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Introduction:
A Strategic Imperative

Although it is fundamental to business success, the discipline of
strategy remains elusive to many of us. Indeed, if asked to provide a simple defi-
nition of the term, many experienced business leaders may not have it at their
fingertips—or even agree with descriptions provided by their colleagues. Perhaps
that’s one reason so many companies operate without well-articulated strategies—
or at least without strategies that are widely understood and embraced across their
organizations.

But finding the right strategy—the formula for ongoing success that differ-
entiates your firm and unlocks your capacity to create value—is well worth the
effort.

And with that lofty, yet essential, aspiration in mind, we offer this collection of
strategy+business articles, videos, and columns representing the best of our think-
ing about strategy. Although these works range from pragmatic on a day-to-day
level to quite high-minded, all share at least one trait. Each stands to make a sub-
stantial contribution to your understanding of strategy and your ability to create

and implement the right strategy for your organization.
p g gy for'y g

Paul Michelman
Executive Editor

strategy+business
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Executive Summaries

Strategy: An Executive’s Definition

by Ken Favaro with Kasturi Rangan and Evan Hirsh

It's much simpler to identify what strategy isn’t than what it is—but in this article,
Ken Favaro, a senior partner at Booz & Company, does both. Having a vision,
drafting a mission statement, setting benchmarks, and establishing priorities are
not the same as creating a tactical blueprint. A true business strategy should guide
decision makers in identifying core customers and target markets, and differenti-

ate the business model from those of competitors.

Strategy or Execution: Which Is More Important?

by Ken Favaro with Kasturi Rangan and Evan Hirsh

Companies often blame their missteps on subpar execution. But drawing on the
experiences of Toyota and Southwest Airlines, the authors demonstrate that firms’
fundamental choices about where to play and how to win precede any lapses or
leaps in execution. Only firms with a strong strategic foundation succeed in the

long term.

How to Win with a Capabilities-Driven Strategy

by Cesare Mainardi, Paul Leinwand, and Steffen Lauster

When faced with a changing or uncertain business landscape, companies can’t
settle for playing by the same rules as their competitors. Instead, they should fun-
damentally change the way they approach their markets by developing strategies
based on what they do better than anyone else. A fresh, outward focus is the key,
especially when it comes to meeting the needs of existing customers and attracting
new ones. Using examples from the automobile, financial-services, and healthcare
industries, a team of Booz & Company experts describe how companies that
deploy a portfolio of complementary, supporting capabilities win out over their

competitors.

The Right to Win
by Cesare Mainardi with Art Kleiner

Declaring that you have a 7ight to win might seem arrogant—unless you can deliv-
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er. That's what successful companies do by consistently engaging in those markets
where they have the best chance of success. Few of these companies ever reinvent
themselves all at once. Rather, they define a coherent strategy through the way
they distinguish themselves from their competitors. This article takes you inside a
boardroom to see how these conversations play out, and then on a guided tour of
the four main schools of strategy, and their implications for executive decisions.
With a clear understanding of your own theories of success, you can make more
pragmatic choices about which products and services to offer, which customers to

target, and how best to earn the right to win.

Is Your Company Fit for Growth?

by Deniz Cagar, Jaya Pandrangi, and John Plansky

Throughout the Great Recession, many companies endured lengthy periods of
cost containment: trimming budgets, reducing headcount, and eschewing large-
scale initiatives. But as the economy bounces back, many firms may suddenly find
themselves strategically and financially “out of shape.” Having concentrated for
so long on survival, some companies have lost their ability to seize opportunities
and expand. To get back in the game, firms need to enter new markets, innovate,
and attract a fresh crop of customers. Having a forward-thinking mind-set is not
enough. Based on the Booz & Company Fit for Growth* framework, this article
recommends a corporate fitness regimen designed to help companies set clear
strategic aims, invest in the right infrastructure, optimize costs, and reorganize for

growth.

How Leaders Mistake Execution for Strategy

(and Why That Damages Both)

by Ken Favaro

When reflecting on your strategic aims, which are the right questions to ask? Ken
Favaro writes that most executives fall back on the corporateline of introspection—
focusing on broad issues such as purpose and plans. But as IBM’s turnaround in

the 1990s illustrates, solving the five essential strategic problems—which address

*Fit for Growth is a registered service mark of Booz & Company Inc. in the United States.
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the nuts and bolts of how a company should best apply its resources and engage

with customers—provides a better way forward.

The Two Levels of Strategy

by Ken Favaro

Don't confuse corporate strategy, which represents the big-picture outlook of the
organization, with business strategy: the tactical decisions made by sub-units of the
company. Corporate strategy must be coherent, enabling different businesses to
operate under the same umbrella (or in some cases articulating why they might be
better off breaking away). This column outlines questions for executives at both

strategic levels that will ensure the two levels are in sync.

The Thought Leader Interview: Cynthia Montgomery

by Ken Favaro and Art Kleiner

Harvard Business School strategy professor Cynthia Montgomery argues that a
strategic leader is more than what she calls a “caretaker,” designing and imple-
menting a plan. Yes, strategists should seek to secure a competitive advantage,
develop unique assets, and react prudently to unexpected events. But as Mont-
gomery describes, they must also conduct ongoing conversations about the direc-
tion, function, and role of the company. The quality of this dialogue informs, to
a huge extent, the fortunes of the firm. “A strategy shouldn’t be only a document
or an occasional exercise,” Montgomery says. “It should be a way of looking at the
world, interpreting experience, and thinking about what a company is and why it
matters.” Montgomery’s perspective reflects her wide-ranging experience as both

an executive educator and a board member of large corporations and nonprofits.

Strategic Bets

by Ram Charan and Michael Sisk

When Dow Chemical Company used all its financial clout to acquire specialty
manufacturer Rohm & Haas in 2008, forking out US$18.8 billion in cash, it was
what CEO Andrew Liveris called a “transformational” move. It signaled a fun-
damental shift in Dow’s core business model. For a company founded in 1897,
the risky move was the equivalent of a poker player pushing all of his chips to the

center of the table. But in a fast-paced business landscape, the authors say, most

4 Executive Summaries



large corporations will probably have to make a similar decision to go “all in” at
some point. To win a big strategic bet, as Dow did, a leader must have an outlook
informed by his or her company’s potential, aided by due diligence, and shaped
by a thorough evaluation of the possible scenarios. Above all, leaders must prepare
themselves and their organization to recognize when a game-changing moment is

at hand, and then seize it. The future of the company is at stake.

10 Clues to Opportunity

by Donald Sull

Psychologists use the term confirmation bias to describe the tendency for people
to cling to their preconceived notions, dismissing information that challenges
their point of view. The same affliction can strike businesses. When executives
overlook unexpected clues that could lead to breakthroughs, preferring to stick
with an established plan, they sell their shareholders and employees short. But
your company doesn’t have to miss the signs, and managers who consistently per-
ceive and exploit anomalies have a significant advantage over their rivals. In this
article, Donald Sull—professor at the London Business School and author of 7he
Upside of Turbulence: Seizing Opportunity in an Uncertain World (HarperBusiness,

2009)—presents 10 easy-to-miss indicators of important opportunities.

Seven Chapters of Strategic Wisdom

by Walter Kiechel Ill

You can skip all those books. The essence of strategy can be found by reading just
the most canonical chapters in the history of the genre. Here, Walter Kiechel III,
who has been the managing editor of Fortune and the editorial director of Har-
vard Business Publishing, identifies essential reading spanning almost six decades.
The seven selected chapters offer a window into the evolution of strategic think-
ing. Whereas Alfred D. Chandler Jr.’s landmark 1962 book Strategy and Structure:
Chapters in the History of the American Industrial Enterprise (MIT Press) is widely
considered the first work to consider strategy in the corporate realm, thought
leaders such as Andrew S. Grove and Henry Mintzberg have moved the field
forward in recent years. Kiechel traces the main themes that crop up throughout
the literature, noting that the conversation has grown more sophisticated and nu-

anced since its inception.
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Professor Chandler’s Revolution

by Art Kleiner

Alfred D. Chandler Jr., who died in 2007 at the age of 88, was the United States’
most eminent business historian. The Harvard Business School professor is still
widely regarded as the man who legitimized business history through his ground-
breaking teaching and writing during the 1960s and ’70s. Outside the classroom,
Chandler’s work showed managers how industrial change and the interplay of
large corporations underpin the modern business landscape. In his Pulitzer Prize—
winning book, The Visible Hand: The Managerial Revolution in American Business
(Belknap Press, 1977), Chandler traced the origin of business strategy and its
influence on markets and industries: In his view, the “visible hand” of large cor-
porations, with capabilities that outpaced those of smaller rivals, determined the
viability of economies. But it wasn’t until the last years of his life, with his final
books on the electronics and pharmaceutical industries, that Chandler felt he had
cracked the code of organizational success. In this profile from 2002, Chandler
expounds on his idea of the “integrated learning base” and an array of other top-
ics, from pre—World War II cartels to the modern problems of market dominance.
Chandler was one of the true giants in his field, and his insights continue to guide

and inspire managers today.

Blank Checks: Unleashing the Potential of People and Businesses

by Sanjay Khosla and Mohanbir Sawhney

What could you do with a blank check? That’s what the managers of Kraft Foods
asked their Tang division colleagues in an effort to kick-start the global sales of
one of their iconic, but flagging, brands. Given no budget constraints and limited
only by their own imagination, the Tang team created several new products aimed
at emerging markets—Ilike a mango drink for the Philippines—and tailored their
marketing efforts to specific cultures, doubling their global sales in five years. As
this case illustrates, having a blank check doesn’t mean being fiscally irresponsible
or setting unachievable goals. Instead, blank checks can provide the freedom to
identify new opportunities, break the mold, and innovate broadly. This article
spells out the questions companies should ask themselves before writing a blank

check—and why they should consider it in the first place.
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EXECUTIVE SUMMARY

It's much simpler to identify what strategy isn’t than what it is—but in this article, Ken
Favaro, a senior partner at Booz & Company, does both. Having a vision, drafting a mis-

sion statement, setting benchmarks, and establishing priorities are not the same as creating a
tactical blueprint. A true business strategy should guide decision makers in identifying
core customers and target markets, and differentiate the business model from those of
competitors.

What is a business strategy?
It is the result of choices made
to maximize long-term value.

Strategy:
An Executive’'s

Definition

by Ken Favaro with Kasturi Rangan and Evan Hirsh
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Originally published by s+b
on Mar. 5, 2012

The question “What is strategy?” has spurred numerous doctoral
dissertations, countless hours of research, and hearty disagreement among serious
management thinkers. Perhaps this is why many executives also struggle with it.
Nonetheless, decision makers seeking to steer a business to sustained success need
a succinct and pragmatic response. After all, it can only help executives to have a
shared definition of strategy when they are creating, communicating, and imple-
menting a strategy for their business.

So, what is a business strategy? Strategy is different from vision, mission, goals,
priorities, and plans. It is #he result of choices executives make, on where to play and
how to win, to maximize long-term value.

“Where to play” specifies the target market in terms of the customers and the
needs to be served. The best way to define a target market is highly situational.
It can be defined in any number of ways, such as by where the target customers
are (for example, in certain parts of the world or in particular parts of town),
how they buy (perhaps through specific channels), who they are (their particular
demographics and other innate characteristics), when they buy (for example, on
particular occasions), what they buy (for instance, are they price buyers or service
hounds?), or for whom they buy (themselves, friends, family, their company, or
their customers).

