THE CHALLENGE OF
STRATEGIC
MANAGEMENT

INTRODUCTION

Strategic management is the process of aligning the internal capability of an
organization with the external demands of its environment. The strategic
management process forms the basis for formulating and implementing
strategies by which an organization achieves its goals.

Business strategists offer advice on what makes companies successful. In
reaching their conclusions, strategists borrow from all sorts of academic
disciplines — organizational psychology, economics, production engineering,
project planning, etc. However, there is little evidence to suggest that their
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application in corporations throughout the Western World has resulted in
business success, although the strategists have tried their best to show
businesses the direction they should take. The strategists' attempts to suggest
that there is some universal formula, based on the characteristics of the
market, or the experience of the firm, or the choice of generic strategy, are
ultimately unconvincing.

America produces more MBA graduates than any other country in the world.
Every school of business teaches its students how to achieve success in
business by means of strategic management. However, American business is
unable to compete, and cut off from the world markets, has lost its position as
a world economic leader. Changes in external environmental factors
inevitably result in changes in the traditional view of strategic management.

1. Changes in Competition

The gradual disappearance of regional or local markets has
added a new dimension to competition.

More countries have acquired the capacity to produce and
export sophisticated goods with cheaper labor costs.

Business has become more international.

Globalization of competition has led to the disappearance
of traditional, acquired markets.

Customers have become more sensitive to quality, and the
usual concepts of performance, costs and economies of
scale are no longer sufficient to determine business
strategy.

The strategy of combining mass production with quality,
instead of cost-focus, has become standard.
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2. Changes in Technology

Rapid technological improvement has reduced product
life-cycles.

Computerized information systems have reduced the time
taken to process information and provided obvious benefits
to customers.

Production and development lead times have been reduced
through the use of computer-aided manufacture (CAM)
and computer-aided design (CAD).

Computerized planning and control systems have achieved
savings on stock and improved lead times and deliveries to
customers.

New technologies have opened up the possibilities of
system-wide automation, with significant cost savings.

3. Changes in Laws

Environmental laws tend to squeeze out more and more
manufacturers.

The Nuclear Regulatory Commission (NRC), Food and
Drug Administration and Air Safety Board are examples of
agencies that have a great influence on quality assurance
by producers.

Many government tenders require suppliers to have
guality assurance certification.

The US Congress passed the Consumer Product Safety Act
in 1972.
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4. Changes in Quality

The quality concept has changed from quality control and
quality insurance to total quality.

Quality has been identified as the very core of success for
Japanese companies.

ISO 9000 quality standards were published in 1987.

The Malcolm Baldrige National Quality Award was
announced in 1987 in the USA.

Quality has become a possible management or strategic
approach for any company.

Strategic managers must recognize that they must set an initial direction for
the firm to pursue, and that they must be more adaptive, flexible and
responsive to successfully guide their organizations. Strategic management
should:

Change from short to long-term planning.

Put the customer first, not the distribution system.

Put quality first, not cost.

Give satisfaction over time, not just immediate profits.

Use all the company's resources, instead of just one department.

Focus on specifying an environmental niche and organizational
direction.

Put developing human resources as the first-order strategy.



The Challenge of Strategic Management 33

THE CHALLENGE OF CORPORATE STRATEGY

The corporate strategy is principally concerned with determining the
effectiveness of the total business portfolio and formulating ways of
improving its performance through the determination of the appropriate role
that each business is expected to play in the company's game plan.

Traditional corporate strategy aims at three strategic objectives:
Profitability
Growth
Financial Performance

The corporate strategy is also called the ‘grand strategy’ or ‘master strategy’.
Its purpose is two-fold:

1. To provide a basic direction for strategic actions.

2. To co-ordinate and sustain efforts directed towards achieving
long-term business objectives.

In order to achieve long-term objectives in profitability, growth and financial
performance, the following strategic plans are usually proposed by traditional
strategists.

1. Internal growth
Vertical Integration
Market Penetration
Market Diversification

Product Diversification
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2. External growth
Horizontal Integration
Horizontal Diversification
Concentric Diversification
Conglomerate Diversification
3. Rejuvenation
Retrenchment
Turnaround
4. Stabilization
Maintenance
Defense
5. Termination
Divestment

Liquidation

However, in the context of a rapidly changing competitive environment, and
with technology evolving equally fast, many of the above strategic plans are

being revised.

1. Diversification strategy, regarded in the 1970s and much of the
1980s as an appropriate strategy, is now seen in many cases to

have overstretched resources, both capital and staff.

This

problem is more acute in organizations which have attempted to

directly manage their acquisitions.
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Diversification strategy has traditionally been promoted for the
security benefits of managing a portfolio of different businesses
and the benefits of synergy. Synergy is often summarized in the
textbooks as 2+2=5. In other words, the whole is greater than the
sum of the parts. However, to quantitatively measure its effect is
almost impossible.

Market diversification strategy often fails due to the dominant
orientation of a company. A recent example of a company that
ventured outside its dominant orientation and failed is Texas
Instruments, which ventured into the consumer market of
electronic calculators and digital watches.

A conglomerate diversification may put together a group of four
major divisions that make sense in terms of their financial and
marketing strategy. But these divisions may have little in
common, little internal direction, and no overall co-ordination.

2. Acquisition strategies were a particular feature of the 1980s.
These types of acquisitive growth may be driven by one or more
of the following strategies:

Horizontal Integration - Acquisition of or merger with
competitors.

Horizontal Diversification - Acquisition of new product
lines for existing customers.

Concentric Diversification - Acquiring new, and related
product lines for new customers.

Conglomerate Diversification - Acquiring new but
unrelated product lines for new customers.

Most of the above routes lead only to short-term success for a
corporation. Buying competitors may reduce costs, by spreading
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overheads and reducing competition, which may improve prices
and margins.

However, where does the corporation proceed from here? Can it
really enhance its competitive advantage in the long run? A
sleepy corporation is bought, its management fired, inefficient
factories closed down, and overheads and suppliers reduced, all
to improve profitability. But this has yielded only a one-shot —
short-term gain. How will the corporation attain superior
performance in the future?

