opportunity to grow, by e.g. starting and accepting new projects 
 revenue size doesn’t have an impact on ROIC, often because of inefficiencies that overpower possible economies of scale 

 how fast does competition push down the high ROIC? Most companies with high returns fall over next 15 years; companies with low returns rise over next 15 years. 
 but, highest companies don’t fall as much. Conservative valuation technique to assume ROIC regresses to WACC in perpetuity is thus not as applicable to high performing firms. 
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 probability of increasing/decreasing ROIC 








 growth creates value only when additional return is above WACC. In today’s competitive environment, it becomes increasingly pushed, but also difficult to find projects and grow
 median growth was 6.3% (relatively high compared to GDP, can be bc of stock-listed companies, increased specialization & outsourcing, etc) and fluctuates more than ROIC. Very high growth rates also decay very quickly, whereas ROIC was more persistent. Extremely large companies struggle to grow further. Large differences across industries as well.

 why is high growth so hard to maintain? Large growth also attracts high competition. Similarly, the larger you get, the lesser you grow (growing at 20% at 1 million is much easier than at 2 billion). Plus, even the best products eventually track market growth. 

Ghemawat & Collis – Mapping the Business Landscape 

 industry matters: 10-20% of variability in profit comes from the industry they’re active in
 economic margin varies systematically across industries, making it difficult for managers in some industries to lift their company to the top
 business landscape (broader than industry): three-dimensional representation of which industries you can compete in, the profitability of this industry, and how you can compete 
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 traditional supply-demand curves didn’t have much impact on strategy development until ‘70s, when downwards shift in demand forced managers to think more about the cost side in the supply curve 
 but is limited, as it assumes you don’t have any market power as a firm and assumes unrealistic homogeneity amongst customers 

 history of mix of economy and supply-demand analysis: eventually led to rise of industrial organization, mapping the differences in profit between industries 
 impact on strategy was small as most economists focused on public rather than private police, until Porter started explicitly focusing on strategy (and his 5 forces that influence average industry profitability framework) 
	 generalized the supply-demand analysis of individual markets in several ways 
1) Relaxed assumption of both large numbers of competition and homogeneity 
2) On vertical axis: shifted focus from 2-link chain (suppliers & buyers) to 3-link chain (suppliers, buyers & rivals) 
3) [image: ]On horizontal axis, it accounted for both direct rivals as well as potential entrants
 focus on private policy, emphasis on extended competition, and ease of use made this framework highly popular 

 FORCE 1: degree of rivalry 
 represents how the value created in an industry dissipates to direct competition 
 depends on number and size of competitors (larger rivals usually can’t easily gain additional market share) e.g. airlines: lack of one major player means when one airline raises prices, the others quickly follow
 also depends on general industry conditions: high fixed costs, excess capacity, slow growth, lack of product differentiation all increase degree of rivalry. E.g. all of these are attributed to low profitability in airline industry 
 also behavioral determinants: if competitors are diverse, face high exit barriers, or have high strategic value to their position in the industry, they will likely become more aggressive

 FORCE 2: threat of entry 
 key concept is entry barriers, which prevent competitors from joining industries where profit is above zero -> large investments, reputations you need to build up,… 
 e.g. two strategic groups: research pharmaceutical and generic manufacturing pharmaceuticals. First one is more profitable, due to higher entry barriers 

 FORCE 3: threat of substitutes 
 depends on relative price-to-performance ratios of different types of products or services customers can use to satisfy their need. Similarly depends on switching costs for customers when switching to different product
 substitution curve follows S-shape: starts slow with few trendsetters, then other customers quickly follow, then slows down as all cost effective substitution has occurred 
 e.g. cars, busses,.. for short distance travel. Not just exactly similar products. 

 FORCE 4: buyer power
 one of two vertical forces. Influences appropriation of the value created by an industry. More buyer power allows buyers to squeeze margins by forcing them to reduce prices or increase services offered 
 more power when only a few customers, very large order sizes, well informed customers, few switching costs,… but important to distinguish between potential and used power 
 dependent on behavior: e.g. pharmaceutics, patients often can’t choose to not buy the drugs, or afford to have the substitute fail 

 FORCE 5: supplier power
 mirror of buyer power. Depends on size and concentration of suppliers, the degree of differentiation of the inputs, and switching costs for the firm
 e.g. airlines: struggle with very strong labor unions

 buyer & supplier power is not only competition; also has strong cooperative component to it that managements can’t lose sight of 
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 framework later generalized often, e.g. the value net framework which highlights critical role complementors play, the opposite of competitors (6th force!). They increase WTP and decrease supplier prices. E.g. doctors for pharmaceuticals, or Microsoft and Intel 
 while they both create the pie, they likewise compete with each other for a slice of that pie. Bargaining power of complementors depends on relative concentration, relative supplier/buyer switching costs, relative complementor to your competitor switching costs, ease of complementors invading other competitors, growth rate of the whole pie. 
	 but not argument to limit their power; they are usually needed for excellence 

 so far, landscape templates discussed (supply/demand, porter, value net) focused on bringing in new players. Do we need to add more? Maybe, e.g. nonmarket players like the government. But main takeaway is that there is no all-purpose framework to analyze landscapes. 

 Process of mapping business landscapes. How can managers link the above to strategy? Shouldn’t be used to see if you’re above or below economic sea-level, as most managers know this. Instead, is used for understanding this variation. Six step process: 
1) Gathering information. A lot of public information available, but needs filtering
2) Drawing the boundaries. Industry definition: which part of the landscape to focus on. General purpose industry classifications can help (when reworked), so can ‘inside out’, starting with your own market and slightly expanding from there, including substitutes and complements (Horizontal Scope). Vertical & geographical scope focusses on which supplier/buyer chain to consider and the physical locations 
3) Identifying groups of players. Competitors, new entrants, substitutes, complements, buyers & suppliers, and any other necessary. Need to be consistently categorized, and distinguishing within can be handy to see differences in bargaining power 
4) Understanding group-level bargaining power. Not focusing one everyone, but only those groups with the most favorable conditions, keeps the analysis manageable 
5) [image: Afbeelding met diagram

Automatisch gegenereerde beschrijving]Thinking dynamically. Thinking about how the landscape will change in the future is the most important, as failure to anticipate change can be disastrous. Useful to think about different time horizons, economy wide business cycles and sensitivity to that, and your distinct industry cycle. Also lessening effect of short-lived cycles. 
6) Responding to/shaping the business landscape. Use the above knowledge to form strategic action. 
















Porter – The 5 competitive forces that shape strategy

 competition is often only seen as direct rivals, which is too narrow: there are 5 forces to keep in mind when talking about strategy, and when understanding industry competition and profitability. When forces are intense (like airlines, hotels) almost no company earns attractive returns. If not (like software, soft drinks), may companies can be profitable 
 industry structure is what drives competition & profitability, not whether it is emerging or mature, high tech or not, regulated or not,… 
 while many things can influence profitability in the short run (eg business cycles), the 5 competitive forces and industry structure shape the medium and long term industry profitability 
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Automatisch gegenereerde beschrijving] 5 forces reveal the root of industry’s profitability and offers framework for anticipating and influencing competition (and thus profitability) over time and is essential for strategic positioning 

 which forces are strongest depends on industry. Eg. Airbus/Boeing have fierce rivalry and high airline bargaining power, but very low threat of entry. The strongest forces are most determinant for profitability of industry, but are not always as obvious 

 Threat of entry. New entrants put pressure on prices, costs, and investments needed to compete. Definitely when diversifying, like very established Apple with Apple music. 
 puts a cap on industry profitability bc incumbents must hold their prices or keep investing to keep barriers up when threat is high (-> not bc of actual entry) 
 7 major entry barriers: 
1) Supply-side economies of scale: producing at higher volumes lowers costs. Forces potential entrants to immediately start at high volume. Exists in all parts of the chain 
2) Demand side economies of scale. Network effects. Buyer’s WTP increases with number of buyers that also choose the company. E.g. Ebay
3) Customer switching costs. The larger the costs, the harder to get customers. 
4) Capital requirements. Large investments needed, definitely when non-recoverable. 
5) Incumbency advantages independent of size. Any cost or quality advantage the incumbent has to deter, like technology, suppliers, brands, experience,… 
6) Unequal access to distribution channels. When retail/wholesale is limited to enter
7) Restrictive government policy. Can hinder or aid entry, or amplify other barriers. 

 possible retaliation to entrants by incumbent also plays a role in deterring. Risk is higher when they’ve done so previously, they have plenty resources to do so, etc. 

 Power of suppliers. Can reduce profitability by increasing costs, reducing quality, etc. E.g. Microsoft reduced profitability of PC industry with high price of software. 
 supplier group is powerful if it is more concentrated than industry it sells to (like Microsoft); suppliers don’t depend heavily on that industry for survival; firms face supplier switching costs; suppliers offer differentiated products; there is no good substitute; supplier credibly threatens to move forward in value chain. 