Having a differentiated approach to a target market can be a source of great
advantage in its own right. Southwest Airlines is a case in point. Early in its de-
velopment, Southwest defined its target market to include regular bus travelers—
people who wanted to get from point A to point B in the lowest-cost, most con-

venient way. In contrast to the industry’s hub-and-spoke standard, Southwest’s
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point-to-point operations and hassle-free service model comprised a compelling
value proposition for people who would otherwise choose bus travel. This gave
the company a unique growth path compared to the traditional airlines.

Or consider Sir Brian Pitman, the former CEO of Lloyds TSB: He had a
policy of defining the company’s target markets at one level of segmentation lower
than the competition did. For example, Lloyds was the first “High Street Retail”
bank in the U.K. to carve out “high net worth” as a separate business with its own
unique target customer, value proposition, and system of essential capabilities.
Similarly, it was the first British commercial bank to drop large companies as a
target customer (with a few “flagship” client companies as exceptions). Sir Brian’s
insight that you could win by being sharper than the competition in choosing
your target market turned Lloyds from the U.K.’s banking laggard to its leading
bank.

In both the Southwest and Lloyds cases, “where to play” was an essential part
of what made the company’s strategy so successful for such a long time.

“How to win” spells out the value proposition that will distinguish a business
in the eyes of its target customers, along with the capabilities that will give it an
essential advantage in delivering that value proposition. Choices must be made
because there is at least one way to win in every market, but not everyone can
win in any given market. With good choices, a business gains the right to win
in its target markets. The target market, value proposition, and capabilities must
hang together in a coherent way. And good strategies call for the right amount
of “capabilities stretch™ not too much or too little change from the capabilities a
business already has.

Every company faces innumerable options for where to play and how to win.
Often they have to sort out seemingly conflicting objectives, such as the need for
both long-term growth and short-term profitability, to choose which options to
pursue. To “maximize long-term value” means—when there are mutually exclu-
sive options—to select those that will give the greatest sustained increase to the
company’s economic value. We once heard a corporate leader ask, “But how can
you ever know when you have maximized value?” The fact is, you can’t, because
you can never know with certainty if there’s a better option than those you've con-
sidered so far. To “maximize long-term value” is to never stop looking for those

higher-value options.
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Its worth emphasizing that “maximizing long-term value” is not the same
thing as “maximizing share price” or “maximizing shareholder value.” Those ob-
jectives typically represent the most short-term demands of current shareholders
or their advisors, and they do not always align with what is best for all sharehold-
ers, particularly long-term owners. On the other hand, “maximizing long-term
value” does not mean forgetting about the short term. Economic value takes into
account growth and profitability, short-term and long-term value, and risk as well
as reward.

In the end, to define the fundamentals of your business strategy, you need only
to answer three questions:

1. Who is the target customer?

2. What is the value proposition to that customer?

3. What are the essential capabilities needed to deliver that value proposition?

Without clear and coherent answers to these three questions, you may have an
exciting vision, a compelling mission, clear goals, and an ambitious strategic plan

with many actions under way, but you won’t have a strategy. +
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EXECUTIVE SUMMARY

Companies often blame their missteps on subpar execution. But drawing on the experi-

ences of Toyota and Southwest Airlines, the authors demonstrate that firms’ fundamental

choices about where to play and how to win precede any lapses or leaps in execution. Only
firms with a strong strategic foundation succeed in the long term.

Many business leaders think they'd
rather have great execution than
superior strategies, but you can’t
have the first without the second.

Strategy or
Execution:

Which Is More
Important?

by Ken Favaro with Kasturi Rangan and Evan Hirsh
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Originally published by s+b
onJune 1,2012

I once heard a business leader say, “Strategy is results.” He meant that
strategy doesn’t matter as long as you are producing results. Many other business
leaders feel the same way. Often, this is because they associate strategy with analy-
sis and execution with getting things done, and they attribute more value to doing
than to analyzing. From that perspective, a strategy is a lofty, self-evident state-
ment such as “Our strategy is to maximize customer value” or “Our strategy is to
become the market leader.” Such “strategies” don’t contribute much to producing
results. Possibly, they motivate the troops, although even that is highly debatable.

On its surface, this view that strategy is less important than execution is hard
to refute. If that’s all strategy is, execution is clearly more important.

But any seasoned strategist knows that strategy is not just sloganeering. It is
the series of choices you make on where to play and how to win to maximize
long-term value. Execution is producing results in the context of those choices.
Therefore, you cannot have good execution without having good strategy.

Most everyone would agree that you cannot achieve good results without hav-
ing good execution; similarly, most would agree that having a good strategy alone
is no surefire formula for success. But too many jump to the wrong conclusion
that this makes execution more important than strategy.

Consider the Toyota Motor Corporation and General Motors Company. Yes,
Toyota produced better results than GM for many years because it executed bet-
ter than GM. But it was able to out-execute GM because it made much clearer
and more coherent choices about where it would play and how it would compete.
This included sharper choices about its target customers; its value proposition

in terms of products, features, and price points; and the superior capabilities it
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needed to deliver that proposition to those customers. In other words, Toyota
out-executed GM primarily because it had a clearer, better strategy than GM. The
fact that Toyota faltered in 2010 and 2011 reinforces the point that good strategy
alone isn’t enough; you have to have good execution too. But this shouldn't be
confused with the point that the quality of your execution depends a lot on the
quality of your strategy.

The airlines industry provides another example. Southwest Airlines Compa-
ny has outperformed American Airlines Inc. for decades. Is this because South-
west has executed better than American? Absolutely. But it’s no coincidence that
Southwest also has a better strategy. It has a more sharply defined target market
(the point-to-point economy traveler), a more compelling value proposition (low-
est price, most convenient, and most passenger friendly), and a more coherent set
of capabilities to deliver that proposition (maintaining a simpler fleet, running
a point-to-point operation). Having a better strategy has made it possible for
Southwest to consistently out-execute American.

In fact, no matter how much American Airlines improves its execution, it
will never be enough to overcome the lousy economics of the airline industry
and make it a big value creator. The company would have to find a more distinc-
tive strategy. Likewise, no matter how much GM improves its decision-making
culture, product development processes, or dealer operations, that effort won't
be enough to produce superior results without a coherent strategy. Fortunately,
bankruptcy has given both companies breathing space to find distinctive and co-
herent strategies.

To be sure, both American and GM face challenging industry conditions in
which earning an attractive level of profitability is reserved for only the most
advantaged players. But even when industry economics are attractive, standout
results do not come from standout execution alone.

Another example is retail banking. A typical retail bank doesn’t really need a
distinctive strategy to produce an attractive return on capital as long as it executes
well. Most retail banks have strategies that are virtually indistinguishable from one
another. Their leaders all talk about targeting the same customers; having intima-
cy with those customers; and being the best at service, relationship management,
product development, and risk management. However, the ones that truly excel

have created distinctive, coherent strategies that enable them to have superior ex-
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ecution. Think of Wells Fargo in the U.S., Standard Chartered in Asia, and Lloyds
Bank in the U.K. when Sir Brian Pitman was its chief executive.
So the next time you hear statements like these—
* “I'd rather have great execution with a mediocre strategy than the other way
around.”
* “You don’t win by having a better strategy: instead, you win through superior
execution.”
* “We don’t need a new strategy to fix our performance; we just need to ex-

ecute the one we have.”

—remember this: You need a good strategy to have good execution. Yes, hav-
ing a good strategy alone isn’t enough to win, but your ability to execute well
depends on how good your strategy is and how well it’s understood by everyone
who makes major decisions for your business. When your business or company
is not executing well, take a look at your strategy. Improving it—and your most
important stakeholders’ understanding of it—may hold the key to unlocking bet-

ter execution.
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EXECUTIVE SUMMARY

When faced with a changing or uncertain business landscape, companies can't settle for
playing by the same rules as their competitors. Instead, they should fundamentally change
the way they approach their markets by developing strategies based on what they do better

than anyone else. A fresh, outward focus is the key, especially when it comes to meeting the
needs of existing customers and attracting new ones. Using examples from the automobile,
financial-services, and healthcare industries, a team of Booz & Company experts describe
how companies that deploy a portfolio of complementary, supporting capabilities win out
over their competitors.

By focusing investment
on the things you do best, you
will equip your company for
growth in uncertain times.

How to Win with
a Capabilities-
Driven Strategy

by Cesare Mainardi, Paul Leinwand, and Steffen Lauster
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Also contributing to this
article were Booz & Company
partners Leslie Moeller and
J. Neely, principals Jaya

Originally published by s+b
as “"How to Win by Changing
the Game” on Nov. 25, 2008
(Winter 2008)

Pandrangi and Juan Carlos
Webster, and consulting
editor Tara Owen.

The Wm. Wrigley Jr. Company stuck to its gums for more than a
century. The company, founded in 1891, specialized in chewing gum; it did not
branch out into mints, candies, or breath strips until 1999. Over the years, Wrig-
ley built up its core capabilities in a way that few other companies could match:
It focused innovation on new flavors and developed a consistent ability to influ-
ence retailers to display its products prominently on the candy racks. Thus, by the
early 1980s, Wrigley had achieved operating margins twice those of competitors
more than 15 times its size. This was quite an accomplishment, especially in an
industry (consumer packaged goods) that has historically relied on scale, in both
manufacturing and marketing, for its profitability.

Wrigley, in effect, was one of the few consumer packaged goods enterprises
that prospered on its own terms, instead of adapting its plans to mimic its com-
petitors. This paid off handsomely for the company’s shareholders in April 2008,
when chocolate giant Mars Inc. swept in with a rich US$23 billion all-cash offer.
So irresistible was the lure of this deal that investing sage Warren Buffett com-
mitted $4.4 billion of the purchase price and a further $2.1 billion to purchase a
stake in the Wrigley division.

The key to Wrigley’s enviable position was not its single line of products—
there are many single-category companies that are less successful—but rather its
distinctive capabilities. One bit of evidence for this was Mars’s decision to leave
Wrigley as a stand-alone business after the deal, indicating that the acquisition
was motivated primarily by the leverage that capabilities can offer. Mars knows
chocolate and candy. Wrigley knows gums and candy. Together, the combined

company knows how to launch and market confectionary products. Mars then
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transferred its nonchocolate brands, Starburst and Skittles, to Wrigley’s portfolio
to consolidate and leverage these differentiating capabilities. Mars CEO Paul Mi-
chaels summed it up best when he said the deal was “not about being bigger—it’s
about being the best.”

When most corporate leaders hear about using capabilities as a strategic ad-
vantage, they tend to think internally. They assume that building capabilities is a
job for their human resources, training, or R&D departments. Or they squander
their efforts on a variety of unrelated skill- and technology-building initiatives
that don’t fit well together and don’t address the real needs of customers or re-
flect the company’s overall direction. By contrast, the Wrigley story—and simi-
lar examples in financial services, automobiles, transportation, healthcare, and
many other industries—suggests that an effective capabilities-driven strategy is
outward-looking. It starts and ends with customers. It involves building up a
portfolio of ideas, skills, and competencies that, when put together, enable the
company to consistently attract its primary customers.