The merger boom of the mid-1980s was a reflection of the
restructuring of company strategic portfolios. However, it
proved to be a failure in many cases. The organizational
structure became less responsive to the market changes, and it
did not improve productivity. It was merely a re-arrangement of
the assets of some companies.

Conglomerate diversification is a great idea if the corporate
managers know their business. Conglomerate diversification
tends to create devalued ‘strategic business units’ (SBU) for
managerial accountability or profit and loss. However, it may
create many new ‘presidents’ during the process, each with a
small entrepreneurial business to run as he wishes. Because of its
size or political factors, the whole corporation may not achieve its
long-term objectives.

So, many large conglomerates have recently been subjected to a
reverse trend: unbonding, demerging, management and
leveraged buy-out.

When crisis looms and change is urgently needed, which
unfortunately is more and more frequently the case, energetic
action is required. Top management awareness of the need for
change, and a readiness to challenge old organizational
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assumptions, are necessary conditions for action. Without
transformational leadership from top management, strategy
formulation will become *analysis paralysis’.

CREATING EXCELLENCE : NEW RULES OF
COMPETITION

Excellent Companies in Trouble

Two-thirds of the 43 excellent companies highlighted by Thomas Peters and
Robert Waterman in their book, In Search of Excellence, lost their luster only
five years after the book's publication in 1982.

Peters and Waterman set forth six objective criteria to gauge excellence:
Compound asset growth
Compound equity growth
Average ratio of market to book value
Average return on total capital
Average return on equity
Average return on sales

Dana Corp, Boeing and Texas Instruments were once regarded as excellent
models, yet in the last four years each of them has suffered setbacks. Others,
including Atari, Avon and Levi Strauss, have suffered significant earnings
declines stemming from serious business or management problems. People
Express, which had been considered an example of what to do right in an
organization, just escaped bankruptcy by being purchased by its rival, Texas
Air.
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Of the original 43, only a few, as of this writing, are still regarded as
‘excellent’. Companies that have followed one set of rules such as those
espoused in Search of Excellence have tended to get into trouble just as
companies did when they followed the strict rules of the financial number
crunchers. Simply identifying attributes of financial success is like identifying
attributes of people in excellent health during the bubonic plague. The
measure of excellence during times of financial soundness are inadequate for
predicting company survival through times of trouble.

The rate of change is too rapid for organizations to become complacent. The
excellent companies of today will not necessarily remain excellent tomorrow.
For the foreseeable future, it is difficult to find a firm that has a solid and
definitely sustainable lead over its competitors.

ACCELERATION OF ENVIRONMENTAL CHANGES

During the twentieth century, environmental changes have become more
complex, numerous, diverse and discontinuous. One aspect of acceleration
was the increasing ‘frequency of change’ which exerted influence on the
business firm. Another aspect of acceleration was an increase in the ‘rate of
diffusion of change’. The former represents the exponential growth in the
number of new products/services and new technologies; the latter refers to
the speed with which new products and services invade markets.

The consequences of the acceleration of change have been threefold:

An increasing difficulty in anticipating change sufficiently in
advance to plan a timely response.

The need for increased speed of implementing responses.

The need for flexible and timely responses to surprises which
could not be anticipated in advance.
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Organizations with a low level of adaptation, but existing in a rapidly
changing environment, tend to deal with problems on a short-term, crisis
basis. Organizations which exist in a hyper-turbulent environment must not
only respond to change, but must proactively take advantage of new
opportunities for innovation. These organizations tend to fit the
renewal/transformational orientation, champion of innovation, and are faster
at developing new ideas. They are more responsive to competitive changes,
and more participative in getting commitment and involvement of
organization members in the renewal process.

CLASSIC RULES OF COMPETITION

Traditional strategic thinking was focused on ‘structural advantage’.
Competitive advantage of an organization is believed to be achieved by the
physical side of business, such as:

Economy of scale

Cost of leadership

Highest relative market share
Widest distribution

The BCG matrix, introduced by the Boston Consulting Group, demonstrated
the economic value of a strong structural position. The basic logic of the BCG
matrix is that relative market share is linked directly to cash generation and
profitability. The firm with the largest cumulative volume gains the benefits
of the experience curve first, so market share is critical. The BCG matrix’s
vertical axis refers to the growth rate of the market at which each business (or
product) is targeted.

Businesses with high relative market share and low growth (cash cows)
require little investment and generate lots of cash. Dogs have low relative
shares in low growth markets, so there is little future in keeping them.
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Question marks indicate followers positioning into growth markets. These
businesses require large amounts of cash to turn them into stars. Stars are
able to fund their own development because they have leading share positions
in their markets.

New competitive factors such as quality, time and flexibility, along with cost,
have become the dimensions of competitive strategy. For example, Japanese
competitors caught up with and sometimes surpassed their global competitors
by applying the old practices — the focus on cost leadership through market
share — and adding some new rules. Higher quality and manufacturing
streamlining and cost reduction went hand-in-hand. Rapid innovation and
new product introduction were used to attract customers and gain market
share. This represented a major shift in strategic emphasis.

THE NEwW COMPETITIVE POSTURE

The rationale behind the portfolio matrix is that structural advantage resides
largely in cost reduction. In order to achieve competitive strength through
superior market share, a company can streamline through the economies of
scale and throughput. These measures, together with the experience curve
effect can enable a firm to obtain the lowest cost by upsizing.

This is true in the growth cycle, under conditions when technology is stable,
the rate of growth of demand exceeds the rate of growth of supply, and
competition is not cut-throat. However, when environmental turbulence rises,
a single measure of volume growth becomes volatile and dangerous.