 Power of buyer. Can capture more value by demanding lower prices, more quality, and playing industry players against each other, reducing profitability. 
 have power when they have negotiating power. Have this when they’re highly price sensitive; there are only a few buyers or very large volumes purchased (def. important in industries with high fixed costs); industry has undifferentiated products; low buyer switching costs; can credibly threaten to move backward into supply chain. 

 applies to customers and b2b. also to intermediate customers, but their power increases when they can also influence buying decisions of other customers downstream, e.g. jewelry retailers. Can be fixed by directly influencing the end user to choose your component 

 Threat of substitutes. When industry doesn’t distance itself from substitute through prices, marketing, etc. , they put a cap on the price and reduce profitability and growth potential. Can be direct, like email to express mail, but also in different parts of the chain, like software sold to travel agents gets threatened by online travel websites. 
 even not purchasing, purchasing a used product, or doing it yourself are substitutes 

 threat of a substitute is high if: offers attractive price-performance trade off to industry’s product (§the better the relative value, the more it reduce profit); buyer’s cost of switching to substitute is low. 
 substitutes can also be good for your industry: e.g. plastic as low cost substitute for aluminum in car manufacturing 

 Rivalry among existing competitors. Degree with which it drives profitability down depends on intensity of rivalry and basis of rivalry. 
 intensity is greatest when competitor are numerous or equal in size and power; industry growth is low; exit barriers are high; rivals are highly committed and want to be the best; lack of familiarity between firms means they can’t read each other well 
 when firms compete on same basis, or dimension, rivalry is most intense and detrimental, as it leads to zero-sum game
 most destructive when solely focused on price competition, as it transfers industry profit directly to the customers and easily leads to quick retaliation rounds  
 other bases, like brand image, features, etc. are less detrimental, as improvements usually support higher prices as well and improve value relative to substitutes 

Industry structure – represented by 5 forces – determines how value created is divided amongst every player: how much is retained by companies vs. bargained away to customers and suppliers, how much is limited by substitutes, and constrained by possible entrants 
Some pitfalls when thinking the following factors represent the underlying structures: 
· Industry growth: not always = to attractive industry for all. Can put suppliers into great bargaining position, attracts many new entrants,… 
· Technology & innovation: don’t make industry attractive or unattractive in itself. 
· Government: not distinctly good or bad. Must analyze effect on all 5 forces. 
· Complementary products & services: when value of 2 combined is greater than 2 in isolation. Like government, must be analyzed individually, but porter says it isn’t a sixth force as the effect isn’t necessarily good or bad. They only influence profitability by influencing the other 5 forces. 

What with changes in industry structure? Each of the five forces can have internal or external changes, leading to an increase or reduction of industry profitability 
 e.g. patents expiring may trigger threat of new entrants; small hardware stores being replaced by things like home depot can increase (retail) buyer power; airlines increased supplier power when bargaining with travel agents for commissions in internet era; advances in technology improves value of substitutes; maturing firms that start to converge may increase their rivalry, or because of M&A’s (can also stop rivals), technology changes,… 

 5 forces explain why an industry and its profitability is what it is, revealing its most significant aspects of the competitive environment. Only then can you incorporate industry structure into your strategy, 1) positioning the company to better deal with the competitive forces, 2) anticipating and exploiting shifts in the forces, 3) shaping the balance of forces to form a more beneficial industry structure for your company (which the others benefit of too) (but can be dangerous in the long run when changing it in a bad way). 

 also hold the key to defining which industry a firm is operable in.  without a clear definition, a strategy is worthless


Ghemawat & Rivkin – Creating competitive advantage 

 being better than your competition is key to strategy. Having a competitive advantage means being able to drive a bigger wedge between WTP and costs than competitors can. 
 second dimension in ‘profitability grid’: while industry differences are important, differences within an industry also play a large role (e.g. best airlines create value; while worst pharmaceuticals have horribly negative spreads) 
 within-industry accounts for 40% of profitability variation, and only 20%. between 	industries (but not an argument for ignoring between industry differences, still a big chunk of variability, and more persistent than in-industry variation) 

How was/is competitive position analyzed? 

 competitive cost analysis. Gained popularity in ‘60s when experience curve was starting to get accepted. 2 big changes happened in 1970s: 
· [image: ]More focus on disaggregating businesses and costs of/across individual activities (gave rise to activity analysis exhibit 3.2, as side-branch of portfolio analysis). Fixed the issue of SBU’s having often overlapping cost structures 
· New cost drivers (not just experience scale effects  anymore). 
  Differentiation analysis. After analyzing costs, greater focus was put on the customers. The idea that low costs and low prices was all customers wanted started to change. 
 the price premium or reduction of other costs through differentiation became a new way of defining the competitive context 
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Automatisch gegenereerde beschrijving] Porter’s competitive advantage suggested analyzing both costs and differentiation through his value chain, which explicitly repackages activities in four categories and thinks about links between them in following way: (value chain for internet startup selling physical music)
 further integration of cost and differentiation also split up customers into groups 

 people like porter argued in most industries you had to choose between low cost or differentiation as a strategy (his generic strategies). Focus strategies could mix the two together, and can work depending on specific industry structures
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 but the tension is not absolute and got a lot of critique. E.g. Japanese companies can offer high quality for low costs. (= dual competitive advantages), or Zara who sits in the intermediate clothing market 
 most strategists have therefore stepped away from generic strategies, saying you must consider both WTP and cost together. The optimal position is then when you get the largest wedge between the two. But, you usually can’t have both low costs and high price premiums at the same time
· Choice, or TRADEOFF that sits on a spectrum, instead of choosing between two generic strategies 
· E.g. Southwest offers no-frills services, which keeps them profitable, but also lowers the WTP for them  but positioning works for them
· Cirque du Soleil excludes many high-cost elements (like animals) from circus, but still alludes to many people who have high WTP for their shows 

 Brandenburger & Stuart changed the scene by introducing the concept of added value in a vertical (supplier – firm – buyer) chain 
	 demand side: differentiation leads to WTP 
	 supply side: opportunity costs, lowest they would go to give up their services 
 total value created is WTP – opportunity costs. The distinct division of who then captures what is usually indeterminate, but the added value does form an upper bound in most cases, = maximum value created by all players – maximum value created by all players but that one 
 Is upper bound when unrestricted bargaining happens, as everyone would just keep bargaining until they get the best deals 
 example: two sweetener companies, one newly entered. They had high initial costs, learning costs, etc. and weren’t in a good position. Eventually, the big winners were coca cola and Pepsi, as they extracted much lower prices form the stablished player, because its added value dropped when the new firm entered
 basically, when not quantifiable, added value I the question: if one link were to disappear, would someone miss it? 
 unattractive industries usually have lower added values for players, unless one player was able to competitively position itself and drive a bigger wedge between cost & WTP 

How to link the above to strategic planning and action to raise WTP or lower cost without sacrificing the other? 
 through dumb luck, but also by breaking down the firm into day-to-day activities and analyzing how they contribute to the two components, which enables managers to see why they do or don’t have added value and where they can improve it. Often started through activity analysis, or porter’s value chain. Then, 3 steps follow: 

 Step 1: using activities to analyze relative costs. Analyze your own activities’ costs, then compare with your competitors to see where you do better/worse. Then, identify your cost drivers for each activity, e.g. hostess could reduce outbound logistics by focusing more on local markets, reducing the amount of delivery stops that were necessary. Urban deliveries were also more expensive than suburban ones. More preservatives reduced costs. Etc. 
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Automatisch gegenereerde beschrijving] cost drivers are essential because they allow you to estimate  out their preservative use, urban deliveries, delivery stops,… 
 found Little Debbie was ahead of them in many of these aspects! 
 important to focus on activities, not just overall costs. Ontario & Savory have similar cot positions, but are made up of very different cost drivers 

 Step 2: using activities to analyze relative willingness to pay. Differences in activities lead to differences in WTP, and hopefully better profitability. Can come from any activity: product design, delivery and sales, after-sales services, complementary goods, advertising,… 
 but WTP is very hard to measure, often use simplified measures. You have to question, who buys the cakes? What do they want? What are they willing to pay for? How does the firm fulfill this? 
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Horizontal differentiation: looking for different products (fantasy books vs. schoolbooks). Vertical differentiation: looking for a different product (hardback vs. paperback fantasy) and have different WTP for each book type  
 identifying WTP becomes harder when these two occur in market segment 

 Step 3: exploring different strategic options and making choices. The search to widen the wedge between the two above. What drives each competitor? (e.g. could hostess improve savory’s freshness even further, getting more premiums?) How will competition react? (will little Debbie launch a price war against hostess?) 

 Finally, the firm that had been split up into activities must be put together again, with a consistent and coherent plan. All decisions have interaction with each other – making the rugged 3D business landscape from chapter 1. This means you might have to alter several activities all at once to reach the higher peak, and that there might be more than one way to reach it. Plus, it always pertains to a choice, between one peak and the other. 

Collis & Montgomery – Competing on resources (brings together porters external 5 forces and view of internal focused-on-capabilities thinking) 

 10 years ago, every large company had a strategy team. Now, with the turbulence and rapid pace the market is changing with, strategy has been pushed to the side, as business unit managers complain it is too static and slow to keep up with the current market. 
 corporate is also doubting it: many great divisions from their growth/share matrices actually turned out to be value-destroying 
 many new strategists had to change it up, and turned inwards. But, much of strategists caused a lot of confusion amongst managers. New framework emerging clears this up, focusing on combination of external & internal resources that drive company’s position in a dynamic competitive environment. (= Resource-based View of the Firm, RBV) 

 RBV sees companies as unique combinations of (in)tangible assets and capabilities. These determine how effectively a company runs its functional activities. They can be physical (e.g. telephone wires owned), intangible (e.g. brands, know-how), organizational (e.g. Japanese lean manufacturing). Firm with most appropriate configuration for business and strategy is most successfully positioned. 
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Automatisch gegenereerde beschrijving] competitive advantage is thus the developing and owning of a (range of) resources that makes you perform better or cheaper than your competitors. 
 what is a competitively valuable resource? -> depends on an interplay with market forces, as not everything will be valuable in each industry and time. 
	 links firm’s internal resources to external forces!