A portfolio of capabilities might include intellectual capital—ideas, patents,
products, and distinctive practices—but those elements are not enough. Patents
expire. Premium products become commoditized. However, a distinctive com-
bination of skills, tools, or processes, deployed in day-to-day business, will tend
to get better over time, at a pace that prevents competitors from catching up.
Walmarts supply management prowess, Southwest Airlines’ asset utilization ex-
pertise, Toyota’s mastery of the automotive production system, and Procter &
Gamble’s ability to leverage innovation across product categories have all ben-
efited from continuous improvement. Honed and strengthened over years (or
sometimes decades), these focused bundles of capabilities confer and support a
“right to win” in their companies’ respective industries.

A true capabilities-driven strategy is the most reliable way for a company to
thrive when the rules of the game for its industry are in flux. Instead of looking
inward at the capabilities you already have and trying to discern your strengths,
start by looking outward at the capabilities you need. What must you be able
to do to reach the customers you fundamentally want to attract? By designing a
portfolio of skills and tools needed to win customers, you can end up changing

the game instead of playing by the rules.
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The Case for Capabilities

As we write this article, in October 2008, much of the global financial-services in-
dustry is in crisis, and it is not clear how wide or deep the economic fallout will be.
At the same time, many economic fundamentals remain unchanged. Emerging
markets are still growing; an enormous amount of financial capital is still looking
for investment vehicles; and productivity in many parts of the world continues to
increase. Some industries, such as energy and heavy construction, are doing very
well right now; even in the most “difficult” industries, such as manufacturing and
financial services, some companies are thriving even as others collapse.

As the crisis unfolds, it is becoming more important to distinguish the com-
panies that are managed effectively from those that have just managed to get by
in good times. Those that seem positioned to win—P&G, Toyota, Walmart, and
Southwest, along with other well-regarded companies—have spent the past years
explicitly building up a coherent portfolio of capabilities as the center of their
strategy. When situated in a well-designed portfolio, capabilities naturally drive
value for a company; they also drive decisions about mergers, acquisitions, high-
level executive talent, divestitures, alliances, and other strategic concerns.

Capabilities have been ignored by many companies over the years, because
many leaders don’t have experience in building them and because they are often
regarded as nonessential. Strategies based on scale used to be sufficient in most
operations-oriented enterprises. As a senior executive, if you gained enough heft
in your industry (through aggressive M&A or cost cutting to drop prices), you
could capitalize on economies of scale that ensured both production efficiencies
and market clout. Leverage over retailers gave you better access to customers;
leverage over advertising agencies gave you enhanced access to marketing media;
and a larger amount of innovation investment gave you (or so it seemed) a greater
likelihood of developing breakthrough products.

But the ability to establish competitive differentiation through scale has begun
to erode. The rise of outsourcing and offshoring, along with more sophisticated
telecommunications and the use of strategic alliances, allows smaller and newer
firms to punch beyond their weight, competing with larger or more established
companies. In marketing, one-on-one customer processes and more differenti-
ated digital media have similarly leveled the playing field. And in many larger

companies, economies of scale are often undermined by higher overhead costs or
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“We kept asking ourselves what value
Honda would bring to the customer [in] that
category [of engine]. There was just no
benefit for us,” noted Dan Bonawitz, head of
corporate planning in the United States.

entrenched bureaucracy.

There’s no such thing as free capabilities; they require concerted investment.
But they become far more cost-effective when they help corporate leaders decide
where to expand and where to cut back. For example, Honda Motor Company
has built much of its profitable growth around expertise in designing and manu-
facturing small high-performance engines. From motorcycles and lawn mowers,
the company moved up to automobiles and light sport-utility vehicles. But it has
drawn the line at larger V-8 engines that it believes lie outside its core business.
“We kept asking ourselves what value Honda would bring to the customer [in]
that category [of engine]. There was just no benefit for us,” noted Dan Bonawitz,
head of corporate planning in the United States, in an August 2008 New York
Times article.

As a result of this focus, combined with the public’s increasing demand for fuel
efhiciency, Honda has emerged as the only car company to register sales gains in
the U.S. in 2008. Through the first seven months of the year, Honda’s revenues
were up 3 percent in a market that had fallen 11 percent. In addition, whereas its
American counterparts have hemorrhaged billions of dollars, Honda’s bottom line
has never been stronger; it reported record profits of nearly $1.7 billion during the
first quarter of FY08.

Portfolio Coherence
Will a capabilities-driven strategy yield similar results for any company? That
depends on many factors—and the largest is probably the coherence of the com-

pany’s capabilities portfolio. Many corporations maintain a portfolio of comple-
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Kimberly-Clark’s customer immersion
and design center allows all consumer-oriented
business units and product lines to benefit
from its capabilities in retail-based
consumer insight.

mentary businesses. But few understand how to build a portfolio of mutually
reinforcing capabilities that cross business unit lines, and that distinguish the
company as a whole.

Kimberly-Clark Corporation’s customer immersion and design center repre-
sents one leading-edge example. Retailers visiting the center can walk into a vir-
tual version of their store and interact with products on the shelf just as consum-
ers would. Using 3-D virtual-reality technologies, Kimberly-Clark can mock up a
typical Target store, for instance, complete with the red bull’s-eye logo and signage,
and experiment with different merchandising, assortment, pricing, shelving, and
execution options. The center allows all consumer-oriented Kimberly-Clark busi-
ness units and product lines, including diapers, paper towels, and feminine care
products, to benefit from its capabilities in retail-based consumer insight. Staffers
can learn directly from retail customers and thus improve many subtle but high-
leverage aspects of product innovation and marketing: design and packaging, in-
store locations and displays, product differentiation, and more. Other parts of the
company also benefit; for example, as Information Week reported in September
2007, Kimberly-Clark’s internal R&D staff bring in their specs and watch the
products they are building come to life.

Other companies that build coherent portfolios of capabilities enjoy similar
advantages. Procter & Gamble’s “open innovation” program, Connect + Develop,
allows the company to exploit the product, packaging, and cost innovation ca-
pabilities of external firms along with its own—and the program coherently fits
with its human capital and expansion strategies (see “P&G’s Innovation Culture,”
by A.G. Lafley with Ram Charan, s+b, Autumn 2008). Unilever’s distribution net-
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work incorporates its strong global supply chain capabilities in the developing
world, where, according to the Economistin January 2008, the company generates
44 percent of its annual revenues.

Building a portfolio of an enduring, unified set of capabilities means making
a variety of decisions—including those regarding acquisitions, divestitures, hu-
man capital investments, recruiting, I'T and other technologies, and alliances—in
terms of how well they fit with the company’s other efforts to expand its skill and
prowess. If those decisions are managed well, then a portfolio coherence strategy
need not result in a substantial increase in a company’s overall investment. In fact,
it can be a major source of cost savings, because it eliminates investments that do
not help position the company for long-term advantage.

Perhaps that’s why research suggests that companies that have defined and lev-
eraged their capability coherence typically enjoy higher operating margins. That
correlation, at least, held true in a recent Booz & Company study of consumer

packaged goods companies (see Exhibit 1). The clear relationship between portfo-

Exhibit 1: The Benefit of Capability Coherence

A 2008 study of leading consumer products companies shows that as “portfolio coherence” in capabilities
increases, so does overall corporate profitability and health (as indicated by EBIT margin). The size of the
circle represents the size of the company, in revenues.
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Note: Portfolio coherence score is determined by overlap among firm-wide investments in capabilities; EBIT margin is
earnings before interest and taxes divided by net revenue.

Source: Booz & Company, Capital IQ
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lio coherence and operating margin performance—regardless of revenues—sug-
gests that capability coherence will increasingly drive corporate strategy over the

next five to 10 years.

Identify, Build, Divest

How, then, do you institute a capabilities-driven portfolio? You articulate those
capabilities that could help you succeed in your key markets, and then deliberate-
ly allocate the bulk of your support to them. Your thinking might unfold through
a step-by-step process.

* Identify the capabilities you need to build. Start by identifying the
drivers of demand in your market—those that will most help you deliver the
products and services that people need and want. How engaged are the custom-
ers of this category? How diverse are the product or service segments? How large
is the potential market, and what is its core interest? For a basic food staple like
milk or bread, for example—a highly commoditized product with relatively low
consumer engagement—investing in small-scale innovation capabilities will not
generate enough returns, but retail placement capabilities could. So could signifi-
cant innovation capabilities that could break the commodity barrier.

Wrigley has long understood that adults and children respond to different
flavors, but the ability to innovate in particular domains (such as sugar-free gum
or the use of candy coatings) is important to both audiences. Wrigley wisely built
up that capability to meet its customers” demands. So did Jeep. This division of
Chrysler LLC, with highly engaged customers who understand a lot about the
special qualities of its vehicles, has kept up its innovation in off-road travel. No
matter what other features Jeep offers, every car must be Rubicon Trail-rated: that
is, capable of navigating a well-known and difficult off-road vehicle trail near Lake
Tahoe, Calif.

Sometimes lack of market demand makes a capability less valuable. Dispos-
able-diaper manufacturers in some emerging countries built their capabilities for
low-cost production and product expansion, hoping to lower the price of dia-
pers and thus expand their markets. But gradually they discovered that for most
diaper-purchasing parents, it was cheaper to hire someone to clean up the baby’s
messes than to buy a disposable diaper at any price.

Once you have articulated your highest-potential markets, identify the few
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If you have a highly skilled procurement
and outsourcing function, this might
help you begin developing
an overseas innovation footprint.

enterprise-wide capabilities that could, in combination, enable you to satisfy cus-
tomers in all your key businesses. Focus on capabilities that would characterize
your entire company, not just one business unit. General Electric Company, for
example, is best known for its approach to leadership development and Six Sigma,
not for its approach to turbine manufacturing or television scheduling. Spell out
the ways in which these capabilities would distinguish your company. Don't sim-
ply say that you want to develop more innovation or channel expansion capabili-
ties; stipulate precisely what tools or processes will enable superior performance.

On the innovation front, for instance, is your objective to unleash rapid in-
novation in product attributes (such as food flavors, automobile cupholders, and
credit card benefits)? Do you hope to establish more fundamental technological
innovation, to lead the next wave of telecommunications or industrial manufac-
turing? Or are you seeking business model innovation—new ways of cooking,
driving, spending—that will influence how customers fundamentally use your
product?

Most likely, you already have some of the capabilities you need; otherwise, you
wouldn’t be in business. But you are probably not deploying them effectively in
every part of your organization, and there are probably other natural opportuni-
ties that you are overlooking. For example, if you have a highly skilled procure-
ment and outsourcing function, this might help you begin developing an overseas
innovation footprint (see “Beyond Borders: The Global Innovation 1000,” by Barry
Jaruzelski and Kevin Deboff; s+b, Winter 2008).

In the early 2000s, leaders in Phizer Inc.’s consumer healthcare unit engaged

in the exercise of capabilities identification. At the time, the unit was the producer
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of Listerine, Nicorette, and several other household-name brands, but it did not
have the kind of growth that these brands would suggest. The leaders undertook a
capabilities-driven strategy, focused on combining capabilities for clinical testing
with deep consumer insight. This allowed them to make the kind of differentiated
product claims that would matter most to their customers. For example, Phizer
advertised that Listerine, when added to brushing and flossing, reduced plaque.
Backed up by innovations that in turn had been made possible by investments in
R&D capability, this approach brought Listerine (and several other Phizer prod-
ucts) to large new groups of customers.

Other parts of the company were also guided by this capabilities-driven strat-
egy. For example, professional recommendations often play an important part in
consumers  decisions about over-the-counter products. Pfizer used its scientifi-
cally backed claims to gain professional support to include in consumer market-
ing campaigns. This pursuit also meant developing a capability to license some of
its products to healthcare practitioners around the world, rapidly screening and
prioritizing candidates on the basis of both commercial and technological consid-
erations.