As an industry starts to mature, rules are accepted and understood, customer
expectations about quality and performance are recognized, and industry
standards are established. Competition, in the transition to maturity, can
become more intense as rapid growth can now only be achieved by capturing
customers from rival firms. Cumulative experience no longer provides an
important advantage to one firm because all firms have now gained the
advantages of experience.
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CHANGING ENVIRONMENT

The theory suggests that companies should try to balance their cash
requirements by investing in ‘portfolios’ of businesses. So, if your company is
a ‘cash cow’, it should diversify by acquiring promising ‘question mark’
businesses. It was this sort of logic which underpinned much of the multi-
business conglomerate in the 1970s and 1980s. An unintended consequence
was that companies reinvested excess cash in unrelated businesses where they
could not be competitive. There is little reason to get involved into businesses
about which you know little, just because you cannot find a home for all your
cash.

In addition, the ‘biased’ tax laws in the US and elsewhere contributed to the
development of the multi-business conglomerates. The majority of corporate
shareholdings were in the hands of individuals, who paid taxes at rates higher
than companies, encouraging corporations to redeploy investable cash
themselves rather than pay highly taxable dividends to shareholders.

Diversification, regarded in the 1970s and much of the 1980s as an appropriate
strategy, is now seen in many cases to have over stretched resources, both of
capital and of staff. Stock prices were pushed below break up value in some
cases, encouraging corporate raiders to buy these companies to break them up
and to sell off the pieces. However, conglomerates have been penalized by
the market due to the following reasons:

1. De-regulation, innovation and ingenuity of financial services have
reduced the value of corporations as collectors and allocators of cash.
Cash can be raised by corporate entities, large and small, and
therefore, central raising of funds is no longer a value creating
activity.

2. In the US, many institutional tax shareholders are not subject to
taxation at all, and hence can receive dividends and reinvest them
without tax consequences. The conglomerate is no longer a primary
method of capital allocation.
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As tax laws have changed and the financial markets have developed, multi-
business conglomerates have become increasingly difficult to justify and have
been made vulnerable by their competitive mediocrity. It is therefore hardly
surprising that such companies are now the targets of corporate raiders who
are seeking to demerge their operations.

NEW RULES OF COMPETITION

In a hyperturbulent environment, historical strengths can no longer apply to
new strategic postures. The structural advantages stemming from the large
scale plants, cost leadership, highest relative market share and experience
curve effect of yesteryear, frequently become the weaknesses of today. Thus,
as companies change their external strategies, they also have to change their
internal capabilities. This requires much more than focusing solely on
structural attributes.

Capabilities start with the customer. Thus, building a systematic strategy not
only requires a knowledge of customer requirements, but also an
understanding of how well a company ‘rates’ in terms of its ability to meet
these criteria relative to its competitors.

For a company to be successful, it must:

1. Provide a mix of product features and services to its customers
which they will value.

2. Provide a better set of features and services, and/or provide them
at a lower cost than competitors.

It is clear that today's world class company must possess superior relative
capabilities in delivering customer value. This represents a major shift in
emphasis, and has been driven by increasingly sophisticated customer
requirements, by cheaper and more flexible information technology, by faster
customer's response time, and by marginal diminishing returns to structural
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positions. To satisfy those requirements, companies are increasingly obligated
to compete on the basis of capabilities.

Exhibit 2-1 shows the new rules of competition in contrast with the classic
rules of competition.

Exhibit 2-1: The Competitive Advantage

Classic Rules of Competition New Rules of Competition

* Scale (Size) * Speed

* Factor costs * Quality

* Cost of capital * Flexibility
* Leverage * Logistics
* Experience * Focus

* Technology * Information

DEVELOPING A SELF-RENEWAL CAPACITY

Self-renewal means building innovation and commitment to change into the
organization's values. Business leaders need to find continuing ways to renew
and revitalize their teams, departments, and organization. The renewing or
transformational leaders are constantly fighting entropy and proactively
building for the future. If the organization is geared to continued growth, its
members will value forward-moving change as a recurrent and desirable
phenomenon.

The continuing evolution of the change agenda makes it dangerous to base
future plans on historically successful responses to challenges. There is no
single prescription for future success which will apply to all firms.

Faced with today’s hyper-turbulent environment, firms must:

Continuously survey the environment for signs of future
discontinuity and potential surprises.

Cope with rapid saturation of markets.
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Respond to frequent changes in competitive structure and
dynamics.

Take advantage of opportunities in new growth industries.

Anticipate potential invasion of their industry by alien
technologies.

Respond to global competition.
Adapt to political upheavals.
Respond to social pressures on the firm.

Cope with government regulation of business behavior.

When a firm's environment moves to a new turbulence level, the firm's

capability to respond to environment stimuli must also move to cope with the

change. If capabilities fail to keep pace with the environment, the firm is in

danger of losing its competitive position and becoming unprofitable.

Capabilities, in sum, represent the platform on which the success or failure of
any organization relies.

Capabilities development requires optimizing on following six organizational

variables:

1.

Structure
Systems
Skills
Style
Staff

Shared value (culture)
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These six organizational variables, together with company strategy, form the
framework for developing world-class capable organizations.

The capable organization is typically more focused than the multi-business
conglomerate, less centralized, and more level, with enhanced employee
empowerment.

As a result, standardization and controlling work are no longer required,
neither is a culture and style which emphasizes control and authority. Thus,
automating the operating core enables the firm to move its structure, systems
and culture towards a more relaxed, informal and meritocratic organization.

Experience Curve Effects?

As growth continues, we anticipate greater efficiency and more productivity.
But how much improvement can one reasonably expect?

From its analysis of experience curves and cost-price relationships, the Boston
Consulting Group (BCG) concluded that total cost per unit will decline
between 20% and 30% everytime total production is doubled. This
relationship is portrayed by Exhibit 2-2.

Exhibit 2-2: The Experience Curve
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Assume that firm A is the largest in its industry with twice the market share
of firm B. Then, following the 20% cost decline rule, A's overhead and value-
added costs of manufacturing and marketing should be only about 80% of the
cost of B.

Relative costs of value added as a function of relative market share are
shown in Exhibit 2-3.