 But identification isn’t always easy. Has to pass several tests before building strategies around it: 
1) Is it hard to copy? If so, it limits competition and makes value more sustainable. Inimitability isn’t forever, but building strategies around resources that will stand ground for a while will be more valuable. (inimitability based on physical, path-dependent, causal ambiguity, economic entry deterrence reasons)
2) How quickly will the resource depreciate? The longer lasting, the more valuable and the more sustainable. 
3) Who captures the value the resource creates? Not always the company, even though they own it. Depends on the bargaining between suppliers, firm, buyers,… 
4) Can this unique resource easily be trumped by another resource? -> porter’s substitute force. 
5) Whose resource is really better? You have to evaluate your resources relative to your competitors’. Core competences can’t just be a feelgood exercise, but a harsh external assessment. Disaggregation of activities can help make this clearer. 

 tests determine how market forces determine value of the resources, making you look both inward and outward at the same time. 
	 But, most firms have no, or only few, good resources, rest are all mediocre/bad
	 even so, the good resource must be embedded in other resources and activities 	that will distinguish the company’ s position in the market 
 Can’t remain static either: resource isn’t forever, you have to deal with the pressures of competition and continually invest and upgrade for the next round of changing resources 
 important to see. In companies with a divisional structure, investing in strategic resources is often treated as much less important than maintaining divisional profit
 job of corporate to guard the ‘crown jewels”! 
 but you have to keep the contextual dynamics in mind, and the external forces of the industry when determining what to invest in 
 also upgrading: moving beyond what the company also can, to hold off the decay of value that’s almost inevitable. Done through new resources (eg new brand name), alternative resources (eg multimedia for AT&T), alternative industry (segments) 
@		 often done in stages, slowly upgrading and spreading over time
 also leveraging resources: to markets you are already active in, and possibly new ones. You have to constantly revalue your scope, and think, ‘where can we extend our resource to? If we even can, perhaps it is market-specific?”

 RBV explains why corporate diversification has such a bad track record. 3 common errors when leveraging resources: 1) overestimating the transferability of the resource, 2) overestimating your ability to compete in highly profitable industries, along with high entry barriers (which are, in fact, resource barriers),  3) assuming generic resource, like lean manufacturing will leverage in other markets regardless of dynamics. 
 gain when diversifying is nonetheless high: e.g. Disney, with its leveraging of resources to hotels, merchandise,… 

(what happened to BCG’s growth/share matrix? Came in ’73, when lost companies finally had something simple to focus on strategically again. But, it only addresses cash, not the relationships between all activities in the firm, which is the core of firm value and good strategy. Eventually, it stopped working.)

Ghemawat – Sustaining superior performance

 sustainability in the face of imitation. Are there barriers to imitation that already exist or that you can put up? If not, how fast will the value it creates erode because of imitation? 
 managers often overestimate the sustainability and underestimate the speed with which the top-return will converge to the industry average again. But still important to stretch that interim added value as much as possible! 

 classifying threats to sustainability is best done in industry-level differences and within-industry level differences. Research suggests differences due to industry differences are more sustainable in the long term than those due to advantages over competition. This chapter focusses on the last, though. 

 to sustain within industry differences, you need commitment to durable, specialized resources – “sticky resources”. This is why the deregulation of airlines in 70’s didn’t lead to a smoothing of airline profitability: there are hub resources, customer loyalty,… (=sticky!). 
	 southwest also so successful because of their specific resources they have 
 chapter 3 said, to value fixed inputs, it was easier to look at firm activities for analysis 
 here, when looking at determinants of sustainability, you have to explicitly look at resources that are fixed on the short term. 
 2 concepts: added or scarcity value of resource (linked to competition), and appropriability (linked to bargaining, how much does the firm capture?)
	 have to overlap at the same time to be a good sticky resource for the firm 

 laid out in tetra-threat framework: 
1) Imitation: superior resource is no longer scarce. 
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Automatisch gegenereerde beschrijving]Substitution: superior resource is substituted, reducing its sustainability. More indirect threat to sustainability than direct imitation
3) Holdup: threat of (more) appropriation of sustainable added value by e.g. complements that work together to create value
4) Slack: internal threat to appropriation, being the persistent tendency to dissipate potential economic surplus. 

 Framework might seem similar to Porter’s 5 forces at first. But it’ different. E.g. the pharmaceutical industry: from Porter’s view, you could analyze why the whole industry profitability is so high: differentiation, rapid growth, etc. But what about within industry differences, the big blockbuster drugs that aren’t imitated? This is due to patents etc., rooted in internal underlying resources. 
	 similarly, the resource based threat of substitution is much broader than Porter’s. 

Threat of imitation. 
 not always bad. Can lend credibility to your product, e.g. when network externalities are needed
 but, imitation of scarce resources is usually bad for added value. 
 very important in pharmaceutical industry that’s protected by patents: both during the patents, when sightly tweaked molecule by competitor’s might pass by the patents, but definitely after they expire, when cheap manufacturers move in and take their market share
Some non-mutually exclusive barriers you can put up against this: 
1) Private information. To the extent you can hide information from competitors, you can hold off imitation. 
2) Switching costs/relationships. Severity of imitation can be blunted, by signing enforceable contracts, or creating switching costs or superior relationships with suppliers or buyers. E.g. pharmaceuticals with doctors, giving them gifts etc. 
3) Size economies. Possible advantage of being large. Scale economies (being big in an industry); Learning curves (advantages over time); scope economies (being big across industries). Implementing them could deter competition, like the large sales force needed for pharmaceuticals. 
4) Threats of retaliation. Must be backed up by ability (having competitive advantage and resources) and willingness to retaliate, otherwise it’s quite empty. 
5) Imitation lags. Imitation typically takes time. Can even influence this, by e.g. lengthening your patents one way or another to deter generic drugs longer
6) Upgrading. Continuously upgrading your own added value to deter imitation, meaning a growing wedge between WTP and costs over time, and large commitments to resources. E.g. pharmaceuticals that keep bringing out new blockbuster drugs. 
 in a ‘fast-cycled’ industry, upgrading needs to be near continuous
In any case you have to see, is it easier for the first mover to have that advantage and build a better, more coherent set of activities? Otherwise, there is no point in deterring imitation. 
Resources & capabilities?
 resource based view tends to focus on exploiting the resources the firms has gathered In the past – e.g. patents of blockbuster drugs for pharmaceuticals. But, this focus on the past isn’t enough. You also have to make commitments to new future resources, through R&D, manufacturing improvements etc. So linking past resources to the present and future capabilities. 
 capabilities are firm-specific opportunities, making them perform activities better or make commitments better than competitors. Are much slower to develop, and evolve through many different decisions over time, like Toyota’s lean manufacturing (instead of resources, which are usually one big decision). 

Threat of substitution. 
 in terms of resource substitution, not product substitution like chapter 2. 
 substitution reduces added value by displacing scarce resources instead of duplicating them. 
 supply side substitution: technological change, changes in input price or availability, deregulation (like airline industry)
 demand side substitution: shifts in customer preferences, unmet needs, changes in customer mix

 e.g. Amazon and Barnes & Noble: rise of amazon threatened to displace many resources of Barnes & Noble, like their massive stores and their employees. There were many things they could have done in response: 
1) not responding. If you don’t have resources, don’t think the threat is large, …
2) migrate/harvest. Redeploying resources in areas that aren’t as sensitive to substitution /start milking resources instead of building or maintaining them. 
3) Defending. Start increasing your WTP or decreasing costs; or impairing that of competition
4) Straddling. Establishing a foothold in both camps; both online and physical, for example 
5) Switching. Entire shift to the substitute. Sometimes no alternative, but it is dangerous. 
6) Recombining. While switching would be going to a model that already exists, this would mean recombining elements to make a new strategy. 
7) Leapfrogging. Trying to outsubstitute the substitute by developing something even better. 

Above two threatened the added value of firms. The following two threaten the ability to capture that value of firms. 

Threat of holdup. 
 diverts added value to buyers, suppliers, complements. This is distinctly decided by the actions that other players take. Based on resource or other dependence. Some solutions: 
1) Contracting. Enforces long-term relations, but fully comprehensive contract are impossible, so doesn’t fully reduce risk of holdup 
2) Integrating. Vertically integrating suppliers. Can be inflexible, and needs coordination
3) Increasing bargaining power. Being hard to get, tough negotiations, short contracts to limit supplier bargaining power (5 forces thus have something to do with holdup!)
4)  Mutual dependence. Can only work when each partner gets enough of the profit stream created when working together, so no opportunistic behavior happens. 
5) Developing trust. Easier in some countries/industries than others. 
Threat of slack. 
 internal threat to capturing value. Gap between the value actually appropriated and amount potentially available. 
 reflects persistent suboptimization by a company. Relatively easy to define, but hard to measure. Plus, some slack, like a lot of regional offices, might be necessary to attract clients. 
 relationship with slack as a threat and success of firms: firms without prior or current success are likely to have much room to suboptimize. If you have a large free cash flow, you have more to needlessly burn as well. Some solutions: 
1) Generating information. Benchmarking, etc. to understand everything that goes on
2) Monitoring. Catch inappropriate behavior before too much damage is done.  
3) Performance incentives. Works best if behavior is tightly connected to efficiency
4) Shaping norms. Creating intrinsic motivations for the right behavior. 
5) Bonding resources. Less cash flows means less slack, so more debt piling might keep managers in check. But obviously not great for other reasons. 
6) Changing governance/mobilizing for change. Forcing change from the top down. 
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Final pages: Walmart case study. 












Mckinsey – Have you tested your strategy lately? 

 ten tests to test the strength of your strategy (that is, the outcome of the strategy development process). Much more detailed than, e.g. porter, but sometimes it’s necessary to pinpoint exactly what’s wrong. And now more important than ever: financial crisis forced companies to face the issues and trade offs they put off, and shorter, decentralized planning cycles call for common sets of tests. 
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Automatisch gegenereerde beschrijving]Test 1: will your strategy beat the market? 
 always a heap of players – suppliers, buyers etc. – that pull the value created to them. It’s a continuous market process, that eventually reduces you captured value to zero. 
 unless you can beat the market! By having an imperfection (= competitive advantage) that slows down this market process where everyone reverses to the mean performance. 
 as a firm, you have to ask yourself, are you truly beating the market, or “just playing along” in the market? 