The strategy was dramatically successful. Business expanded fivefold in five
years; then, in 2006, Pfizer’s consumer healthcare unit was sold to Johnson &
Johnson for $16.6 billion (more than 20 times earnings).

e Fillin the gaps. The second step in the process of instituting a capabilities-
driven portfolio is to focus on the product development investments and business
acquisitions that would give you the capabilities you need most, while comple-
menting the capabilities you already have. Along the way, increase your own ca-
pacity to learn and execute.

In the financial-services arena, the Bank of America Corporation has spent
years building up a massive, omnipresent retail banking footprint throughout the
country. Now that it has an extensive capability for attracting retail customers,
it is developing a complementary ability to create new financial-services prod-
ucts for them. In 2005, Bank of America acquired MBNA, making it one of the
world’s largest credit card issuers; in the summer of 2008, it stepped in to pur-
chase Countrywide Financial (the largest originator and servicer of housing loans
in the U.S.); and in September, it agreed to purchase Merrill Lynch & Company

(probably the major investment bank most known for promoting its services to
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“mass affluent” consumers). The latter two acquisitions were made as a response
to the financial crisis, but both were wholly consistent with the bank’s focus on
consumer banking capabilities. Indeed, in his early statements about the Merrill
Lynch purchase, Bank of America CEO Kenneth D. Lewis indicated that Bank of
America was most interested in gaining retail brokerage capabilities.

In our experience, those companies that do not build a portfolio of comple-
mentary, reinforcing capabilities often lose to those companies that do. Accord-
ingly, Bank of America beat analysts’ forecasts for the second quarter of 2008 and
announced that Countrywide was expected to turn a profit for the year. (Few
banks could have achieved the same synergy with Countrywide, because they
would not have built up the same prowess at retail banking.) On July 22, 2008,
Lewis was quoted in the New York Times as saying, “We are actually having great
success in the marketplace given that others are so inwardly focused.”

* Divest businesses that don’t fit. This final step in building a capabili-
ties-driven strategy is where you save money. Streamline or sell those businesses
that do not exploit or further the development of your highest-priority capabili-
ties. The challenge for most management teams is marshaling the confidence to
focus—to disproportionately invest in the few capability areas that make a dif-
ference, rather than spreading your selling, general, and administrative expenses
across all possible bets.

Most of the companies mentioned in this article have visibly (and sometimes
painfully) let go of businesses that did not fit their capabilities portfolio. Bank of
Americas retrenchment from its institutional businesses provides one example.
In 2008, the bank sold its prime brokerage operations on the heels of extensive
layoffs in its investment banking operations. P&G has similarly been selling its
food businesses—Sunny Delight, Jif, and, most recently, Folgers—as it focuses
its portfolio on health and beauty and consumer healthcare, where it has built
distinctive innovation capabilities that are not applicable to the food categories.
(Editor’s Note, 2013: Between 2008 and 2012, the value of Bank of America’s acqui-
sitions of both Countrywide and Merrill Lynch was openly questioned as both subsid-
iaries were investigated by the U.S. government and hidden liabilities came to light.)
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Thinking outside the Cave

As many senior executives will confirm, this focus on capabilities is easy to write
about but surprisingly difficult to execute, especially in highly turbulent times.
But the alternative is worse. This is not the time to find a cave and hibernate until
the economic storm passes—for it’s unlikely the storm will pass anytime soon,
and a capabilities-driven strategy is the only way to remain equipped for perpetu-
ally stormy weather.

Take care to build those capabilities you genuinely need, rather than those that
do not serve your customers—even if some of the latter feel important or mat-
tered in the past. Remember that capabilities do not manifest themselves over-
night; they take time to grow. That’s why foresight—particularly the ability to
anticipate future industry dynamics and customer needs—is so crucial.

As you look for ways to foster growth, consider every move through the lens of
your ultimate aspiration: your ability to thrive by consistently attracting custom-
ers. To achieve that goal in today’s global business environment, it’s not only what
you do that matters—it’s how well you are equipped for it. +

Reprint No. 08401
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EXECUTIVE SUMMARY

Declaring that you have a right to win might seem arrogant—unless you can deliver. That’s
what successful companies do by consistently engaging in those markets where they have

the best chance of success. Few of these companies ever reinvent themselves all at once.
Rather, they define a coherent strategy through the way they distinguish themselves from
their competitors. This article takes you inside a boardroom to see how these conversations
play out, and then on a guided tour of the four main schools of strategy, and their implica-
tions for executive decisions. With a clear understanding of your own theories of success,
you can make more pragmatic choices about which products and services to offer, which
customers to target, and how best to earn the right to win.

Business strategy is at an evolutionary
crossroads. It’s time to resolve the long-
standing tension between the inherent
identity of your organization and the fleeting
nature of your competitive advantage.

The Right to Win

by Cesare Mainardi with Art Kleiner
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It’s 8 a.m. in the executive conference room of a large global packaged-
foods manufacturer (a real company, its name withheld to preserve confidential-
ity). For the past two months, a team made up of 15 senior people has been ex-
ploring options for growth, winnowing them down to three basic strategies. Each
is now summed up in a crisp 20-minute presentation.

The first option focuses on innovation. The company would rapidly develop
and launch many new types of snacks and foods, packaged in new and interesting
ways, offering leading-edge nutrition and convenience.

Under the second option, the company would get closer to its customers, pro-
ducing the food people ask for. It could incorporate ideas gathered online into its
offerings and provide busy working families with customizable, convenient, and
well-balanced meals.

The third option would involve transforming the dynamics of the relevant
food sectors by competing more aggressively. The company would become a cat-
egory leader by investing in new process technology, rightsizing operations to
push costs down, and completing key acquisitions.

After the screen goes blank, the CEO leans forward and asks a simple ques-
tion: “Which strategy would give us the greatest right to win?” His tone, calm
and direct, makes everyone sit up a little straighter. And they probably should, for
this is the core question underlying every business strategy, although it isn’t always
phrased that way.

A right to win is the ability to engage in any competitive market with a better-
than-even chance of success—not just in the short term, but consistently. Imagine

a coach, observing a player entering a sports competition, saying, “That kid has
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the right to win out there.” Or a teacher, watching a student about to take a test,
saying, “That student deserves to excel.” What they are really saying is, “That
contestant is the right player, in the right type of contest, with the precise capabili-
ties needed to meet this particular challenge.” Of course, the contestant will lose
at times, but over the years, a consistent innate advantage will establish itself, giv-
ing this contestant the ability to pull off seeming miracles while making it all look
easy. This essential advantage is particularly rare in business—a more free-form
and unpredictable game than sports or academia. But it is increasingly important
at a time of unprecedented competitiveness.

The phrase right to win may strike some observers as arrogant. After all, no
company has this kind of assurance handed to it. But that’s precisely the point.
The right to win cannot be taken for granted. It must be earned. You earn it by
making a series of pragmatic choices that align your most distinctive and impor-
tant capabilities with the way you approach your chosen customers, and with the
discipline to offer only the products and services that fit. At Booz & Company,
where we call this approach a capabilities-driven strategy, research and experience
have led us to conclude that only high levels of coherence—among market strat-
egy, capabilities systems, and a company’s portfolio of offerings—can give any
firm the right to win.

All corporate strategies are at heart theories about the right to win. That is
why, for those trying to understand the nature of business success, the history of
strategy is both helpful and fascinating. One valuable recent source is The Lords
of Strategy: The Secret Intellectual History of the New Corporate World (Harvard
Business Press, 2010), in which former Forfune managing editor Walter Kiechel
recounts the prevailing theories of business strategy over the past 50 years, and
the stories of the people who developed them. Drawing on Kiechel’s history and
those of others, such as Henry Mintzberg, Bruce Ahlstrand, and Joseph Lampel
in Strategy Safari: The Complete Guide through the Wilds of Strategic Management
(2nd ed., FT Prentice Hall, 2009), we have created a map of this conceptual land-
scape, organized on the basic principles underlying theories of the right to win
(see Exhibit I). The map depicts four broad schools of strategy; each represents a

hypothesis about the nature of long-term success in a competitive world.
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The Basic Tension in Strategy
Business strategy, as we know it today, has a relatively short history. The word
strategy was first applied in print to mainstream business in 1962, with the pub-
lication of Alfred D. Chandler Jr.’s book Strategy and Structure: Chapters in the
History of the Industrial Enterprise (MIT Press). Since then, at least a dozen major
trends and ideas have appeared under the rubric of business strategy, often in great
conflict with one another, often drawing companies in very different directions.
Despite their differences, all four schools of strategy represent attempts to resolve
the same basic underlying problem: the tension between two conflicting business
realities.

The first reality is that advantage is transient. Even the most formidable mar-
ket position can be vulnerable to technological disruptions, upstart competition,

shifting capital flows, new regulatory regimes, political changes, and other facets of

Exhibit 1: A Landscape of Strategy Concepts

Each of these four quadrants represents a basic school of thought in
business strategy about the nature of the right to win. Starting at the
upper right, the schools are Position [winners select favorable
markets as defined by external forces); Concentration (winners make
the most of current core strengths and businesses); Execution (winners
gain advantage through operational excellence); and Adaptation
[winners develop an overall direction through experimentation and
rapid change). From the 1960s to today, many companies have
bounced from one quadrant to another.

The grid itself reflects views of the best approach for developing
business strategy. The X-axis represents the point of view on

authorship: Who is responsible for major strategy decisions? At left
are those who favor collective choice (strategic thinking is instilled
among as many people throughout the company as possible). At right
are those who favor top-down formulation (strategy is developed by
the few, the designated expert planners and senior executives, while
the rest of the enterprise is dedicated to execution).

The Y-axis depicts time orientation: the degree to which strategy
is seen as present- or future-oriented. At the top are those who favor
moving toward a long-term destination that may be different from the
company’s current position. At the bottom are those who favor letting
the company’s strategic direction emerge from its current state.
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a chaotic and unpredictable business environment. As William P. Barnett showed
in The Red Queen among Organizations: How Competitiveness Evolves (Princeton
University Press, 2008), this turbulence can never level off into stability; as com-
panies copy and outdo one another’s proficiencies, the game of business continu-
ally becomes more challenging. Rapid economic growth in emerging markets has
made advantage even more transient, bringing billions of people into the global
economy, along with hundreds of energetic new business competitors.

One might assume that the answer is to become completely resilient, morph-
ing to match the changing demands of the market. But companies can't, because
of the second reality: Corporate identity is slow to change. The innate qualities
of an organization that distinguish it from all others—its operational processes,
culture, relationships, and distinctive capabilities—are built up gradually, deci-
sion by decision, and continually reinforced through organizational practices and
conversations. Very few companies have thoroughly reinvented themselves, and
those that have managed it have typically had to force many people out, includ-
ing top executives, and to replace them with new recruits chosen for a different
set of attitudes and skills. Even when leaders recognize the need for change or
know that the company’s survival is at stake, this identity is difficult to shift; if no
deliberate effort is made to refresh it, it can stagnate to the point where it erodes
advantage from within. As writers such as Jim Collins, Clayton Christensen, and
Donald Sull have noted, it’s all too easy for established companies to fall prey to
complacency and hubris (Collins), entrenched customer relationships and disrup-
tive technologies (Christensen), or inertia (Sull).