Exhibit 2-3;: The VValue-added Cost as a Function of Relative Market Share

Relative Cost (of value added)

0.64 0.80 1.00 1.25 1.55

4.0 2.0 10 0.5 0.25

Relative share to largest
Competitor in Specific Segment

The experience curve results from four basic effects:
1. Learning effects

Efficiency increases as operators, supervisors and staff personnel
become more familiar with required tasks. As more experience is
gained, planning, tooling and co-ordination become more cost-
effective.
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Economies of scale

These occur as the total fixed cost of productive capacity is
distributed among a larger number of products. In addition,
materials can be more economically purchased, handled and
processed as the production volume increases.

Substitution
The substitution of less expensive materials helps to reduce costs.
Innovation and value engineering

Cost benefits are realized as improved methods, procedures, and
technologies emerge.

The experience curve effect has been widely accepted as a basis for setting
marketing objectives and pricing decisions, as illustrated by Exhibit 2-4.

Exhibit 2-4: A Typical Price-Cost Relationship

Price /
Cost

Phase A
(Introductory)

Phase B
(Growth)
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During phase A, when the new product is just beginning to gain a position in
the market, its price is generally lower than the cost of production. At the end
of this phase, the experience effect takes over and the price remains relatively
constant.

During the growth phase, the supply is relatively low compared to the demand.
Price cuts will be very moderate. Towards the end of the growth phase, the
competitive situation becomes very unstable as new competitors are attracted
by high-profit margins.

During the maturity phase, more and more competitors enter the market.
Prices drop dramatically and marginal producers are forced out of the market.

According to BCG, the best strategy is one in which the price of a product is
closely related to its cost. To summarize, the experience curve concept leads
to the conclusion that all producers must achieve and maintain the full cost-
reduction potential of their experience gains if they hope to survive.

The experience curve is particularly important in productivity improvement
results during the rapid development and mature phases of the product's life
cycle, especially when the system is product-focused.

1. The firm that has the largest market share will produce the
largest number of units and will have the lowest cost, even if all
firms are on the same percentage experience curve.

2. If, through process-technology advantages, a firm can establish
itself on a lower percentage experience curve than a competitor, it
will have lower unit costs even if both firms have the same
cumulative output.

3. A firm with greater experience can use an aggressive price policy
as a competitive weapon to gain an even greater market share.

4. A firm can use an aggressive policy on process technology by
allocating resources toward mechanization in earlier stages and
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automation in later stages of growth to maintain its position on
the experience curve, or to improve the slope of its experience
curve.

In process-focused systems, we do not have the opportunity to learn what
causes the constant repetition of an activity. Also, the lower volume makes it
less likely that improvements will result from mechanization and automation
or from flow improvements in layout.

However, there is cost improvement in these systems. Operators of process-
focused systems learn how to serve their customers better through improved
order processing, better labor assignment and scheduling, better tool design,
improved layout, and so on.

In quality management, the experience curve can be used to compare
performances, set performance standards, relate quality costs to work cycle
frequencies, demonstrate the effect of quality assurance programs, and share
the results of better quality performances. Performance can be measured in
terms of defects or failures as well as time required.

The improvement in terms of defects depends on the relative quality of the
first item. The better, more intensive, and more effective the production of the
first unit is organized, the more adequate will be the quality of design and the
actual production. The rate of decline in defects with subsequent work units,
or cycles, can be curtailed. Thus, the model expresses quality improvements.

Perhaps the greatest limitation of the experience curve is that the benefits
finally run out simply because of product obsolescence. But, even before
maturity is reached, the cost reductions, due to experience, will provide
smaller and smaller returns. As the product matures, it becomes much more
difficult to obtain further cost reductions.

As the product goes through the stages of life-cycle development, the
productive system also matures, going through the stages of custom volume
(job shop), low volume (batch), high volume and very high volume (product-
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focused system). Hence, the productive system is becoming much less
flexible and more and more capital intensive. This evolution is a large part of
what makes the experience curve work, but, at the same time, it makes the
firm more wvulnerable to changes in consumer factors and product
obsolescence.

Quality improvements can be influenced by hidden factors and, therefore,
causes of improvements and failures cannot be easily recognized.

How can a firm recognize experience patterns while they are occurring?

What is most dangerous about the experience curve approach is that it leads
the strategists to think that cost factor plays an important role in increasing
the market share. Hence, companies wishing to capture more market shares
tend towards cost-reduction while ignoring the quality of products and
services.

COMPETITIVE POSITION : PORTFOLIO MATRIX

The first popular conceptual framework to find an attractive competitive
position within a market came from the Boston Consulting Group. This
conceptual framework is the portfolio matrix, which is used to establish the
best mix of businesses in order to maximize the long-term earning growth of a
firm.

The portfolio approach addresses the issue of the potential value of a
particular business for the firm. This value has two variables: first, the
potential for generating attractive earning levels now; second, the potential for
growth or for significantly increased earning levels in the future. Current
earnings potential is measured by comparing the market position of the
business to that of its competitors. It is directly determined by relative market
share. The growth potential is measured by the growth rate of the market
segment in which the business competes.
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The two dimensions of value are arranged in matrix form, providing the basis
for a business classification scheme. With regard to the two axes of the
matrix, the relative market share is plotted on a logarithmic scale in order to
be consistent with the ‘experience curve effect’, which implies that the bigger
and more experienced the company, the lower will be its costs, and, therefore,
the higher its profits. A linear axis is used for growth. In general, the rates of
cash use will be directly proportionate to growth. The strategic implications

will be:
1. Striving for growth to become the biggest in the market.
2. Growth is a major influence in reducing cost because it is easier to
gain experience or build market share in a growth market than in
a slow market.
3. The stronger the relative market-share position of a product, the

higher the margins it will have, because of the experience curve
effect.

This suggests that there are four generic business types as illustrated below in
the matrix in Exhibit 2-5.

1. Cash Cow: A business with a high relative share in a low growth
market. It should be managed to generate a lot of cash, though
not at the expense of the market share.