Test 2: does your strategy tap a true source of advantage? 
 know your competitive advantage, and you’ve answered the question of why you make money. Competitive advantage can stem from 2 kinds of scarcity: 
1) Positional advantages. Structurally attractive markets that form high walls for new entrants. 
2) Special capabilities. A scarce resource whose possession confers unique benefits. You’ve got “privileged, tradeable assets”, like patents or mines; and “distinctive competences”, things you can do particularly well. Often companies think they have a lot of capabilities, but this might just be due to size, luck, etc. You have to test your capabilities vigorously before pinning your strategic hopes on it. 
3) 
 the putting together of all resources & capabilities will create the most value, and will be the hardest to copy. 

Test 3: is your strategy granular about where to compete? 
 beating the market begs the question: which market? Dividing your business units differently can lead to dramatically different results and resource allocations. 
 what’s the correct granularity? 5 units? 50 units? 
 about 80% of revenue growth variance is decided by where you compete, so shifting your focus to the ‘where’ is very important, but often forgotten. 

Test 4: Does your strategy put you ahead of trends? 
 can’t put too much weight on the continuation of the status quo. Trends can happen quickly, like technology innovation, or very slowly, so slow you usually don’t see it coming, and then it’s too late to change your strategy and capture profit. Always check the trends. 

Test 5: does your strategy rest on privileged insights? 
 data is easily available now. Your ‘informed strategy’ probably relies on data that competitors also have. Look for problems and gaps that others haven’t seen yet, with information (like customer insights, market research) that others don’t have. 

Test 6: does your strategy embrace uncertainty? 
 strategy depends on unknown, uncertain future business environment. Four levels of uncertainty: 1) reasonably clear. 2) number of different outcomes, you can still prepare. 3) a range of probabilities that could happen. 4) total ambiguity, not even outcome distribution. 
	 most companies assume they’re at level 1, and succumb because they’re really 4 

Test 7: does your strategy balance commitment and flexibility? 
 usually, the greater your commitment (which is necessary for a strategic decision), the lower your flexibility, like a tradeoff. You need to make the correct one to be successful over time. You have to decide on where, how, and when to commit. 
	 committing to some now, and other in the future, leaves some flexibility. 

Test 8: is your strategy contaminated by bias? 
 such as overoptimism, anchoring (tying your valuations to some arbitrary anchor point), loss aversion, confirmation bias (overweighting information that validates your opinion), herding, champion bias (tying an idea’s merit to the person proposing it). 
 leads to 2 big inference problems: attribution error (false attribution of success to observed factors, thinking copying someone’s strategy will lead to the same results); and survivorship bias, skewing insights of what might cause a firm to fail. 

Test 9: is there conviction to act on your strategy? 
 just one or two non-believers at the top can strangle a new strategy. You need to openly question your old system and make sure the whole team shares the belief of the new one. 

Test 10: have you translated your strategy into an action plan? 
 clearly define where you are moving from and where you are moving to. Develop a detailed view of the shifts necessary to make the move

Collis – Why do so many strategies fail? 

 today’s climate is very volatile. Established players can lose everything when the next new thing come up; or hot new players can fail because they fail to generate steady profits. 
 these failures often happen because CEOs don’t realize they have to capture value, besides creating it; or neglect the sustainability of their strategy; or underestimate how quick customers’ taste changes or new technology emerges
 leaders ignore the complete strategy landscape, or the interdependencies that happen. A few actions can be taken by CEOs to integrate everything: 
1) Identify opportunities. Know what’s happening in the world and what benefits you. 
2) Define the best way to tap a given opportunity. Define a business model to maximize the value of the potential opportunity, stating what you will do, which configuration of assets are needed, how the value created might be split amongst players pursuing it (scale economies/network effects that will benefit a few players? Do we need to be first?)
3) Figure out how to capture the value generated in the near term. Design a strong competitive position in 3 factor model: What is the industry attractiveness?  What will be your competitive positioning? (your unique value proposition to a customer group and the configuration of activities that can make you outperform competitors) How will other players interact, how sustainable is it? 
4) Realize value over time. Keep making incremental changes to how you do it as the external market changes. 
5) Build a foundation for long-term success. Which strategic choices, how you interact with competitors, which resources thus needed, etc. Not a linear process, more iterative of hypothesis, experimentation, learning, and action. 

 firms often focus too much on how to capture value, instead of new ways to create value and how activities and capabilities need to evolve over time. 
 partly due to frameworks like porter that focus on capturing value are successful in well-established stable industries and have become ingrained in strategy process
 but this isn’t enough. You have to challenge yourself and look for the newest opportunities. 
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Automatisch gegenereerde beschrijving] But you can’t jump on every single opportunity either, that would be pointless. You have to create a strategic approach to identifying the value-creating potential of new models. For example, why streaming video would replace rival models, like dvdmail or Blockbuster. 

 exploiting new opportunities also means facing more competition. Even Disney jumped on Netflix’s model. Seduced by the immediate success however, firms often jump to large investments that often don’t end up paying off, like WhatsApp that was bought by Facebook: it faces numerous imitators, and still doesn’t monetize any of its users. 

 E.g. Tesla, the most valuable car brand in the world, hasn’t delivered return on investment yet and it’s unclear if they ever will! 3 factor model from above should be applied to these as well:
 the electric car industry of the future will just be the diesel industry of now. The barriers of entry are pretty low, and hundreds of firms are entering in the electric car business. Over time, the attractiveness of the electric industry will deteriorate further. 
 is its brand aura and performance edge a sustainable competitive advantage? Will soon be challenged by Porsche, BMW, etc. plus, it’s way behind on others production-wise, so cost effects will likely benefit competition in the future as well. 
	 need for scale led Tesla to have 7 models now, but even more inefficiencies 

 the challenge is often not finding new business opportunities, but rather supporting and continuously improving the current competitive positions. Too many adjustments to the wrong opportunities can also neck a company. 
 a viable business model and distinctive competitive position doesn’t guarantee success in the long term. You have to balance agility and experimentation, and pre-set bounds to this; and keep investing in all needed capabilities. And of course, a strategy that supports this. 
 e.g. Edward Jones: it’s harder and harder for them to capture value with all the changes in the market, but they shouldn’t change its entire competitive position: their network of small brokers for conservative people is great, but incremental changes must be made to deal with the external market. 
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Ghemawat & Rivkin – Choosing corporate scope

 scope has several dimensions: horizontal (what industries do you compete in?), vertical (should you make your own inputs?) geographic (where do you compete?)  horizontal in this chapter. 
 performance differences at corporate ownership level are much smaller than at business level or industry level, but you still can’t ignore corporate strategy. 
 short history: in ’70s and ‘80s the portfolio management from chapter 1, then value based management came up, focusing on financial performance of units and businesses, eventually taking over portfolio management techniques. 
 new development in 1990: core competence concept by Prahalad and Hamel, attacking the SBU way of thinking, stating they don’t focus on the firm and on integrating the competences they have, and that mangers should focus on a firm wide strategy and core competences instead.  
	 got some critique, saying that finding your core competences is just a feel-good 
exercise for firms -> must be a harsh, external benchmarking, not an internal assessment! 
 plus, core competences say you yield higher returns from diversifying to related industries than unrelated industries, but this can be successful, how is that explained?
 mindless diversification to slightly related things thinking you can undoubtedly generate synergies is wrong though, and often very unsuccessful, like Sears to the financial industry. But it can be successful as well, like when Walmart went into food as well. How do you separate the two? 2 tests to see impact on individual business units: 
1) Better off test: does the combining of business units lead to the creation and capture of more value than if they were independent? What is the corporate added value? 
2) Better alternative test: is common ownership the best way to reap the benefits of coordinated action? What is the optimal value appropriation? 
(maybe 3d test: best parent test: what would the best available parent achieve, not what would you achieve. But rather stringent, as you shouldn’t get rid of all businesses you’re not running absolutely optimally.) 
 these tests also avoid some forces that might drive managers to overexpansion: 
1) Overconfidence bias
2) Focus on stretch goals and thinking bigger is better; panicking as mature businesses’ growth rates slow. 
3) Desire for top management to build an ‘empire’. 

Better off test
 to pass this test, horizontal differentiation must enable your business units to create and capture more value together than separate -> incremental value must offset cost of HQ, you must create corporate added value.
Why would this happen? Scope effects of course, but this is a little dodgy. Other reasons: 
1) Industry attractiveness: a) it can mitigate the impact of the five forces. Rivalry can be muted by meeting rivals in several other markets, thus fearing aggression. Denying firms complementary input can increase barriers to entry. Etc. 
b) it can give the firm an opportunity to move out of a structurally poor industry. Nokia going from rubber to mobile phones in ‘90s. 
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Automatisch gegenereerde beschrijving]Competitive advantage: improve your position within an industry. They can influence the wedge for business units between cost and WTP and thus create more value. Through reducing costs, or increasing WTP, or both. 
a) Shared cost economies. Through economies of scale, that must be carefully assessed. Can arise anywhere I the value chains of business units. Resources involved can be tangible and intangible. But becoming too large can becoming inefficient, and cause conflicts, etc. 
b) WTP/price effects. Typically come from 2 sources: 1) increased WTP for combined services: one-stop shops, cross promotion, umbrella branding, and 2) improvements in firm’s ability to price that extracts WTP: setting coordinated prices in different markets you’re active in, raising barriers to entry and thus raising prices,… 
But, again some caps on this value creation: conflicts, now in terms of price penalties, issues managing because of fear of self-cannibalization when dealing with substitutes (like airlines setting up low-cost services, afraid of taking away customers from their regular service), threats to a firm’s message it sends to customers after expanding and other reputational risks. 
c) Dual effects. When you can’t cleanly separate cost effects from WTP effects 
d) Risk considerations. Often used by management to justify diversification, to reduce volatility in overall corporate performance. But, in finance theory, investors can easily diversify themselves. Argument does hold well in less developed markets. 