Yet although the “stickiness” of a company’s identity is typically regarded as
a weakness, it’s also a great source of strength. No company can survive long, let
alone distinguish itself, without a rich body of capabilities and a resonant corpo-
rate culture. Indeed, the fundamental enabler of strategy—the source of competi-
tive advantage—is a distinctive, coherent corporate identity. This is the quality
that attracts customers, investors, employees, and suppliers. It is grounded in in-
ternal capabilities (that is, the things your company can do with distinction) and
in market realities (that is, the games in which your company chooses to play).

The yin and yang of strategic fad and fashion—the movement of business
leadership from one trend to another over the past 50 years—has often led com-

panies to make incoherent and ineffective moves. The answer is not to keep adopt-
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ing new theories in hopes of finding the right answer, but to develop your own
capabilities-driven strategy: your own theory of coherence for your business. How
do you capture value, now and in the future, for your chosen customers? What
are your most important capabilities, and how do they fit together? How do you
align them with your portfolio of products and services? The more clearly and
strongly you make these choices, the better your chances of creating a corporate
identity that gives you the right to win in the long run. Not surprisingly, each of
the four basic schools of thought in Exhibit 1 (position, execution, adaptation,
and concentration) has something significant to offer business strategists, so long

as they are adopted in an appropriately balanced way.

The Value of Position
According to Walter Kiechel, strategy became relatively formal in the 1960s for
two reasons. The first was an increasing amount of available data on business
costs, prices, and operational performance. The second reason was uncertainty,
and the anxiety that went with it. The economic stability of the early 1960s dis-
solved into the turbulence of the 1970s and "80s, striking different components of
society with different degrees of prosperity and calamity. No company could ever
be sure it would remain on top (even in established industries such as steel and
automobiles), global economies were highly interconnected (although it wasnt
always quite clear how they might interact), and corporate decision making was
increasingly constrained by fiercer capital markets and upstart technologies.

When intuitively obvious decisions fail, people yearn for better guidance.
Thus, starting in the mid-1960s, the idea of strategic planning, with echoes of
Napoleon, Carl von Clausewitz, and Sun Tzu, evolved into an irresistible business
management fashion. In its pure form—as delineated by Kenneth Andrews and
Igor Ansoft, the premier authorities on business strategy at that time—a strategy
was an overarching plan for growth, usually written up in a formal document and
endorsed by the CEO, aimed at creating an unassailable position for the company
in the marketplace.

These early efforts by the position (or positioning) school assumed that the
right to win would be held by companies that comprehensively analyzed all critical
factors: external markets, internal capabilities, and the needs of society. Although

Andrews said the goal should be a simple “informing idea” about the direction of
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the business, it inevitably became a complex checklist of strengths, weaknesses,
opportunities, and threats (the origin of the SWOT analysis still prevalent today).
This was long before the invention of the spreadsheet program, so big companies
hired armies of planning staffers to compile all this data into elaborate docu-
ments, which were debated in annual strategy sessions that became exercises in
bureaucratic complexity. Only gradually did it become clear that the plans did not
correlate with real-world performance or issues.

A breakthrough in the position school occurred in 1966 when Bruce Hender-
son, founder of the Boston Consulting Group (BCG), began to market services
based on what he called the “experience curve.” Analyzing cost and price data
across companies and industries, Henderson showed that as experience with op-
erations led to greater proficiency, the capacity to produce increased and costs
dropped. The phenomenon was hardly noticeable month by month, but every
few years, capacity doubled and costs dropped 10 to 30 percent, so reliably that
many companies could plan their investment cycles and competitive marketing
accordingly. For example, Texas Instruments Inc. (TT) cut the prices of its semi-
conductor chips and electronic calculators every few months. Sales rose as custom-
ers switched to TT from competitors, and production costs then fell further, which
allowed TT to drop prices even more. Even the billing procedures and advertising
budgets became more efficient as those departments managed greater volumes.

To Henderson, the right to win went to companies that made the best use
of the experience curve by holding the leading position in market share for their
sectors. This meant emphasizing the value of some divisions over others, basing
those judgments on the dynamics of each business’s customer base (Henderson
was an early proponent of market segmentation) and on its competitive position.
The famous growth-share matrix divided a company’s businesses into “stars” (high
growth and market share), “dogs” (low growth and share), “question marks” (high
growth, low share), and “cash cows” (low growth, high share), thus providing a
clear rationale for reallocating investment. For instance, it was worth borrowing
money to keep a star shining, because a star might end up dominating its market
niche.

The experience curve and growth-share matrix rapidly became popular be-
cause they worked powerfully well—at first. But in practice, these tools had a

serious flaw: As retroactive analyses of a company’s past success, they made it ir-
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resistible to continue that same behavior into the future, even when circumstances
changed (for example, when competitors began to apply the same approach). This
led many companies into counterproductive strategies. Some, including Texas In-
struments, got caught up in ruthless price wars that contributed to the commod-
itization of their own products.

More generally, many business leaders became disenchanted with the idea of
formal strategic planning. It was expensive, and it didn’t necessarily make compa-
nies profitable. For example, Ford and General Motors experienced losses of more
than US$500 million in 1979 and 1980—their first such losses in decades. In the
aftermath of these and other sharp reversals, mainstream business leaders began

to question the wisdom of the position school, and its claim on the right to win.

Execution Strikes Back

Those most annoyed by the position school tended to be in production and
operations. No wonder, then, that the first great contrary reaction came from
operations; specifically, from the Harvard Business School’s (HBS) operations
management department, which had been gradually losing status to finance. Two
members of the faculty found themselves in Vevey, Switzerland, during the sum-
mer of 1979: William Abernathy, the HBS expert on auto manufacturing, and
Robert Hayes, known for his studies of assembly lines. Researching the differenc-
es between European and U.S. multinationals, Hayes visited a small machine tool
manufacturer in southern Germany. Sophisticated Americans barely understood
computer-aided manufacturing software, but this firm of 40 people was using it
on a daily basis, and producing custom-made tools. Other plants in Germany,
Switzerland, France, and even Eastern Europe were using machine tools in ways
that the Americans couldn’t match.

At a seminar that summer, a European businessman asked Hayes why Ameri-
can productivity had declined so much during the past 10 years. Hayes hauled
out the standard answers: organized labor, government regulations, the oil crisis,
and the attitudes of the younger generation (which, at the time, meant the baby
boomers). The attendees looked at him with polite amusement. “We have all
those factors here,” one said, “and our productivity is increasing.”

Confused and shaken, Hayes began taking regular hikes and having long con-

versations with Abernathy, who had just arrived in Vevey and saw similar stagna-
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tion in the U.S. auto industry. Only one explanation made sense to them: The
reliance on market share and financial growth as strategic objectives was crippling
U.S. industry. For example, many companies had cut back any initiative that
didn’t seem to guarantee rapid returns, and the entire U.S. economy was suffering
as a result.

Abernathy and Hayes wrote up this conclusion in an article for the Harvard
Business Review (HBR) called “Managing Our Way to Economic Decline,” pub-
lished in July/August 1980. It is still one of the magazine’s most requested reprints,
and one of the most controversial articles in its history. They had introduced an-
other school of strategic thought, based on the idea that the right to win came
from execution and operational excellence: the development and deployment of
better practices, processes, technologies, and products.

The execution message was bolstered by companies such as General Electric
and Motorola, which provided influential examples of operations-oriented strate-
gies with their reliance on executive training and such practices as Six Sigma.

Operational excellence was also a basic tenet of the quality movement—the
continuous improvement practices that were developed at the Toyota Motor Cor-
poration and a few other Japanese companies in the 1950s and "60s and are now
generally known as lean management. Of the many people associated with the
quality movement, including Toyota’s influential chief scientist Taiichi Ohno, the
most significant for corporate strategy was W. Edwards Deming. Deming was
an American statistician born in 1900. He began consulting regularly in Japan
just after World War II, helping Japanese companies develop their production
systems. Ignored in the West at first, he became prominent in the United States
after 1980, and actively taught and consulted with many of the world’s leading
companies until his death in 1993. Deming saw his methods as critical for escap-
ing economic malaise (his most prominent book was titled Ouz of the Crisis [MIT
Press, 1986]). In his view, the right to win was held by companies that honed
and refined their day-to-day processes and practices, eliminating waste, training
people throughout the company to use statistical methods, and cultivating the
intrinsic “joy in work” that people feel when they are truly engaged in their jobs.

Although the execution school would be frequently challenged, it continued
to gain influence through the early 1990s—especially after it was adapted by Mi-

chael Hammer, an MIT computer science professor, into an approach called “re-
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engineering.” According to Hammer, the right to win went to companies that
looked freshly at all their processes, as if redesigning them from scratch. Unfor-
tunately, many companies used reengineering as a launching pad for across-the-
board layoffs that left them weaker, and operational excellence couldn’t compete
with the exuberance of the high-tech bubble. By the end of the 1990s, execution-
based strategy had been largely relegated to the production side of the business.

The idea of building value through managerial methods returned to strategic
relevance after the dot-com bubble burst. Its return was symbolized by the busi-
ness bestseller Execution: The Discipline of Getting Things Done, by strategy expert
Ram Charan and then Honeywell CEO Larry Bossidy, a well-known GE alum-
nus (with Charles Burck; Crown Business, 2002). Many leaders now understood,
through experience, both the value of improving execution and its challenges. It
generally required major changes in managerial and employee behavior. As BCG
strategist George Stalk complained to Walter Kiechel, “That was a lot more dif-
ficult than just ‘buying a concept off a shelf.””

Michael Porter’s Advantage

The other major limit of the execution school was best articulated by HBS profes-
sor Michael Porter—probably the most influential thinker on corporate strategy
in the institution’s history, and a source of new vitality for the position school.
In his early publications, from the late 1970s to the early 1990s, Porter brought
positioning to a level of unprecedented sophistication. He recast the turbulence of
a company’s business environment into a “value chain” and “five forces” (competi-
tors, customers, suppliers, aspiring entrants, and substitute offerings): two frame-
works that could be used to analyze the value potential and competitive intensity
of any business.

Then, in his flagship HBR article called “What Is Strategy?” (November/De-
cember 1996) Porter pointed out that operational excellence could guarantee
competitive advantage for only a limited time. After that, it too would lead to di-
minishing returns as other companies caught up. (Indeed, most observers believe
that Ford, GM, and other Western automobile manufacturers have done exactly
that between 1980 and 2010; it may have taken them 30 years, but the quality
and resale value of their motor vehicles is, as a whole, rising to meet that of Toyota
and Honda.)
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To Porter, execution-oriented ideas like reengineering, benchmarking, out-
sourcing, and change management all had the same strategic limit. They all led
to better operations, but ignored the question of which businesses to operate in
the first place. Porter argued for picking industries or markets where either overall
conditions were favorable—where most companies were relatively weak, suppliers
had relatively little clout, and aspiring entrants were few—or where a company
could differentiate itself. In “What Is Strategy?” Porter used Southwest Airlines
Company as an example of differentiation in a relatively unattractive industry.
Southwest’s market power came from the choice not to follow the spoke-and-
hub routing model of other airlines, but to offer “a unique and valuable strategic
position”—flying only direct routes, with one type of aircraft, using automated
ticketing and limited services (for example, no assigned seats). These and other
strategic choices allowed the airline to operate a different type of flying business,
one that could offer attractive prices and convenience even when compared with
travel by bus, train, or car. Sure, operational excellence was involved: Southwest
had perfected fast turnarounds and friendly customer service. But the core strate-
gic decision was the pursuit of simplicity through a clear market strategy.