2. Star: Here, the business enjoys a high relative share in a high-
growth market. The business is profitable, but requires
investment. The priority should be to insure that the company
holds this high share of the market and matures into a cash cow
in the future.

3. Question Mark: The products of this business are in a growth
market but possess a low share. Because it is growing, the
business can be sufficiently funded so that it may become a star
and later a cash cow when the growth slows down.
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4. Dogs: A business with low relative share in low-growth markets.
Their poor competitive position ‘condemns’ them to poor profits.
Usually, they are net users of cash. An alternative is to convert
dogs into cash if there is an opportunity to do so.

Exhibit 2-5: The Generic Business Types

* ?
Star Question Mark
High
Product
Sales
Growth
Rate
$ ®
Low Cash Cow Dog
High Low

Relative M arket Share

The portfolio approach was first used by the Norton Company in the late
1960s. Since then, many large corporations have followed this approach.
However, several difficulties limit the workability of the approach. There are
also many questions still to be answered:
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1. Besides the experience curve effect, are there any other ways in
which companies can achieve cost advantage? What about the
economy of scale, labor costs, or natural endowments?

2. Do companies need to be the biggest in the market to be
successful? What do you do with businesses which are not
leaders?

3. What other business mix should we consider? How about
marketing strategy and financial resources?

4. How can we establish a strong competitive position by meeting

customer needs more effectively at lower costs?

DIRECTIONAL POLICY MATRIX

The directional policy matrix below uses market potential and company
capabilities to measure the strategic implications so as to help strategic
managers to identify the strategic options (Exhibit 2-6).

Exhibit 2-6: The Directional Policy Matrix
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DPM is based on the concept of managing an investment portfolio. It is a tool
for optimizing the overall corporate objective function, be it growth or return
on investment, under constraints, such as available funds or the number of
employees. Subject to the corporation's assumed overriding objective of
achieving an overall portfolio that will appropriately balance risk and return,
specific strategic implications are associated with particular positions on the
matrix.

Under DPM, an individual business tends to degenerate into an impersonal
dot on the portfolio matrix, characterized only by static, quantifiable measures
of market attractiveness and business strength. It tends to neglect important
success factors such as creativity, imagination and persistence.

The DPM approach has further pushed the focus of management concern
towards purely financial measures and hastened the conglomeration of
diversified companies in the United States. It was originally conceived as a
device for determining priorities for an investment portfolio, but has been
perverted into a device for killing certain businesses and boosting others,
purely in order to maximize the corporation’s financial results.

In fact, the emphasis of business planning has tended to shift in recent years
from the horizontal axis to the vertical axis of the matrix (Exhibit 2-7).

The portfolio concept in the early days treated the two axes almost equally,
but the conglomeration of diversified companies during the 1970s led them
gradually into an excessive preoccupation with the vertical axis. In other
words, they became ‘gold seekers’. Now that those companies have found
that they cannot build an attractive business in the market to compete with
others who know the business better, the emphasis has been swinging
towards the vertical axis — company capability.

Instead of managing its businesses as separate units, a large diversified
company should seek to establish quality leadership through synergy arising
from shared functional resources. Then the businesses will become stronger
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because they are parts of a corporation rather than separate individual
entities.

Exhibit 2-7: The Psychological Evolution of Directional Policy Matrix

Pre-70’s
‘Balance’
Company
Capability
M arket Potential
Mid-70’'s
‘Gold Seekers’
Company
Capability
M arket Potential
1980s
‘Back to Business’
Company
Capability

M arket Potential
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The quality strategy should serve various businesses, including mass-
production technology, R&D, mass distribution channels, corporations, etc.
The DPM can then be used to generate creative ideas for each business. Thus,
the DPM approach can still be of value, because it will be taken that the
reasons for the position of the dot in the matrix are understood.

CASE STUDY

As a pioneer of the portfolio approach, General Electric (GE) beefed up its
planning staff to more than 200 professionals and applied strategic technology
with great vigor.

Later, faced with a management overload, the company introduced six sectors
on top of Single Business Units (SBUs). The reclustering of GE's portfolio into
43 SBUs added additional impedance to the system. Although their task was
to manage the subsets of GE's portfolio, the sectors took over the role of an
extra management layer, recruited additional finance and planning staff, and
strove to achieve their sector numbers.

GE became increasingly an example of conglomerate diversification. Top-
level reviews were relied upon as a means of ‘stripping away fat’ and piercing
through ‘misplaced sentiment’, but in so doing tended to interfere with the
subtle aspects of business. They imposed an overhead on GE's divisions not
only in accounting, but also, albeit subtly, in planning procedures, routine
reports and ‘selling’ a division's plans to top management.

Layering placed GE at a disadvantage with other industries in a market where
competition was fast changing and becoming more and more intense. When a
GE SBU stood toe-to-toe with single product firms, it had a built-in
disadvantage in that it had to fight for resources through layers of skeptical
staff. Inevitably, some decisions, that made sense at the corporate level,
resulted in resource allocations at the business level that jeopardized long-
term competitiveness.
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Strategies exist at different levels in an organization and are classified
according to the scope of their coverage.

1.

Corporate Strategies: Strategies that address what businesses a
multibusiness organization will initiate and how resources will
be allocated among them. These businesses are established at the
corporate level and involve a long-range time limit.

Business Unit Strategies: These focus on how to compete in a
given business. The scope of a business strategy is narrower
than that of a corporate strategy and generally applies to a single
business unit or SBU.

Functional-level Strategies: These strategies are concerned with
the activities of the different functional areas of a business, such
as Operations Management, Marketing, Finance, Human
Resources, Accounting, MIS and Logistics.

There are three kinds of corporations:

1.

Single-product corporations
Conglomerate corporations
Diversified corporations

A single-product corporation, that is not planning to diversify, may have
an identica corporate and business strategy. Conglomerates and
diversified corporations, however, need to look a two major
considerations:

How should an individual business be integrated
into the total corporation?