Best alternative test. 
 this test realizes ownership isn’t necessarily the best basis for coordinating across units. 
 can a corporation that owns a business unit achieve its ends better than the same units coordinated in a different way? -> focusses on value appropriation, not just addition! 
 could Disney exploit its characters by licensing them to independent theme parks? Could Walmart have done so by licensing to independent supermarket owners? 
1) Transaction costs and ownership. Sometimes, it is better to contract out your excess capacity than to horizontally expand. E.g. Disney licensing its characters to McDonalds instead of opening its own fast food chain. Concept of transaction costs can help you make the decision which to bring outside the value chain: 
 relationship between any two business units is a set of transactions. The one with the lowest transaction costs, e.g. finding a trading partner; preventing opportunistic behavior (like threat of holdup)(depends on strength of contracts: if strong, can be better to not be owner); independence; is the most optimal. 
2) Models of corporate management. Test not only says what businesses should be managed; also how they should be managed. 3 ways that try to meet the test: 
a) Dominant-business corporations: a few dominant units, and several peripheric units around it. Meet the test by investing in a set of highly specialized coordinated resources that separately owned companies cannot match. E.g. Walmart. Focused on deeper sharing and coordination. 
b) Related-business corporation. More business units than a), and more autonomy and a distinct bottom line for each, but still distinct threads that bind the businesses together. Meet the test by one-time transfers of resources or ongoing sharing of resources/skills. Corporate has difficult task to coordinate all units together. E.g. Walt Disney, with its theme parks, movies, merchandise etc. Focused on broader sharing and coordination. 
c) Unrelated-business corporation. Many units with few relations between them. Satisfy the test by a strategy based on generic and unspecialized resources. E.g. US conglomerates’ tight financial and cash management to create value. 
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Final pages: application to AOL Time Warner merger. Many mergers always highlight ‘synergies’ to justify both the merger and the enormous costs and premiums, but most synergy arguments are highly flawed. Flaw are highlighted by 2 tests. 
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 most businesses are just the sums of their parts. Most managers are good at understanding what it takes to get a competitive advantage at the business level, but not at creating corporate advantage. 
 biggest mistake is only focusing on one part of the triangle – resources, business or organization – and not on how they should all fit together. 
 a good corporate strategy is a carefully constructed system of interdependent parts. All of these elements are aligned with one another through the resources, that form the binding thread. They vary from highly general to highly specialized resources. 
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 the set of resources it holds in the continuum decides which businesses the firm can be in and in which it can’t. Important to know, as most managers mistakenly enter businesses based on product similarities, not resource similarities. Plus, they create plain vanilla strategies with one HQ, instead of tailoring the organizational structure to the particular strategy. There is no one size fits all! 
 Example: Newell. Makes products from propane torches to office supplies. Yet it is far from a conglomerate! The relatedness between businesses comes from common resources they draw on: Newell’s relationship with retailers, high-volume manufacturing, service, etc. 
	 Firm’s corporate capabilities enhance competitiveness of each business it owns! 
 need for fit between resources and businesses constraints set of viable businesses, but increase the likelihood of being successful. 

 the kind of coordination and control likewise plays a role to effectively deploy your resources. Newell achieves the benefits of coordination with low organizational costs. Newell transfers resources instead of outright sharing them, as this is not always optimal (overall, public goods, like brand names, lean manufacturing etc. are best shared, private goods, like sales forces, are best transferred. This needs less explicit coordination). 
 e.g. as much knowledge is embedded in management, they move managers around their business units; meet up with each other, etc. The only thing it shares is its large data management system. 

 effective control system also plays a role in corporate strategy. Without it, corporate quickly loses the ability to determine the strategy and influence independent businesses. You can choose from operational (manager’s decisions and actions) or financial (few objective measures, like ROI) control systems. 
 Newell’s is based on 30 operational criteria it deems important across all businesses and holds individual & operating managers accountable for performance
 what are the most important lessons based on Newell? 1) corporate strategy is guided by a vision of how the company will create value as a whole. 2) corporate strategy is a system of interdependent parts, with success depending on how they all reinforce each other. 3) corporate strategy must be consistent with, and capitalize on, opportunities outside the business. 4) benefit of corporate membership must be greater than the cost. 
	 resources are the unifying thread!! 

 Sharp corporations: sits at near end of specialized resources continuum. Most important specific resource for its competitive advantage across businesses is LCD technology. This, again, restricts the businesses sharp can operate in, because it knows it wouldn’t have a competitive advantage there without its technology. They have a large HQ staff, because they have to intricately coordinate all its shared technological activities. 
 sharp is divided in functional units instead of product units, so most activities (like R&D) are shared. To enforce coordination, their managers have to configurate everything.
 control systems are based on how people behave, rather than short term financial goals. 

 Tyco sits at near end of generalized resources continuum.  They show that a carefully built up conglomerate can be successful. Because their resources are general, they can operate in many businesses, but its financial controls and governance structure still puts a [image: Afbeelding met tekst, schermopname, diagram, lijn

Automatisch gegenereerde beschrijving]cap on this. They’re organized in independent product groups. 

 what is clear is that there is no one size fits all strategy. Internal consistency, tailored to a firm’s resources and opportunities, is the most important. If you stick to this, you can create meaningful competitive advantage.
 it can work as long as it passes following test: the company’s businesses must not be worth more to another owner. 










Friedman – The social responsibility of business is to increase its profits

 business men believe they are defending free enterprise when they claim that business is not ‘only’ concerned with profit but also with social ends; that they have a social conscience 
	 pure and unadulterated socialism? 
 people have responsibilities, businesses really can’t have them. In this discourse, then it would be corporate executive to hold responsibilities. 
 corporate executives are employees of the owners of the firm, and have to reach the objectives set by these owners. Most often monetary, but can also be something other. 
 what does it mean when the executive, acting as the agent, is socially responsible? Is he then acting against the wishes of his employer? Isn’t he spending the money of shareholders, customers, employees when he increases costs, raises prices, etc. to serve this purpose? 
 isn’t he then imposing a tax and deciding where he spends this tax? Only a government can do this! They would then be civil agents, then they must be elected through a political process,… This justifies the link between ‘social responsibility’ and socialism: a political mechanism, not market mechanisms, are appropriate to allocate scarce resources. 

 will the shareholders and customers even accept that he is spending their money? The difficulties of social responsibility are shown – you can do good, but only at your own expense. 
 wouldn’t it be easier to go through a faster company solution than a slow political process? Then you are only attaining undemocratically what you can’t get democratically. This can’t be good – one man’s good is another man’s evil. 

 in practice, social responsibility is often the cloak for actions justified on other grounds. To get access to certain resources, to avoid extra costs when donating to charity as the firm instead of the individual shareholder,… 
 way to generate goodwill in the current anti-capitalism climate, while still only focusing on their own benefits 
 nothing but window dressing, that continues making capitalism and the making of profit look like something that is evil. “in a free society, and have said that in such a society, “there is one and only one social responsibility of business – to use it resources and engage in activities designed to increase its profits so long as it stays within the rules of the game, which is to say, engages in open and free competition without deception or fraud”. “ 
Porter & Kramer – Creating shared value: how to reinvent capitalism 
Capitalism is under siege. Business is increasingly being seen as a major cause of social, environmental, and economic problems. Trust in businesses is falling rapidly. 			 Main problem is businesses themselves, still stuck in an old way of value creation, 	optimizing short-term financial performance in a bubble. How else would they justify 	overlooking customers’ wellbeing, depleting viable natural resources, etc.? 	                   
 governments have stepped in, institutionalizing the presumed tradeoff between economic efficiency and social progress. 
 purpose of companies must be redefined to create shared value, creating economic value while also creating value for society. Companies must reconnect business with society! 

 capitalism is an unparalleled vehicle to meet human needs, improve efficiency, etc. But a narrow conception of this prevents companies from reaching their full potential to meet broader societal challenges. 

 In neoclassical thinking, social improvement imposes a constraint on the corporation and eventually raise costs and reduce profits. This is also the thoughtpattern behind e.g. externalities like pollution and the taxes to make firms internalize them. 
 in this sense, firms’ strategies don’t include society, and societal problems are for governments and NGOs to fix. CSR is mainly just to improve reputation, anything else is just irresponsible use of shareholders’ money. 

 shared value concept recognizes that societal needs define markets, not just conventional economic needs. It also recognizes that social harms – wasted energy, accidents – are often internal costs too. Improving on this can benefit firms too. 
 it is not about personal values, nor about sharing value already created. It is about expanding the total pool of economic and social value. Not just paying farmers more in fairtrade, but about increasing their yield, efficiency, quality, etc. 

 a company and the health of the communities around it are closely intertwined. Standard capitalism doesn’t recognize this: there, everything that happens outside the firm is not in its scope (like arguments put forward by Friedman). Even when profits are generated, the communities don’t benefit from this

[image: ] wasn’t always like this though. Only when other social institutions started taking over the ‘caring’ roles did companies start acting like this. Shorter investment cycles, vertical integration, etc. all drove economic efficiency forward, but companies missed fundamental opportunities for value creation. 

 companies can create economic value by creating societal value. 3 ways to do so: 
1) Reconceiving products and markets; 2) redefining productivity in the value chain; 3) building supportive industry clusters at the company’s locations. 
 they create a virtuous cycle of shared value, and it resets the boundaries of capitalism. 
	 opens up many new needs in the market, gain efficiency, expand markets,… 
	 different opportunities in emerging/developed markets, different industries,… 

1) Reconceiving products and markets. 
 too many companies have lost sight of the question: is our product good for our customers?  What customers want is drastically changing! Companies are playing into this, and this opens up whole new ways for innovation and creates shared value. 
	 kind of blurs the lines between for profit and non profit firms 
 too much focus on industry! Yes, it has a large impact on profitability, but they’re missing the impact of the broader business environment. 
 emerging markets, underdeveloped urban communities, etc. all offer new opportunities. Providing appropriate products to them increases social value, and profits at the same time, like e.g. vodafone’s payment system in Kenia. 