The position school became a major driver of the resurgence of corporate
competitiveness in the West during the 1980s and "90s. W. Chan Kim and Renée
Mauborgne took the position argument to its extreme with Blue Ocean Strat-
egy: How to Create Uncontested Market Space and Make the Competition Irrelevant
(Harvard Business School Press, 2005). Big companies, they advised, should look
for new upstart positions themselves, in places where there were no competi-
tors already, breaking out of conventional ways of looking at their industry. The
popularity of that approach demonstrated the pressure that business leaders felt to
break free of established practices and find a niche that they could dominate with
first-mover advantage.

The limits of the position school became evident in the 1990s and 2000s. Al-
though Michael Porter took pains to explain that industry structures can change
and can be shaped by the actions of leading companies, he was interpreted as say-
ing that some industries are innately good and others are irredeemably bad. To
many corporate leaders in tough businesses, or in highly regulated industries like
electric power generation, there was no real advantage to developing distinctive

capabilities or facility with execution. Some companies tried to escape by entering
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new businesses where they had no distinctive capabilities, “blue oceans” where
they didn’t know how to swim. These efforts generally failed. And as the 2000s
unfolded, companies with enviable market positions, such as Microsoft, also saw
their advantage fade when new competitors, such as Google, emerged. This didn’t

disprove Porter’s hypothesis, but it gave others an opening to criticize his thinking.

Adaptation and Experimentation

Starting in the 1990s, another group of strategy thinkers provided an alternative
to the position and execution schools. This was the idea of strategy as perpetual
adaptation, best represented by Henry Mintzberg, professor of management stud-
ies at McGill University. In his history 7The Rise and Fall of Strategic Planning:
Reconceiving Roles for Planning, Plans, Planners (Free Press, 1994), Mintzberg dis-
missed the position school (which he called the design school) as formulaic. He
acknowledged that execution was important, and much of his work was dedicated
to analyzing what managers did in practice, but, like Porter, he felt execution was
insufficient for success. His strategic approach centered on finding a more cre-
ative, experimental approach to executive decision making.

Thus, instead of analysis and planning, executives in the adaptation school
(or, as Mintzberg called it, the learning school) sought to gain the right to win by
experimenting with new directions. In Mintzberg’s words, they “let a thousand
strategic flowers bloom...[using] an insightful style, to detect the patterns of suc-
cess in these gardens of strategic flowers, rather than a cerebral style that favors
analytical techniques to develop strategies in a hothouse.”

Adaptation has helped many companies; it’s been the source, for example, of
the vitality of the Chinese manufacturing industry. It’s also been the most central
guiding theme of Tom Peters’s work. The companies applauded by Peters—start-
ing with his seminal business bestseller, 7 Search of Excellence: Lessons from Amer-
ica’s Best-Run Companies (with Robert Waterman; Harper & Row, 1982)—have
varied enormously in their industries, approaches, and philosophies, but they all
share a willingness to experiment with new ideas and directions, discard those that
won't work, and adjust their efforts to meet new challenges.

But the adaptation school is also seriously limited, because its freewheeling
nature tends to lead to incoherence. A multitude of products and services that all

have different capability needs and different market positions cannot possibly be
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brought into sync. The more diverse a company’s efforts become, the more it costs
to develop and apply the advantaged capabilities they need. Letting a thousand
flowers bloom can lead to a field full of weeds—and to businesses that can’t match

the expertise and resources of more focused, coherent competitors.

Concentration at the Core

Hence the appeal of the fourth group of strategy thinkers—the concentration
school. Its forerunners were Gary Hamel and C.K. Prahalad, authors of Comper-
ing for the Future (Harvard Business School Press, 1994), who argued that the
most effective companies owed their success to a select set of “core competencies”:
These were the bedrock skills and technological capabilities (such as new forms
of hardware, software, systems, biotechnology, and financial engineering) that al-
lowed companies to compete in distinctive ways. Companies that focused on
these, and used them to develop a long-range “strategic intent,” would claim the
right to win.

Chris Zook of Bain & Company, drawing on his firm’s experience with private
equity, has been the most prominent recent exponent of this school. In his book
Profit from the Core: A Return to Growth in Turbulent Times (2001, with James Al-
len; Harvard Business Press, 2010), he argues that the right to win tends to accrue
to companies that stick to their core businesses and find new ways to exploit them
for growth and value. This means differentiating a company by starting with its
central capabilities: Enterprise, Dollar/Thrifty, and Avis all prospered by focus-
ing on, respectively, rentals for people with car repairs, vacationers, and business
travelers.

However, in practice, the concentration strategy often becomes a way of hold-
ing on to old approaches, even when they become outdated. Many companies
(and private equity firms) translate this strategy into slash-and-burn retrench-
ment. They cut costs and minimize investments in R&D and marketing to create
a pared-down company that produces more profits at first, but that can’t sus-
tain the growth required for a healthy bottom line. When they seck to grow, it’s
through “adjacencies”: products or services that seem related to their existing core
businesses. But many adjacencies are less profitable than they were expected to be,
in part because they may require very different capabilities—and in part because

the truly successful game-changing leaps, like Apple’s into consumer media or
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Tata’s into the inexpensive Nano automobile, can’t be managed from a concentra-

tion strategy alone.

Strategy as a Way of Life

It’s important to note that most of the thinkers who introduced these strategies
to business leaders saw the challenges and limits of their approaches, and even
warned against misapplying them. But businesspeople misapplied them nonethe-
less. Each theory thus backfired, and created opportunities for the next.

How can your company gain the most from considering all these theories of
the right to win? Only by stepping back, away from any particular answer, to look
at your company’s identity as a whole, encompassing the way you expect to com-
pete, the capabilities with which you will compete, and the portfolio decisions
that fit. In fact, that’s exactly what happens with the packaged-foods company
described at the beginning of this article.

The CEO’s question about the right to win has sparked many levels of dis-
cussion. For several more days, spread over a few weeks, the executive team talks
through its three proposed strategies in detail: the estimated market value of each,
the risks involved, and the capabilities required. All three strategies have roughly
the same potential for increasing enterprise value, but the differences among them
become clear when the functional leaders speak.

For example, the head of operations explains that the three strategies would
require completely different investments. Becoming an innovator would mean
configuring a flexible value chain to launch new products rapidly and economi-
cally. The closer-to-customers option would mean selling more food at different
temperatures: some frozen, some fresh. It would also mean building a more direct,
collaborative relationship between operations and R&D. And the category trans-
formation strategy would require new process technologies, economies of scale,
and deftly managed acquisitions.

The head of marketing and sales has a similar presentation. As an innovator,
the company would focus advertising and promotion on new products, while
ensuring rapid, widespread retail distribution. Being a solutions provider would
move the company directly into engagement with consumers, through websites,
social media, and better in-store displays. As a category leader, the company would

seek to own the grocery shelf through “sharp pencil” tactics (in other words, tac-
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tics tailored to each brand and geographic region) for pricing, promotion, and
merchandising.

The company executives ultimately settle on the category leader strategy. It fits
best with the capabilities that they already have. Another company, even with the
same market dynamics, might choose differently—appropriately so, because of
very different capabilities and customs.

A capabilities-driven strategy process, like this one, takes into account “mar-
ket back” aspirations (the position the leaders want to hold) and “capabilities
forward” concerns (the company’s ability to deliver). In the course of discussion,
ideas from all four schools of thought come forward: ideas about holding an unas-
sailable position, executing with new capabilities, adapting rapidly to competitive
pressures, and focusing on the core business as a platform for growth. It takes
time to complete this process, and it is very difficult and stressful at times, but the
company gains, in the end, from a far higher level of coherence.

It’s taken 50 years for the field of business strategy to reach the point at which
many companies can conduct this kind of conversation effectively. Most compa-
nies have relied on business strategists for strategic answers. But now we see that
we have to generate our own answers—our own theory of the right to win for
each company, with its unique identity and circumstances—and that we have
the tools to do so. Given the pressures that business continues to face, this leap in
knowledge is coming just in time. +
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The Sirens of CPG Strategy

by Steffen Lauster

Some strategic concepts, if they're held as sacrosanct, can lead an entire industry
in the wrong direction. Something of that sort has happened during the past two
decades in the consumer packaged goods (CPG) industry. Two of the most influ-
ential strategy ideas are so widely held, so intuitively appealing, and so apparently
true in practice that they are very hard to give up. Yet they can also be quite danger-
ous to follow.

The first of these misleading ideas is that “bigger is better.” Since the 1980s,

CPG companies have tried hard to expand. The conventional wisdom said that the
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best shareholder returns would accrue to companies with huge brands and the
scale to compete in developing markets. The second idea is that “consolidation is
inevitable.” For years, experts have predicted that most consumer packaged goods
segments would end up like carbonated beverages, shaving products, and dispos-
able diapers—dominated by just two or three big players that took advantage of
their scale to acquire or crowd out rivals, while a handful of niche players battled
over the scraps.

Recent studies conducted by Booz & Company of total shareholder returnamong
CPG companies show that both of these ideas are, at best, incomplete. Companies
that follow them end up sacrificing performance. To be sure, there are categories
where scale matters, where one or two players dominate. But many food and con-
sumer products sectors are fragmenting instead, with room for many profitable
entrants. In coffee, ready-to-eat meals, shampoos, and pasta sauces, for example,
there are more small companies than there used to be; mass and price don’'t mat-
ter as much as perceived quality. In the New York area, jars of Rao’s Homemade
marinara sauce (the same sauce served in the famous Rao’s restaurant of East
Harlem) are flying off the shelves.

These days, the best-performing consumer products companies—whether
large or small—are those with the greatest coherence. Their market strategy, ca-
pabilities system, and product lineup all fit together. They invest their capital and
attention in just three to six differentiated capabilities, supporting all the products
they offer. This gives them a level of efficiency and effectiveness that most of their
competitors can’'t match.

In the end, the problem with strategy concepts is not that they're wrong; they
are, in fact, often right. But they are not universal. Beware any strategic idea that
most other companies find beguiling. The right strategic destination is different for

every company, even in a mature industry like consumer packaged goods.
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Paul Leinwand and Cesare Mainardi, 7he Essential Advantage: How to Win with a Capabilities-
Driven Strategy (Harvard Business Review Press, 2011): Overview of the path to coherence, the
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EXECUTIVE SUMMARY

Throughout the Great Recession, many companies endured lengthy periods of cost con-
tainment: trimming budgets, reducing headcount, and eschewing large-scale initiatives.
But as the economy bounces back, many firms may suddenly find themselves strategically
and financially “out of shape.” Having concentrated for so long on survival, some com-

panies have lost their ability to seize opportunities and expand. To get back in the game,
firms need to enter new markets, innovate, and attract a fresh crop of customers. Having a
forward-thinking mind-set is not enough. Based on the Booz & Company Fit for Growth*
framework, this article recommends a corporate fitness regimen designed to help companies
set clear strategic aims, invest in the right infrastructure, optimize costs, and reorganize for
growth.

A more strategic approach to
costs can help you prepare for the
next round of expansion.

IS YOUR COMPANY

Fit for Growth?

by Deniz Caglar, Jaya Pandrangi, and John Plansky

Illustration by Paul Wearing
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Is your company fit for growth? Many companies today are not. The way
they manage costs and deploy their most strategic resources is preventing the ex-
pansion they need. But they don’t realize it—at least not yet.