Is there, or should there be, a strategy at the
corporate level that is different from the sum of the
component strategies of the individual businesses?
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The conglomerate tries to maximize the wealth of the shareholder over
the long term. As such, it may acquire an electronics company for long
term growth, an insurance company for cash flow and a fast-food chain
for short-term growth, etc.

The conglomerate will have a difficult time defining its corporate
objective in other than financial or numerical terms, such as ‘maximize
ROI or ROS'. None of these businesses is related to the others, except
that they constitute collectively a convenient vehicle for a self-contained
capital management system to measure resource or funds allocation.
Since it is hard for any company to transfer its corporate culture and
value system into the acquired, conglomerates with many acquired
companies among their operating divisions tend to give up, over time,
the hope of integrating the resources and value systems of acquired
companies into their own. This lack of unifying forces can make a
conglomerate treat its acquired businesses only as means for achieving
quantifiable financial objectives.

A diversified company differs fundamentally from a conglomerate in
that it is organized to exploit its latent functional synergy to achieve cost
and quality leadership over its single-business competitors and to use its
superior and deeper understanding of the business and its individual key
success factors to gain a competitive edge.

The corporate headquarters must extract functional synergy and/or
strategically deploy the benefits of shared resources among constituent
businesses. A diversified company would ideally comprise not more
than five layers, as shown in Exhibit 2-8.

QUALITY AS COMPETITIVE STRATEGY

Global competitors have made significant changes in their strategic plans over

the past decade. Continual improvement in quality has led to reduced costs

because of less rework, fewer mistakes, fewer delays, and better use of time
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and materials. Feigenbaum (1979) estimated that poor quality can represent
about 15-40 percent of the plant’s productive capacity. Holusha stated that
the quality issue has major implications for the health of the domestic
(automobile) industry, which reported a combined loss of more than $4 billion
in 1980 and laid off more than 200,000 workers. (Holusha, J, Quality Woes
Bedevil Detroit, Gain Made, But Japan Is Still Seen as Leader, The New York
Times, April 30, 1984, p 16)

If you have world class quality products, services, and people, you will also
generate world class performance. Goods and services are no longer simply
differentiated on the basis of design features alone, but issues such as
reliability, defects-free and consistency have become critical competitive
factors. Enterprises win market share based on their ability to manage all
aspects of quality, in addition to their ability to exploit opportunities provided
by new technologies and techniques. The concept of ‘quality as a competitive
strategy’ has emerged.

A better understanding of the importance of quality for American companies
is found in a study prepared by the House Republican Research Committee
Task Force for members of Congress. The study concluded that the United
States is being challenged in global business on the level of quality. The study
summarizes that:

“For the US to remain strong, to grow and to regain lost markets, we must
recognize where we are weak and seek solutions to those weaknesses. It is
important that we recognize a significant portion of our trade deficit is due to
the ability of foreign competitors to deliver higher-quality products that are
either novel, less costly to produce, promise better service, or some
combination of the above. Our competitors, most notably the Japanese, are
challenging us, not so much with better science and technology, but in the
way they organize their work... in the way their firms and factories are
organized and managed. The United States, in short, is being challenged
through a commitment to quality.
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Exhibit 2-8: The Five-layer Concept of a diversified company

Corporate = Corporate goal-
Headquarters .
Headquarters Setting

= Culture/systems
= Resource allocation

Strategic = Long-term strategic
Gsl ( SSD Sector planning and resource
alocation

= Socio-political unit

Strategic = Mid to short-term
( SBU, J SBU, | Business strategy execution
Unit = Functional sunergy
Strategic = Basic business
SPU, SPU, ) Planning planning unit (product
Unit market strategy)

= May have some
functional autonomy

PMS, — PMS, _
I | Product-market = Meaningful

PMS. PMS.  Segment differentiation unit
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“What makes quality different from other competitiveness solutions is its
emphasis on actually improving our ability to compete. Most competitiveness
solutions seek to relieve competitive pressures rather than working to
strengthen the competitor. While streamlining regulations, insuring foreign
market access, providing market information, and other such efforts are
laudable, they will all be for naught if ‘Made in America’ is viewed as a
euphemism for costly, inferior products and services. No amount of playing
field ‘leveling’ will obtain US market share in fields that are on the
technological cutting edge without a commitment to quality. That goes for
computers, cars, machinery, chemicals or whatever.”

There is considerable evidence that supports the focus on quality
as a strategic issue. The profit impact of market strategy (PIMS)
study correlated many variables with long-term financial
performance. In describing PIMS, Buzzell and Gale conclude “In
the long run, the most single important factor affecting a business
unit’s performance is the quality of its products and services,
relative to those of competitors”. (Buzzell RD and Gale BT (1987),
The PIMS Principles, The Free Press)

Exhibit 2-9 shows the relationship between quality, market share
and profitability, measured as Return On Investment (ROI). The
PIMS findings suggest that relative perceived product quality is
more positively related to a company’s financial performance
than such factors as relative market share. While a combination
of high relative market share and superior relative quality yield
the highest ROI (38 per cent) it is possible to obtain good
profitability (21 percent ROI) with a low relative market share
through high relative quality.

It is essential that quality is measured by customers and is not
measured by what managers within a company think their
customers’ views are. A number of reasons have been identified
as to why it is unsafe to rely on managerial opinions of customer
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perception. (Thompson P, De Souza G and Gale BT (1985) The
Strategic Management of Service Quality. Pimmesletter No 33. The
Strategic Management Institute)

Management may not know what specific purchase criteria users
consider important. Even when the criteria are correctly
identified, management may misjudge the relative importance of
individual criteria...sometimes by a factor of 3:1.

Management may misjudge how users perceive the performance
of competitive products on specific performance criteria. These
differences in perception of performance may exist for the most
basic of criteria.

Exhibit 2-9: The Impact of Quality and Market Share on Profitability

ROI (%)

Superior
67%

Relative quality
33% (persentile)

High

60%

25%
Relative market share Low |nferior
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Management may fail to recognize that user needs have evolved
in response to competitive product developments, technological
advances, or other market or environmental influences.