 The starting point for a company is identifying all societal needs and benefits that are/could be embodied in the firm’s products. These aren’t static, and evolve constantly. 

2) Redefining productivity in the value chain
 company’s value chain is always impacted by societal issues that create economic costs. Opportunities then arise, to create shared value! So-called externalities actually do cause internal costs, even without imposed taxes and regulation. 
	 few companies reap the full productivity benefits. But it is getting better and 	better. 
 it’s this deeper understanding of productivity and the fallacy of short-term cost reductions that give rise to new approaches. 
Some examples where shared value is created by mutually enforcing the value chain: 
1) Energy use and logistics. Saving energy and shipping cuts costs, as well as emissions. 
2) Resource use. More efficient resource usage in water, raw materials, packaging, etc. Further enabled by improving technology. 
3) Procurement. Traditionally, you try to get as much bargaining power as you can as a firm to drive down prices. But, marginalized suppliers cannot remain productive. Improving on that improves productivity, quality, and efficiency, plus sustainability. Even outsourcing can create transaction costs and inefficiencies that trump the cost savings. 
4) Distribution. New business models create shared value. iTunes, Kindle,… drastically reduces paper & plastic usage.  
5) Employee productivity. Low wages, safety, health coverage,… reduces employee productivity, often more than the costs you would save. 
6) Location. Technology makes any location possible, so the cheaper the better? Hidden costs of highly dispersed and distant production might make companies move production closer to home. The most successful firms will be those with deeper roots in their communities, as they can create shared value. 

3) Enabling local cluster development. 
 the success of a firm is always affected by the supporting firms and infrastructure. ‘clusters’ – geographic concentrations of firms, suppliers etc. – greatly improves productivity and innovation. Like Silicon valley. 
 these also include broader societal institutions, like universities, trade associations, clean water, market transparency, … 
 deficiencies can also cause costs for the company. Poor education means higher training costs. Discrimination means less capable working people. As firms get more disconnected from their communities, they don’t see the costs that these cause. Building clusters to fill these gaps can thus create shared value! 

 Profit with a social purpose represents a higher form of capitalism: allowing society to advance and companies to grow at the same time, resulting in a prosperous cycle of company and community prosperity. 
 best opportunities will be those closely related to the firm’s business and area it is active in. This is the place they bring the most resources to bear. 

 shared value lens can be applied to every major company decision and activity. But creating it will require new forms of collaboration, especially those with cluster development 
 in any case, shared value doesn’t arise out of a sense of charity, like CSR, but out of a deeper understanding of economic value creation. 

(side notes: above also counts for governments and nonprofits. Can’t look at social benefit as only that, to be reached at any costs, as an activist. They too should focus on shared value.
The right government regulation can encourage creating shared value. The wrong can even make the ‘traditional’ tradeoffs inevitable.) 
[image: Afbeelding met tekst, schermopname, Lettertype, Afdrukken

Automatisch gegenereerde beschrijving]
Kaplan & Norton – Mastering the management system
Too many companies fall to Gresham’s law: pushing discussions about bad operations at executive meeting at the forefront will inevitably drown out discussions about good strategy implementation. 											 firm inevitably falls into a trap, of not meeting any operational targets but never 	talking 	about how to modify the strategy, which growth, which opportunities,… 
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Automatisch gegenereerde beschrijving]Breakdowns in a company’s management system (= integrated set of processes and tools that firm uses to develop its strategy, translate it into operational activities, and monitor and improve the effectiveness of both) are usually what causes its downfall, not lack of ability or effort.	Failure to balance tension between strategy and operations is huge! 			 closed loop management system can change this. 				            system often breaks down right at the beginning already, when grand strategies can’t be translated to goals and targets for middle management, or link the objectives to tools that support operational improvement processes. 
Stage 1: develop the strategy. 
 Management articulates strategy at (usually annual) meetings. If it’s an entirely new strategy, it might take a few days of meetings, to reexamine the current assumptions and environment and formulate the strategy. With CEO, executives, heads of business and regional units, senior functional staff. 	    questions to ask: 1) What business are we in and why? Defining the mission, vision, and values (internal compass that guides actions). This puts executives in the right mindset for considering the other agenda points. 	    2) What are the key issues we face in our business? A strategic analysis of the company’s external and internal situation. External: analyzing the five forces, industry growth, macroeconomical environment, and the dynamics. Internal: assess the firm’s internal capabilities and performance. Through Porter’s value chain, or identifying the distinctive Rs & Cs that give the competitive advantage. Then, summarize the internal and external analysis in a SWOT analysis to assess their abilities to help or hinder the company. 	             3) How can we best compete? The strategy formulation itself, describing the strategy and how you’re going to achieve it. Which customers will we target, which value proposition will we give, which are the technology/organizational enablers,… 					 Porter’s cost vs. differentiation strategy, resource based firm view,… all this stepAlso SWOT
Startegy maps & balanced scorecards


Stage 2: translate the strategy
Translate the above in objectives and measures that can be clearly communicated. 2 things:    Strategy map: visualizes the strategy as a chain of cause-and-effect relationships among strategic objectives. Links the objectives all the way down to the processes, the people, the organizational structure and the technology. 							 but, all these many objectives can be difficult for managers to understand. 	Chopping it up into 'strategic themes’ can help with this. 				
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Automatisch gegenereerde beschrijving] Balanced score card: of performance metrics and targets for each strategic objective. If you can’t measure it properly, you won’t improve on it either. 				        Third step: identifying your strategic initiatives, your portfolio of resources you need for your strategic objectives. Designed to close a performance gap, like e.g. developing a customer loyalty program. 
Step 3: Plan operations 
 Plan that lays out actions that will accomplish the objectives. 4 aspects: 					         1) Process improvements:  improving on your already existing processes, and aligning them with your strategic priorities. With specific success factors for each process that employees can focus on. 2) Sales Plan. Breaking down your overall sales target, to then see what needs to change. 3) Resource capacity plan. What resources do you need to execute the strategy? For example, measure through time driven activity-based costing. 4) Dynamic operating and capital budgets. After previous 3 steps, financial implications for each resource is easily calculated from the sales and operating plans, and subsequently authorized. 
Stage 4: monitor and learn 
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Automatisch gegenereerde beschrijving] While implementing the strategic and operational plans, management must hold 2 types of meetings. 1) Management meetings reviewing the performance of operating departments and business functions. Reviewing operational dashboards, and fixing short term operational issues. 2) Strategy leadership meetings to review the progress of the strategy, balanced score card performance indicators, and any barriers to the strategy.  
Stage 5: Test and adapt the strategy
(third type of meeting). When managers discover something wrong with the assumptions underlying the strategy, they need to rigorously reexamine and adapt it. 3 new inputs: 1) Cost and profitability reports. What are the economics of the current strategy? P&Ls of each product, customer, segment, etc. So you can see where the strategy failed or worked. 2) Statistical analyses, to estimate correlations among strategy performance numbers and investments (or those that were hoped for, but aren’t there).     3) Emerging strategies. Considering opportunities for new strategy proposals as well. Most good proposals come from within the organizations, from managers and employees. But executives should still think clearly about what to do and what not to do. 		         Then, adapting the balanced score card and strategy map accordingly. This launches a new cycle again. 
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Year

Value, Inc. 1 2 3 4 5
Earnings $100.0 $105.0 $110.3 $115.8 $121.6
Net investment 25.0 26.2 27.6 29.0 30.4
Cash flow $ 75.0 $ 78.8 $ 82.7 $ 86.8 $ 91.2
Year
Volume, Inc. 1 2 3 4 5
Earnings $100.0 $105.0 $110.3 $115.8 $121.6
Net investment 50.0 525 55.1 57.9 60.8
Cash flow $ 50.0 § 52.5 $ 55.1 $ 579 § 60.8
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Exhibit 3.7 How ROIC and Growth Drive Value'

4 million
ROIC (percent}
7.5 100 125 15.0 200
Earnings growth 3 867 7,000 7,058 T3 7170
rate fpercent) 6 708 1,000 1117 1,295 1442
9 410 1,000 1354 1,591 1,086

Value destruction4— Value neutral —3 Value creation

"assumes starting NOPLAT = 100, WACE = 10 percent, and a 25-year harizon after which ROIC = WACC.
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Exhibit 5.1 Frameworks for DCF-Based Valuation

Model

Measure

Discount factor

Assessment

Enterprise
discounted cash
flow

Economic profil
Adjusted present

value

Capital cash flow

Equity cash flow

Free cash flow

Economic profit

Free cash flow

Capital cash flow

Cash flow 1o equity

Weighted average
cost of capital

Weighted average
cost of capital

Unlevered cost ol
equity

Unlevered cost of
equity

Levered cost of
equily

Warks best far projects, business unils, and
companies that manage their capital structure
to a target level.

Explicitly highlights when a company creates
value.