To be sure, many of those companies are in better financial shape today than
they’ve been in for a long time. Having implemented cost-cutting and austerity pro-
grams during the recession, they have relatively healthy balance sheets and sizable
reserves of working capital. They have strengthened their ability to weather down-
turns and improved their productivity in ways that could potentially last for years.
All these restructuring actions were required for survival between 2008 and 2011.

But as they shift their focus from the cost side of the ledger to the revenue
side, searching for ways to move beyond cost cutting—entering new markets,
commercializing innovative products and services, offering more compelling cus-
tomer value propositions—these companies are strategically and financially out of
shape. They have not made the hard choices involved in channeling investments
to the capabilities that are needed most, and deemphasizing or eliminating their
other expenses.

How can you tell if your company is fit for growth? Here is a simple, three-
question diagnostic:

* Do you have clear priorities, focused on strategic growth, that drive your

investments?

* Do your costs line up with those priorities? In other words, do you deploy

your resources toward them efficiently and effectively?

* Is your organization set up to enable you to achieve those priorities?

The easiest way to answer these questions is to imagine the opposite.
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If you do not have clear growth priorities, there are several warning signs. You
have so many initiatives that you can’t remember them all. Your executives go to
multiple meetings on unrelated topics every day. Asked to name the most impor-
tant capabilities your company has (the things it does well) or how they relate to
your strategic objectives, different leaders give different answers. Your best people
are working on so many programs and projects, they are burning out. Meanwhile,
you are underinvesting in some areas—which might include parts of R&D, mar-
ket development, and customer experience—where you could potentially build a
distinctive edge against your competitors.

If your costs are not deployed appropriately, thats also painfully apparent—
especially in the amount you spend on nonessentials. Staffing levels in differ-
ent parts of the organization are out of sync; for instance, you might have twice
as many finance people counting the money as salespeople bringing it in. Your
highest-priority initiatives falter because their investments do not get sufficient
attention, while legacy programs with very little impact continue to be funded.
Every function pursues an agenda of professional excellence, striving to be “best in
class,” no matter what the cost. Each department’s annual budget is calculated as
“last year’s, plus 3 percent.” Every once in a while, in moments of high pressure,
you institute across-the-board cost-cutting programs that force the businesses to
temporarily reduce overhead, but everyone knows that it won’t make any long-
term difference.

If you don't have a well-designed organization, that is evident as well. You are
not nimble enough to move quickly, or aligned enough to work in harmony. It
takes a week to get a sales quote approved, while your competition wins the busi-
ness. Information is not readily available to the people who need it. Managers
oversee fewer than four employees, on average, and get far too involved in their
subordinates’ work. Incentives (such as bonuses and rankings) motivate people
in ways that actually undermine the behaviors needed to achieve the company’s
stated growth priorities—for instance, people put internal reports ahead of cus-
tomer responsiveness. You have “shadow” HR, finance, and IT staffs popping up
in places outside your shared-services organization. Since most suggestions are
rejected, people become afraid to take calculated risks—and that derails the most
innovative growth- or savings-oriented ideas.

These are common symptoms, even among well-run and well-managed com-
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panies. Unfortunately, company leaders cannot afford to be complacent about
them right now—not if their goals involve expansion and profitable revenue
growth. In just about every industry and region, companies are contending with
a deflationary economic environment. It is relatively easy to find capital, but difh-
cult to find attractive markets and opportunities that can offer promising returns.
Emerging economies are still alluring but remain challenging, and achieving scale
in them requires patience. Many companies have understandably implemented
share buybacks to increase their stock price so as to offer a higher near-term return
to shareholders, but that won't make them competitive. Nor can companies wait
for expansionary economic conditions to return; the global economy will prob-
ably be facing macroeconomic headwinds for some time.

However, the fact that everyone is struggling also provides a great opportunity
for companies that are willing to prepare for growth through a more deliberate,
lean, fit-for-purpose operating model. Some companies are already doing this.
They are streamlining their operations by making disciplined choices concerning
their capabilities, and undertaking continuous improvement of their efficiency
and effectiveness. This is the corporate equivalent of a fitness regimen that focuses,
in effect, on building muscle—developing the capabilities that define a company’s
distinction—while cutting fat. By contrast, across-the-board cost reductions are
the corporate equivalent of crash diets—they are ineffective because they do not
last, and at worst they can cut into productive muscle. A successful program to
become fit for growth contains three main elements:

e Set clear strategic priorities, and invest in the capabilities that allow you to
deliver them.

* Optimize your costs, developing lean and deliberate practices that will de-
ploy your resources more appropriately and efficiently.

* Reorganize for growth, establishing a nimble, well-aligned organization that
can execute your new strategic priorities.

These elements reinforce one another; when launched together, they provide
the wherewithal for growth, even for companies facing today’s macroeconomic

challenges.
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Setting Clear Priorities

A growing body of research and experience has shown the importance that ca-
pabilities have in strategy. A capability, in this context, is the combination of
processes, tools, knowledge, skills, and organization that allows your company
to consistently produce results. Walmart’s virtuosic supply chain management,
Southwest Airlines” energetic customer service and asset utilization (of which its
rapid turnaround time is an example), and Procter & Gamble’s open architecture
innovation model are all well-known examples of distinctive capabilities that few,
if any, of those companies’ competitors can match. These capabilities don’t stand
alone; in each case, they are part of a mutually reinforcing system that works to
give the company its advantage. Walmart’s supply chain management, for ex-
ample, combines with the retail chain’s signature approach to store design, its in-
depth knowledge of its rural and suburban customers, and its renowned expertise
in real estate and store location.

Because a company’s most distinctive capabilities are cross-functional and are
applied to most products and services, they require a great deal of attention and
investment; even the largest companies have only three to six distinctive capabili-
ties in their capabilities system. Hence the need to set clear priorities. Business
leaders recognize that working capital is finite. They know they must marshal
their resources according to strategic need, not to corporate politics or to legacy
(for more about capabilities and their strategic role, see Paul Leinwand and Cesare
Mainardi, The Essential Advantage: How to Win with a Capabilities-Driven
Strategy [Harvard Business Review Press, 2011)).

When you focus on priorities, costs are not problems. They are choices. The
priorities most worthy of high levels of investment are those that align with the
growth priorities of your business, helping to build the capabilities that distin-
guish your company and contribute substantially to its success. These capabilities
are steadily funded—their investment levels may even increase—while other cat-
egories of expense are seen as necessary but not special. The other expenses receive
just enough cash to be on par with competitors’ spending or to simply “keep the
lights on” in the company’s operations (see Exhibit 1, page 49). They are subject
to strict scrutiny, constant pruning, and a continuous search for leaner efficiency.

In setting clear spending priorities, your first step is to identify which capabili-

ties are worthy of greater investment. The precise mix is unique for each com-
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Exhibit 1: Becoming Fit for Growth

A cost-fitness effort must address four types of investment priorities,
each changing to meet its own level of strategic relevance. This chart
shows how a hypothetical company might evaluate its expenses.

CcosT

CURRENT PERCENTAGES

POSSIBLE

== Differentiating Capabilities m—-
Three to six differentiated capabilities that
provide sustained competitive advantage,
different for every company
Examples: distinctive product innovation and
design, ultra-premium brand building,
exceptional consumer insight for target markets
¢ Focus attention and staff here
e Invest to reach best-in-class levels
 Design for quality, innovation,

and productivity

== Competitive Necessities

These “table stakes” are required to
compete in a sector

Examples: logistics, strategic sourcing,
back-office processes, integrated IT
architecture

e Increase efficiency and reduce costs
¢ Maintain “good enough” quality

10%-
2002 Basic Business Capabilities
Required to “keep the lights on” and

intai ti
maintain operations 10%-

15%

Examples: tax reporting, real estate and

facilities maintenance, energy management

o Aim for cost levels below your
competition’s

¢ Increase efficiencies

¢ Outsource

30%= Al Other Activity 20%-
50% ) 45%
Legacy investments that may or may not

contribute value

Examples: review boards, outdated regulatory
compliance, many long-standing practices

¢ Challenge all and eliminate many

¢ Be parsimonious with the rest

¢ Reduce service levels

Note: Cost percentages are illustrative, based on hypothetical examples.
Source: Paul Leinwand and Cesare Mainardi, The Essential Advantage: How to Win with
a Capabilities-Driven Strategy (Harvard Business Review Press, 2011), Booz & Company

pany; articulating the priorities
requires strategic clarity on the
part of your management team.
We have found that manage-
ment teams at most companies
generally agree about which
capabilities matter most. After
their first exercise in distinguish-
ing strategic costs, they often
become devoted to the practice,
and thereafter they continuous-
ly review resource deployment
to fund capabilities for growth
while keeping other expenses
relatively low.

Ikea, the Swedish manufac-
turer and retailer of affordable
customer-assembled  furniture,
went through this kind of exer-
cise in the late 2000s, when it
reworked its priorities. It was al-
ready a frugal organization; from
its founding in 1943, the drive to
reduce costs has been integral to
Ikea’s culture. As company found-
er Ingvar Kamprad once wrote,
“Wasting resources is a mortal sin
at Ikea.... Expensive solutions to
any kind of problem are usually

the work of mediocrity.”

But this new fit-for-growth initiative was defined as far more than a cost-

cutting effort. Jan Worling, Ikea’s director of business navigation, introduces the

strategy by quoting Kamprad’s original statement of the company’s ambition: “to

create a better everyday life for the many people.” As Worling explains, “That
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means we offer home furnishings at such low prices that as many people as pos-
sible can afford to buy them. That colors everything we do.” Thus, for example,
Tkea’s executives travel economy class and stay in moderately priced hotels, and
the company maintains relatively inexpensive office space.

Like many other housing- and consumer-related businesses, Ikea was hit hard
in the global recession, while the price of many of its materials went up. “We
asked ourselves what we could do during this period to lower our costs and, in-
stead of increasing the bottom line, turn every euro back to lower prices for our
customers,” recalls Worling.

The chain’s leaders chose to continue investing in the capabilities that differen-
tiated Tkea—for example, its custom-designed stores, which included distinctive
Swedish restaurants and child-care facilities, needed to be places where customers
felt at home. “To make up the difference,” says Worling, “we had to become very
good at lowering operational costs.” With that goal in mind, Ikea sought addi-
tional efficiencies in its supply chain, collaborating with suppliers where possible.
Industrial designers worked diligently on reducing packaging: “Even a few mil-
limeters can make a big difference in fitting more pieces into a container. We hate
transporting air,” says Worling. Nonessential costs were pared as much as possible.
Before authorizing an expense, says Worling, “we always ask ourselves, “Would
our customers want to pay for that particular item themselves?’ If the answer is

no, then we try to find a way to do without it or to do it in a cheaper way.”

Optimizing Your Costs
Fit-for-growth companies are lean and deliberate in spending money. They man-
age their costs for both efficiency and effectiveness. In all their investments, they
seek long-term value. This means continually pursuing the lowest-cost way to run
their operations and organization, taking full advantage of economies of scale and
scope. In our experience, companies that become fit for growth do not see cost
optimization as a single, “big bang”—style event. Instead, they make it a continu-
ous process, embedded in the daily fabric of business.