Thus, external market research should be used to identify
customer perceived quality. A further finding of relevance is that
high quality does not necessarily mean cost. PIMS research
concludes that the perceived quality variable has little correlation
with cost. (Luchs R (1986), Successful Businesses Compete on
Quality — Not Costs, Long Range Planning. pp. 12-17)

In reviewing these findings Peters and Austin conclude that
winners emphasize meeting customer expectations, research
customer needs, use customer-based quality performance
measures, and formulate quality control objectives for all
functions. In contrast, losers downgrade the customer view,
make high quality synonymous with technical tolerances, tie
guality objectives to work flow, and formalize quality control
objectives for production only. (Peters T and Austin N (1985) A
Passion for Excellence. Random House)

Quality must become the company’s number one business strategy priority.
Recent research (such as PIMS) clearly shows that those enterprises which
rank highest in quality also yield the best long-term corporate financial
performance.

The essence of quality as the company wide business strategy has been
summarized by a recent report to the American Society for Quality Control:

It is not those who offer the product but those whom it serves —
the customers, users, and those who influence or represent them
— who have the final word on how well a product fulfills needs
and expectations.
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Satisfaction is related to competitive offerings.

Satisfaction, as related to competitive offerings, is formed over
the product’s lifetime, not just at the time of purchase.

A composite of attributes is needed to provide the most
satisfaction to those whom the product services.

Hence, the Quality Strategy can be defined as:

“A way of doing business that relies on the formulation and implementation of plans,
and carrying out activities, to continually improve quality and productivity on a
total organizational level.”

This new view of quality was further supported by a report prepared for the
1983 White House Conference on Productivity:

“Managing the quality dimension of an organization is not generically different from
any other aspects of management. It involves the formulation of strategies, setting
goals and objectives, developing action plans, implementing plans, and using control
systems for monitoring feedback and taking corrective action. If quality is viewed as a
control system, it will never be substantially improved. Quality is not just a control
system; quality is a management function.”

There are many interpretations of Quality Strategy. Different companies have
different approaches towards quality. In Quality Strategy development, it
must be borne in mind that the approach must be tailored to suit the size,
culture and structure of the company.

QUALITY AS AN ELEMENT OF STRATEGY
FORMULATION

Strategic management includes the analysis of and major long-term decisions
of strategy formulation as well as the short-term actions that implement the
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strategy through integrated annual action plans, policies, corporate culture,
and ongoing attention to structure and systems.

Although strategy writers differ on the proper strategy for obtaining a
competitive advantage, many have overlooked the importance of quality in
developing a relevant strategy. Most approaches to business strategy adopt a
competitor orientation and prescribe various ways to build sustainable
competitive advantage. The underlying assumption is that success is based
on some monopoly power that is to a large degree controllable by managers.
However, leading Japanese firms pay little attention to competitors and focus
on defining and satisfying customer needs. They have improved
organizational performance and achieved success by making quality a
categorical strategic imperative.

Strategic thinking was traditionally focused on structural advantage.
Structural advantage resides largely in cost. In the search for the lowest cost
solutions, companies came to understand the power of superior market share
to enable economies of scale, economies of throughput, and the experience
curve effect.

The well-known BCG (Boston Consulting Group) model was built using this
strategic thinking, such as the experience curve effect and the growth-share
matrix (with its lexicon of cash cows, stars, dogs and question marks). Most
of the traditional business strategies placed emphasis on structural attributes,
such as:

Economies of scale
Experience curve effect
Innovation

Factor costs

Leverage
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Cost of capital
Market share

To gain structural advantage, companies looked for vertical or horizontal
integration. Companies may grow large but fail to respond to customer
needs, due to inflexibility. IBM, one of the world’s most admired companies
up until as late as 1991, has been rendered so inflexible by its rigid and
hierarchical structure (currently changing) that small competitors have picked
away at the most profitable segments of the computer and office automation
market, despite IBM’s size and previously assumed strength.

In order to gain long-term competitive positioning in the marketplace, quality
should be the number one strategic goal in strategy formulation. Thus, the
complete statement of a company’s overall strategy will include an internally
consistent combination of its quality-based strategy, functional strategy,
generic strategy, and grand strategy.

Traditional approaches emphasized the concept of environmental fit, in which
managers build on a firm’s competitive advantages to realize its external
goals, while strengthening its weaknesses and minimizing threats. Quality-
based approaches focus primarily on the capabilities of an organization to
improve value to customers in the target market.

In the contingency approach -- the current framework for strategy -- the
appropriateness of a given strategy depends on an organization’s competitive
setting as defined by customer type, purchase frequency, stage of product life
cycle, dollar importance to customer, technological change, and product
differentiation. Results from 320 studies showed that improving key
customer value variables such as product/service quality, R&D, and social
responsibility nearly always enhanced profitability, growth and financial
stability (Capon, Farley, and Hoenig, 1990).

In the last few years, many of the principles of quality management
overlapped or replaced principles of management and strategic management.
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For example, popular concepts of customer satisfaction, continuous
improvement, benchmarking, cycle time, and teamwork are closely related to
strategic concepts such as mission, objectives, environmental analysis,
strategic choice, motivation and corporate culture. The emerging paradigm
emphasizes quality in every aspect of strategy formulation and
implementation. In the quality perspective, profit is a result of a continuous
conformance to customer requirements.

Once a company decides to compete on the basis of particular dimensions of
guality, it enters the realm of strategic quality planning. Quality has been
defined as a measure of customer satisfaction over the lifetime of the product.
In addition, quality is measured relative to the competitor’s product offerings,
which generate other new perspectives:

Market research on quality becomes important because it
provides information as to what customers want and what
competitors are doing.

Customers view life-cycle costs as more important than initial
prices.

Customer complaints can be employed as a source of continuous
improvement recommendations.

Performance measurements must be linked up with customer
value.

Quality must be the number one business strategy priority.