Highlights changing capilal siructure more
easily than WACC-based madels.

Compresses free cash flow and the interest tax
shield in one number, making it difficult to
compare performance among companies and
over time.

Difficult 1o implement correctly because
capital structure is embedded within cash flow.
Best used when valuing financial institutions.
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Exhibit 5.8 Home Depot: Free Cash Flow Summary

$ million
Historical Forecast

2001 2002 2003 2004 2005 2006
NOPLAT 3,208 3,981 5,083 5,185 5,741 6,342
Depreciation 756 895 1075 1,193 1,321 1459
Gross cash flow 3,964 4,876 6,157 6,378 7,062 7,801
{nvestment in aperating working capital 834 (194) 72 (294) 318) (344)
Net capital expenditures (3,063) (2.688) (3.970) (3,399) {3.708) (4.036)
Investment in capitalized operating leases (775) (430) (664) (721} {780) (842)
Investments in intangibles and goodwill (113) (164) (259) (92) (99) (107}
Decrease (increase) in other operating assels 105 31 277 58 62 67
Increase {decrease) in accumulated other (153} 138 172 0 0 0

comprehensive income

Gross investment 3365 (.307)  (4372)  (4,448)  (4.843) (5,261)
Free cash flow 799 1,569 1,785 1,930 2,219 2,539
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e cash Discount Present

flow (FCF) factor  value of FCF
Year {8 million} 1@ 9.3%) (8 million)
2004 1.930 0.915 1.766
2005 2219 0.837 1.857
2006 2,539 0.766 1,944
2007 2,893 0.700 2,026
2008 3.283 0641 - 2,104
2009 m 0.586 2,175
2010 4,180 0.536 2241
2m 4,691 0.491 230
2012 5,246 0.449 2,355
2013 5,849 0.411 2,402
Continuing value 133,360 0111 54,757
Present value of cash flow 75928
Mid-year adjustment faclor 1.046
Value of operations 79,384
Value of excess cash 1,609
Value of other nonoperating assels 84
Enterprise value 81,077
Value of debt (1,365)
Value of capitalized operating leases {6,554)
Equity value 73,158
Number of shares {at fiscal year-end 2003, million) 2,257

Estimated share value (in dollars) 32.41
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Exhibit 5.12 Home Depot: Economic Profit Valuation

Present
value of
Invested Economic Discount economic
capital' ROIC WACC profit factor profit

Year (8 million) {percent) (percent) ($ million) (@ 9.3%) {8 million) _
2004 29,655 17.5 93 2424 0.915 2217
2005 32910 17.4 93 2,677 0.837 2241
2006 36,432 174 93 2,950 0.766 2259
2007 40,235 174 93 3242 0.700 2271
2008 44,329 17.3 93 3,556 0.641 2,278
2009 48,729 173 9.3 3,890 0.586 2,281
2010 53,445 173 93 4,247 0.536 2278
20m 58,488 17.2 9.3 4,627 0.491 2,270
2012 63,870 17.2 93 5031 0.449 2,258
2013 69,600 17.2 93 5458 041 2241
Continuing value 57,671 0411 23,679
Present value of economic profit 46,273
tnvested capital'ypg, 29,655
invested capital plus present value of economic prafit 75928
Mid-year adjusiment factor 1.046
Value of operations 79,384
Value of excess cash . 1,609
value of ather nonoperating assets 84
Enterprise value 81,077
Value of debt (1.365)
value of capilalized operating leases (6,554)

Equity value 73,158
—_—
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= Invested Capital,_, x (ROIC, - WACC)
Value, = Invested Capital, + z
1=1 (1+ WACC)'
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Exhibit 5.13 Home Depot: Valuation Using Adjusted Present Value

Free cash Interest Discount Present Present

flow  tax shield factor  value of FCF  value of ITS
Year (S million) (irs) (@9.5%) (8 million) (5 million)
2004 1930 113 0914 1763 103
2005 2219 120 0835 1852 100
2006 2,539 128 0.763 1936 98
2007 2893 136 0.697 2006 95
2008 3283 145 0.636 2,090 92
2009 ERZE] 153 0.581 2,158 89
2010 4,180 162 0531 2220 %
201 4,691 7 0485 2276 )
2012 5246 180 0.443 232 80
2013 5,849 189 0.405 2369 7
Continuing value 129,734 3,626 0.405 52,550 1469
Present value 73557 2372
Present value of FCF using unlevered cost of equily 73557
Present value of interest tax shields (IT5) 2372
Present value of FCF and ITS 75928
Mid-year adjustment factor 1046
Value of operations 79,304
Value nf excess cash 1.609
Value ol other nonoperating assets 84
Enterprise value 81,077
Value of debl (1.365)
Value of capitalized operating leases (6.554)

Equity value 73,158
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Exhibit 5.14 Home Depot: Forecast of Interest Tax Shields

Prior year Expected Interest Marginal Interest

netdebt  interest rate payment tax rate tax shield

Year ($ million) {percent) (S million) (percent) (8 miltion)
2004 6,310 47 295 382 13
2005 6,737 4.7 315 38.2 120
2006 7179 4.7 336 38.2 128
2007 7,637 4.7 357 382 136
2008 8,107 47 379 382 145
2009 8,589 4.7 402 382 153
2010 9,081 4.7 a2 38.2 162
20m1 9.579 4.7 448 382 m
2012 10,081 4.7 472 382 180
2013 10,583 4.7 495 38.2 189

Continuing value 11.082 4.7 518 B2 198
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Exhibit 5.15 Home Depot: Equity Cash Flow Summary

s million
Historical Forecast

2001 2002 2003 2004 2005 2006
Net income 3,044 3,664 4304 4796 5318 5,882
Depreciation 756 895 1075 1,193 1321 1459
Amortization 8 8 1 0 0 0
Increase (decrease) in deferred laxes (] 173 605 214 27 262
Gross cash llow 3,802 4,740 5.985 6,203 6,876 7.603
Investment in operating working capilal B34 (194) 72 (294) @1) (344)
Investment in nel long-term assels (3.224) (2.683) {3.780) (3433) (3.745) (4,076)
Decrease (increase) in excess cash (1,509) 383 (473) a77) (9 (207)
Investment in other nonoperating assels 9 (24) 23 )] (10) )
Increase (decrease) in short-term debt 207 {211) 509 (44) (54) (66)
Increase (decrease) in long-term debt (295) 7 (465) (73) (91) (112)
Cash flow to equity f76 2082 1871 2773 2,466 2,768

2001 2002 2003 2004 2005 2006
Dividends 396 492 595 663 735 813
Share repurchases (issued) 572) 1,590 1276 1,510 1731 1,975
Cash flow to equity (176) 2,082 1871 2,173 2,466 2,788
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Exhibit 6.3 A General Model of Value Creation
Projected ROIC
30

Competitive
pressure

Percent

Years
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Exhibit 6.4 ROIC at Intel Corporation, 1973-2003

ROIC measured as three-year rolling average

Percent

50-
. "
Increased competition from Japanese
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Exhibit 6.5 ROIC at Johnson & Johnson, 1973-2003

ROIC measured as three-year olling average

3

E In 1982, 160s i refever

Tylenol was recalled following
package tampering.

’ |
TN i
H n 1998, 164 spends

nearly 4 bilion dollars
r ———— Sustained value creation ————> in acquisitions, temporarily

slawing ROIC improvemer

Average WACC

1973 w78 1983 1988 1993 1998 2003
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Exhibit 6.6 ROIC Projections: Value Destruction at Young Companies
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Exhibit 6.7 ROIC at Amgen, 1984-2003

ROIC measured as three-year rolling average

Percent

m“
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Exhibit 6.14 ROIC Transition Probability, 1994-2003

Percent, three-year average of ROIC without goodwill

ROICin 2003
<5 5-10 10-15 1520 >20 Total
12 6 " 100
3 L7 7 .6 100
£ S5 n 8 100

o

2 20 7o F3 100
>20 19 5 13 13 100
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EXHIBIT 2.5 The “Five Forces” Framework for Industry Analysis.
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EXHIBIT 2.6 The Value Net.

Customers

Competitors 4—— Company — Complementors
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Return on invested capital (ROIC) is the appropriate measure
of profitability for strategy formulation, not to mention for equity
investors. Return on sales or the growth rate of profits fail to
account for the capital required to compete in the industry. Here,
we utilize earnings before interest and taxes divided by average
invested capital less excess cash as the measure of ROIC. This
measure controls for idiosyncratic differences in capital structure
and tax rates across companies and industries.

Source: Standard & Poor's, Compustat, and author’s calculations
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EXHIBIT 3.2 McKinsey’s Business System.'?
(Source: Pankaj Ghemawat, “Competition and Business Strategy in Historical Perspective,” Business
History Review, 76 (Spring 2002).)

Technology \ Manufacturi ng Distribution Marketing Service

Design Procurement Transport Retailing Parls
Development Assembly Inventory Advertising
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Competitive advantage cannot be understood by looking at a firm as a
whole. It stems from the many discrete activities a firm performs in
designing, producing, marketing, delivering, and supporting its product.
Each of these activities can contribute to a firm’s relative cost position and
create a basis for differentiation. The value chain disaggregates a firm into
its strategically relevant activities in order to understand the behavior of
costs and the existing and potential sources of differentiation.'”

EXHIBIT 3.3 Value Chain for an Internet Start-Up.

Firm
Infrastructure
Human
Resources

Technology
Development

Procurement

Financing, legal support, accounting

\

Recruiting, training, incentive system, employee feedback

A\

Support
Activities

Inventory Site software Pick and pack Site look and Retumn
system procedures  feel procedures
Customer
research
CDs Computers  Shipping Media
Shipping _ Telecom lines Services
Inbound Server Picking and | Pricing Returned items
shipment of | operations | shipment of | Promotions | Customer
top titles Biling top titles from| Advertising | feedback
Warehousing| Collections | Warehouse | progyct
Shipment of | information
othertities | anq reviews
g:%"‘""' Affliations
Sistbutors | With other
web sites
Inbound Operations  Outbound  Marketing  Service
Logistics Logistics and Sales

Primary
Activities
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EXHIBIT 3.4 Porter’s Generic Strategies.

Source: (Reprinted with the permission of The Free Press, a Division of Simon &
Schuster, Inc., from Competitive Strategy: Techniques for Analyzing Industries and
Competitors by Michael E. Porter. Copyright © 1980, 1998 by The Free Press. All
rights reserved.)

Strategic Advantage

Uniqueness Perceived
by the Customer Low-cost Position

Overall
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Segment Only IElC_“__SI
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EXHIBIT 3.8 Relative Cost Analysis.

%
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EXHIBIT 3.9 Relative Success in Satisfying Customer Needs.

[ Hostess

M Little Debbie
Ontario Baking
@ Savory Pastries

Price Brand Image Freshness  Variety Size

("«.) (»") (u.)
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How Marks & Spencer’s Resources

Give It Competitive Advantage

Resource

Tangible Freehold locations
Brand reputation
Intangible
Employee loyalty
Supplier chain
Capabilities

Managerial judgment

Competitive Advantage
in Great Britain

1% occupancy costs versus
3% to 9% industry average

Customer recognition with
minimal advertising

No promotional sales
Lower labor turnover

8.7% labor costs versus

10% to 20% industry average

Lower costs and higher quality
of goods sold

Fewer layers of hierarchy
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EXHIBIT 5.2 The Tetra-Threat Framework for Sustainability Analysis.

Imitation Substitution

Slack Holdup
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EXHIBIT5.5 Responding to Threats to Sustainability.

Responses to Imitation
Building Barriers

* Private information

+ Switching costs/Relationships
* Size economies

* Threats of retaliation

* Imitation lags
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* Shaping norms

* Bonding resources

+ Changing governance

* Mobilizing for change

Added Value

Appropriated
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Responses to Substitution
* Not responding

= Migrating/Harvesting

+ Defending

 Straddling

+ Switching

+ Recombining

+ Leapfrogging
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« Contracting

< Integrating

« Increasing bargaining power
© Building mutual dependence
» Developing trust
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Why Streaming Video Beat Rival Models

Its value proposition was much stronger
than the propositions of video stores and
DVD-by-mail on almost every dimension,
and s costs were also far lower.

Cost of delivering a video to a customer, 2007
STREAMING (T infrstructure)

—5025

DVD-BY-MAIL (Maiorder dolveryand distibuton canter)
e $125
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The Complete Strategy Landscape

Strategy involves more than finding an attractive industry or defining a competitive advantage. It requires an aligned set of decisions about which
opportunities to pursue, how much value the firm can create and capture, and how to keep realizing value and build a foundation for long-term success.

oPPORTONITY VALUE-GREATION VALUE
REALIZATIO!

Hot Topics Performance
Model Attractiveness T
What Whatis the scope Will our Do our
demographic, What's the Does the of ourbusiness? ~ How will initiatives build resources
political, *job to be done” industry Whatisits ourrivals the capabilities > support
termeErE, for customers? structure S react? ey desirable
regulatory, How will we altme e the long term? future
and other o decent X moves?
o hares folou) return? (unique value Are we organized
environmenta product or service? e OEAD
changes can we o
D What assets do we and distinctive change?
P need to produce configuration
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EXHIBIT 6.1 Effects of Horizontal Diversification on Competitive Advantage.

Component Levers for Value Creation Limits
Cost Effects  — Shared cost economies — Diseconomies of scale
across businesses or scope
+ Shared activities — Costs of
* Shared resources + Conflict/politicking
Willngness-— One-stop shoplone-vendor : Gomprorise
to Pay/Price sales and support _ i
Effects — Cross-promotion/cross-selling Mixed motives
- Cognitive conflicts
~ Umbrella branding ~ Reputational risk
— Bundling, particularly of complements
Dual Effects — Superior internal resource ~ Availability of market/interfirm
markets/transfer mechanisms alternatives
— Other superior skills and - Typical breadth versus depth
capabilities trade-off
~ Cross-business learning/innovation - Internal/inside-the-box biases

— Size-based political influence — Antitrust laws/political backlash
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EXHIBIT 6.2 Models of Corporate Management.
Source: Based on David J. Collis and Cynthia A. Montgomery, Corporate Strategy: Resources and the Scope of
the Firm (Chicago: Richard D. Irwin, 1997).

Increasing Horizontal Scope

H X i
! Single Business |Dominant-Business| Related-Business [Unrelated-Business| "°'d;"‘,%n°'g;i';““"yg
! ; 5 ; :
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! /]

Specialized <~ Nature of Common . Generic
Resources

Activity/Resource, Coordination Resource/Skill
4 - -
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Operating ~—— Control systems ——> Financial

Large Corporate Center Small





image46.png
Competitive
Advantage -

Coordination

Great corporate strategies come in the
first instance from strength in each side
of the triangle: high-quality rather than
pedestrian resources, strong market posi-
tions in attractive industries, and an effi-
cient administrative organization. But
true corporate advantage requires a tight
fit at each angle as well. When a company’s
resources are critical to the success of its
businesses, the result is competitive ad-
vantage. When the organization is config-
ured to leverage those resources into the
businesses, synergy can be captured and
coordination achieved. Finally, fit between
a company’s measurement and reward
systems and its businesses produces
strategic control.
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general specialized

Wwide narrow

|

Companies with specialized resources will
compete in a narrower range of businesses
than companies with more general resources.

transferring sharing

|

The more general the resource, the more
likely the company can effectively deploy it
through transfer rather than sharing.

financial operating

|

As resources become more specialized, the
value of moving from financial to operating
‘controls increases.

|

The more general the resources and the
less the need for sharing, the smaller the
corporate office should be.
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WHAT IS “SHARED VALUE”’?

The concept of shared value can be defined as policies and operat-
ing practices that enhance the competitiveness of a company while
simultaneously advancing the economic and social conditions in the
communities in which it operates. Shared value creation focuses on
identifying and expanding the connections between societal and
economic progress.

The concept rests on the premise that both economic and social
progress must be addressed using value principles. Value is defined
as benefits relative to costs, not just benefits alone. Value creation
is an idea that has long been recognized in business, where profit is
revenues earned from customers minus the costs incurred. How-
ever, businesses have rarely approached societal issues from a value
perspective but have treated them as peripheral matters. This has
obscured the connections between economic and social concerns.

In the social sector, thinking in value terms is even less common.
Social organizations and government entities often see success solely
in terms of the benefits achieved or the money expended. As govern-
ments and NGOs begin to think more in value terms, their interest in
collaborating with business will inevitably grow.
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HOW SHARED VALUE DIFFERS

FROM CORPORATE SOCIAL RESPONSIBILITY

Creating shared value (CSV) should supersede corporate social responsibil-
ity (CSR) in guiding the investments of companies in their communities. CSR
programs focus mostly on reputation and have only a limited connection to
the business, making them hard to justify and maintain over the long run. in
contrast, CSV is integral to a company’s profitability and competitive posi-
tion. It leverages the unique resources and expertise of the company to create

economic value by creating social value.

CSR

> Value: doing good

> Citizenship, philanthropy,
sustainability

> Discretionary or in response
to external pressure

> Separate from profit
maximization

> Agenda is determined by
external reporting and
personal preferences

> Impact limited by corporate
footprint and CSR budget

Example: Fair trade purchasing

CSV

» Value: economic and societal
benefits relative to cost

» Joint company and community
value creation

> Integral to competing
> Integral to profit maximization

> Agenda is company specific
and internally generated

> Realigns the entire company
budget

Example: Transforming procure-
ment to increase quality and yield

In both cases, compliance with laws and ethical standards
and reducing harm from corporate activities are assumed.
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STAGE

STAGE

TRANSLATE
THE STRATEGY

Define strategic

objectives and themes Balanced performance

Select measures
and targets

Select strategic
initiatives

How the Closed-Loop Management System
Links Strategy and Operations

Most companies’ underperformance is due to breakdowns
between strategy and operations. This diagram describes how to
forge tight links between them in a five-stage system. A company
begins by developing a strategy statement and then translates
itinto the specific objectives and initiatives of a strategic plan.
Using the strategic plan as a guide, the company maps out the
operational plans and resources needed to achieve its objectives
As managers execute the strategic and operational plans, they con-
tinually monitor and learn from internal results and external data on
competitors and the business environment to see if the strategy is
succeeding. Finally, they periodically reassess the strategy, updat-
ing it they learn that the assumptions underlying it are out-of-date
or faulty, starting another loop around the system
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Define mission, vision, and
values
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Mapping Strategic Themes

This generic strategy map iustrates how
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MEETING TYPE

_ e e
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discretionary expenditures.
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Wal-Marts Value Proposition

Wal-Mart’s value proposition can be summed up as “everyday low prices for a broad
range of goods that are always in stock in convenient geographic locations” It is
those aspects of the customer experience that the company overdelivers relative to
competitors. Underperformance on other dimensions, such as ambience and sales
help, is a strategic choice that generates cost savings, which fuel the company’s
price advantage.
If the local mom-and-pop hardware store has survived, it also has a value propo-
sition: convenience, proprietors who have known you for years, free coffee and
doughnuts on Saturday mornings, and so on.

Sears falls in the middle on many criteria. As a result, customers lack a lot of com-
pelling reasons to shop there, which goes a long way toward explaining why the
company is struggling to remain profitable.
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