Competitive benchmarking should be employed as a means of
matching or exceeding competitor quality.

In the last decade, many companies became interested in quality. Programs to
improve quality proliferated. They started to implement TQM programs.
However, they treated TQM and strategy formulation as distinct, separate
organizational processes.
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Accordingly, TQM was viewed as a separate program to merely improve the
management system. They achieved only modest improvements which were
often unrelated to the firm’s business strategy. The current research is based
on the proposition that, in excellent organizations, strategy formulation and
TQM have converged into an integrated process. It means that quality must
be an overall philosophy of strategy implementation. Quality offers a means
of strategically positioning the firm by determining the dimensions of quality
important to customers.

Making strategic quality a part of a company requires shifts in thinking.
Achieving strategic objectives for quality requires that the organization’s
activities be integrated at every level and across every function. Placing
guality in the broader context of customer value counteracts the tendency of
people with different functional orientations within an organization to take a
different view of quality. Each of these views is important, and has a role in
executing a quality strategy. Thus, managers in the new paradigm regard
guality as an important element to strategy formulation and planning, so as to
decide:

which markets to enter.
which customers to serve.
which products or services to offer.
how to deliver customer value.
how to outperform competitors in quality.
The characteristics of the Quality-based Strategy are concluded as follows:
It sets quality as both short and long-term goals and objectives.

It applies human resources and quantitative methods to improve
the materials and services supplied to one’s organization.
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It aims to improve the processes within the company and to
improve the company’s ability to meet the customer’s needs now
and in the future.

It involves everybody in an organization in a systematic, long-
term endeavor to develop processes that are customer-driven,
flexible and responsive, and constantly improving in quality.

It emphasizes the long-term partnership among suppliers,
customers and employees.

It emphasizes training and development for improving personal
effectiveness and performance and for aligning and focusing all
individual efforts throughout an organization.

THE QUALITY FIRST STRATEGY

Business strategy theories have in the past tended to pronounce a trade-off

between quality and productivity. However, it has been proved that quality

and productivity are the same thing. Quality has been used as a strategic

dimension to gain market share and to increase productivity.

Quality should be the number one priority for any company. There are a

number of main points which strategic planners should address if they wish

to improve quality and resource productivity:

1.

Quality and productivity should be linked to customer needs and
expectations.

Quality and productivity should be linked to the corporate
objectives.

Quality should be measured against benchmarks of competitors
over time.

Critical success factors should be reinforced.
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5. Quality and productivity require the support and understanding
of all the staff.

The PIMS findings have already pointed out that relative, perceived quality,
above all other factors, increases the market share. Relative perceived quality
and market share are correlated with regard to their impact on profitability.
Externally, the strategy, aimed at achieving the highest quality, looks at the
competitive advantage of the business.

Internally, the ‘quality first’ strategy provides a comprehensive way to
improve total performance of the organization and the quality of conformity,
examining each process through which work progresses in a systematic,
integrated, consistent and organization-wide manner. It includes
understanding the concept of variation and its impact on process
improvement. Financial performance can be achieved by reducing the non-
value-added activities and quality-related costs.

In order to achieve growth, profitability and financial performance, quality
must become the corporation's number one priority. If you have world class
guality products, service, and people, you will also generate world class
profits in the long run.

‘Quality first’ strategy is a customer-driven strategy. ‘Quality first’ strategy
drives strategic management to have direct contacts with the customers to
gain insight into the interrelationship between business units and functional
areas. The new role of the corporate strategy is related to and works with the
customers in new and different ways. It serves as the focal point of the
corporation's total business effort.

The ‘Quality first’ strategy requires the corporation to have a new vision and
mission which encompasses customer needs, the chosen markets, and the
guality of products and services. It requires the corporation to look into:

1. Its quality policy.

2. Its approach towards quality objectives achievement.
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3. Its optional quality position.

The strategy choices should be based on certain factors relating to the
corporation's external and internal integration’s.

1. External Integration

What type of relationship should be developed with the
customers?

What is the degree and nature of customer contacts?

What type of strategic alliances and partnerships will be
formed?

What type of relationships should be developed with the
suppliers?

How will the global network be established and
communication maintained?

2. Internal Integration Management

How will the corporate strategy, business strategy and
functional strategy fit together?

How will the interface be established with other functional
units — R&D, marketing, engineering, services, finance?

What mechanism will be employed to integrate
product/process choices?

How will technology be shared between the business unit
and the corporation at large?

How will organizational learning be hastened?

Where can system synergy occur?
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How can the corporation as whole work better?

The ‘Quality first’ strategy requires the corporation to effect changes in its

Strategic Management Process to insure that:

1.

10.

11.

The strategic manager will not be the primary individual to select
the niche for the organization to pursue.

Junior executives trained as specialists will be responsible for
exploiting the niche.

Assessment of the organization's capabilities will primarily
involve the determining of its flexibility, adaptability and
convertibility.

Quality will become a major strategic goal of the company.

Merger and acquisition will cease to be a primary means of
growth of the organization.

The organization will typically grow internally by taking
advantage of the total quality management.

Rejuvenation strategies will diminish in importance as
maintaining the size and integrity of large organization units
ceases to be an indicator of success.

Market niches that are no longer viable will be abandoned, and
organizational processes converted to the product or service for
another market niche.

Quiality culture will be the long-term objective.

The choice of the domain in which the organization operates will
be a rapid succession of niche selection.

Leadership will be instituted, instead of supervision.
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‘Quiality first’ strategy requires the corporation to see that:

1.

The management uses surveillance control more frequently to
assess environmental occurrences that can threaten the
organization.

Techniques in process control are used by junior executives.

Internal quality audits are conducted to assess organization's
effectiveness.

More techniques analyze the responsiveness of the firm —
flexible, adaptive or convertible.

Techniques are used to improve the customer satisfaction, quality
and system.

Strategic benchmarking measures the firm's capabilities against
world class organizations.

Non-financial measurement identifies the performance of the
corporation.
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