This type of ongoing discipline represents a natural outgrowth of your work
on setting priorities. Indeed, by choosing to cut costs proactively, you can oper-
ate from a position of strength. Without the panic and aggression displayed by

business leaders who feel pressure from outside, you can allocate your cuts more
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rationally—and be far more effective in reinvesting your savings. (To be sure,
sometimes a more dramatic shift in your cost structure is called for; see “When a
Step Change Is Needed,” page 56.)

When you are ready to rethink and streamline your operations, organization,
and management practices in this way, you have a large menu of techniques,
practices, and analyses to choose from (see Exhibit 2). They can be implemented
at many levels of the organization, by many different teams that, ideally, learn
from one another as they work. These methods include the kinds of continuous
improvement associated with lean management, the efficiencies of scale that come
from consolidating separate activities, the savings that emerge from relocating
nondistinctive work to lower-cost sources, and the value derived from strategic
sourcing that reduces the expenses of materials and components. Whichever tech-
niques you choose, depending on your circumstances and needs, the object is the
same: to be deliberate in taking out costs, making sure you don't cut into produc-
tive muscle.

Some of these methods may seem familiar to you, but they take on new mean-
ing in the context of a capabilities-driven growth initiative. By reducing expenses
in this way, you release cash for potential investment. This is generally the most
reliable way to fund the development of distinctive capabilities that are strategi-
cally important for growth (see Exhibit 3, page 52).

One company that has used cost optimization to fund its development of stra-

Exhibit 2: Leverage for Cost Management

A multifaceted effort to become fit for growth can involve a large number of tools and practices, generally grouped into three categories: Focusing on
distinctive capabilities ("What do we do?”), shifting the sources of activity ("Where do we do it?"), and streamlining your operations and organization
("How [and how well]l do we do it?"). The width of the pyramid at each level illustrates the comparative number of people involved.

What do we do? e Articulate strategic value proposition
Product and e Set clear priorities for growth
Service Portfolio ¢ Choose which capabilities to invest in
— e Rationalize product portfolio
Capabilities System e Clarify role of the corporate center
Where do we do it? Footprint Strategy * Reconsider the organizational structure
- * Redesign the supply chain network
Shared Services « Rationalize facilities

¢ Consolidate back-office and routine

Outsourcing and Offshoring work in low-cost locations

Process and Technology Harmonization « Shift IT platforms to be “fit for purpose”
How (and how well) i i .
do we do it? De-layering and Resource Reallocation : :_I”;E;?ZEig;ﬂcTeiisf‘ias'str:uuct;Ef;
Lean Processes * Automate manual work
IT and Automation Strategic Sourcing * Prioritize functional activity

e Instill collaborative practice

Source: Booz & Company

51 Is Your Company Fit for Growth?



Exhibift 3: Cats?h RFe,leased by an Exemplary Cost tegic capabilities is Aetna Inc., a
ransrormation Frogram 1. . .

This initiative, conducted by a Fortune 500 company, released more than US$34 bllhon leCfSlﬁCd health-
a billion dollars in gross savings. About one-fourth of that money—a « .
remarkably large percentage, compared with most cost initiatives—was Care—beneﬁts CompaHY' Wlth
reinvested to bolster and expand the company’s distinctive capabilities.

the enactment of healthcare re-

Management &
Administration

form, 40 million Americans are

New
investments
in critical
capabilities

Technology theoretically going to be entering

the market for health insurance,”

Sourcing

says Meg McCarthy, executive
vice president of innovation,
technology, and service opera-
Operations tions. “There will be significant
growth in the cost-competitive
individual business. Our aim is

to be the global leader in em-

powering people to lead health-

e REINVESTMENT ol ier lives. That’s our strategy.”
Source: Booz & Company Developing the necessary
consumer retail capabilities—
“the art and science of getting and keeping every single customer every single day,”
as McCarthy puts it—requires significant new investment. As part of building and
strengthening these capabilities, Aetna has prioritized investment in several areas,
including information, health information exchange, and clinical decision support.
Of course, in a market that is highly price-sensitive, such as small group and indi-
vidual insurance, cost vigilance is a necessity. “Our infrastructure—both process
and technology—needs to operate at the lowest possible unit cost,” says McCar-
thy, “so that we’re market-competitive and attractive to consumers. We still have
further progress to make, but we've taken significant first steps to reduce the costs
of complexity.” For example, Aetna is restructuring its back-office operations—in-
cluding claims processing and customer service—to realize greater efficiencies.
“We used to take a step-change approach to cost management,” McCarthy
adds. “Now we are adopting a continuous improvement methodology, in which
we remove waste constantly. We're searching for nickels and dimes and any way
to reuse assets. It’s like a can of Legos—we need to put the pieces together in new

and different ways to grow our business.”
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Reorganizing for Growth

A well-designed organization model is critical to enabling growth in two impor-
tant ways. First, it makes possible and sustains the cost reductions that are required
to invest in differentiating capabilities. It does this by sharing resources across
businesses and functions, and by trimming management overhead. In most large
organizations, long-standing relationships have developed in an ad hoc fashion
among the central core, the local business units, and the shared pools of resources
that provide, for example, human resources and information technology services.
Local leaders may have too much power over functional activities (thus duplicat-
ing one another’s efforts and promoting inconsistencies), or the central hub may
be too controlling (which generates unnecessary work).

The solution typically involves redesigning the company to create more appro-
priate structures and spans of control. This may mean having more people report
to each manager and reducing the number of hierarchical layers. Pay scales may be
rationalized so that compensation matches the complexity of the job performed,
or the company may take more deliberate approaches to sharing resources and
outsourcing less-critical functions. When these measures are consistent and broad-
ly understood, they are typically supported by people throughout the company.

Second, a well-designed organization model can fuel dramatic growth by em-
powering managers to act like owners of the business. The managers of business
units are given explicit financial and operational targets, along with clear decision
rights that spell out what they can and cannot do by themselves to reach those tar-
gets. They are also given greater control over the resources assigned to them, and
they can deploy these resources more flexibly. With incentives (such as bonuses
and promotions) determined accordingly, business unit leaders become account-
able for results, which are aligned with the company’s broader objectives in both
the long term and the short term.

This tightly linked chain of empowerment, accountability, decision rights,
and incentives allows the company to make decisions as close to the front lines as
possible. Managers can capture opportunities in the market, while the corporate
core focuses on building and maintaining the capabilities that all the business
units share and on driving the company’s overall strategy and performance. People
respond quickly to opportunities, collaborate across organizational boundaries

well, make decisions resolutely, and execute effectively. Executives spend less time
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fighting political turf wars and more time thinking about their customers and
competitors. Finally, costs naturally come down, and the potential for growth
improves, because the organizational structure reinforces the practices developed
through cost optimization.

A number of large companies have used organizational design to become fit
for growth, without publicly explaining their internal changes. One example is
a global energy company, which adopted a new cost-restructuring initiative in
the early 2010s. During the previous decade, the company had grown rapidly
through acquisition, buying a number of companies and developing an overly
complex structure along the way. As one executive leader later noted, the com-
pany had gradually become “a bit of a patchwork.” Some of the business units
were centered on countries or regions, whereas others were built around product
lines. There were also functional groups—charged, for example, with marketing
and sales or with manufacturing—that operated either globally or within regions,
sometimes duplicating others’ efforts.

The cost-restructuring initiative was conceived as a multiple-year project, af-
fecting the company’s processes, systems, people, and way of doing business. It
reorganized the hierarchy into several global strategic business units, a tightly knit
collection of corporate functions such as HR and finance, and a group of shared
services to provide support. Although the concept of regions was preserved, P&L
accountability shifted entirely to the strategic business units. To manage this new
streamlined structure, the company created a single global framework for decision
rights: It determined at a central level who would make critical company-wide
decisions involving finance, planning, legal liability, procurement, the supply
chain, sales credit risk, human resources, manufacturing, and technology. This
new structure allowed the company to realize massive savings through scale and
by eliminating redundancies. At the same time, the organizational units—strate-
gic business units, shared services, and corporate functional groups—all had their
own explicit decision rights. In short, the company created a new common global
framework for its organization, while providing the business units and functions
with sufficient latitude to run their operations nimbly.

Some companies use cost-restructuring efforts to dig deep into business units,
reorganizing every process. This effort did not micromanage in that way; separate

operational change initiatives were embedded in the new business units and cor-
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porate functions. But this program aligned the organization for growth, enabling

. . <« »
it to be, as one observer put it, “a truly global company.

Sustaining the Gains

When a large company pursues cost management and growth simultaneously, it
must act as one unified entity. Avoiding disconnects and misalignments requires
effective governance and business management practices. Financial, strategic, and
operational planning processes should be treated as leading activities: They should
set clear priorities and plans that involve all parts of the organization in the com-
pany’s “way to play” and central capabilities system. A business unit or function
that does not fit with the common strategy is probably too expensive to keep in
its current form. Corporate, business unit, and shared-services leaders should also
collaborate informally to exchange knowledge and make sure that business units
receive the support they need, consistent with their local conditions and the com-
pany’s overall way of creating value.

As anyone who has lost weight and kept it off can tell you, the secret to fitness
is to never return to old habits and to instead follow an ethic of continuous im-
provement. Fit-for-growth companies commit to a lean mind-set and are always
honing their capabilities and cost structure, so they don’t have to undertake large
programs every several years. They reorient themselves for growth as well, adjust-
ing their resource deployment year after year. Most importantly, they do all this
with a watchful eye on their unique value proposition and the distinctive capabili-
ties that will allow them to grow.

Becoming fit for growth may seem like an onerous task. But as suggested by
the examples of Ikea, Aetna, and Pitney Bowes (see page 57), it can also be the
beginning of a new virtuous cycle. As resources move from nonessential to critical
capabilities, your company can put more capital into growth strategies. The cost
side of your ledger will read less like a list of burdens and more like a register of
enabling choices, with a direct link between the money you spend and your prow-
ess in the marketplace. +

Reprint No. 12205
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When a Step Change Is Needed
by Deniz Caglar, Jaya Pandrangi, and Ashok Divakaran

Companies may need to address their cost structure suddenly for one of many rea-
sons, such as reacting to dramatic changes in the marketplace, correcting a large
drop in profitability, or enabling a new strategy. Companies in such straits can still
operate from a position of strength, by following these principles in a cost-trans-
formation program:

* Look for early quick wins. Rapid cuts in nonessential costs help motivate peo-
ple and provide cash to fund the initiative. If you reinvest those funds in more pro-
ductive directions, these early wins also demonstrate that you are serious.

e Start with the end in mind. You are cutting costs not just to survive, but to focus
your future efforts. Start by determining your value proposition and the capabilities
you need.

e Tackle the root causes of high costs. Think freshly about the business; look for
dramatic step-change shifts that can free up capital.

» Establish stretch targets. Target an aggressive but credible figure, represent-
ing enough funds to reinvest in growth and build a cushion for savings erosion.
Such stretch targets stimulate new ideas and help high-potential managers reach
beyond comfortable limits.

* Hold managers accountable for specific targets. Otherwise, savings tend to evaporate.

» Make a public commitment to the program and explain the “fit for growth” phi-
losophy to your shareholders. Commitment reinforces the strategic importance of
the program and protects your ability to reinvest some of the savings in your most
important capabilities.

e Explicitly describe how you expect to identify and implement cost savings. The
top team should deliver this message, convey a sense of urgency, and set an ex-
ample by cutting back costs associated with their own day-to-day practices.

* Design a single cohesive process, not a collection of separate expense-reduc-
tion projects. Put a single steering committee in charge, overseeing cross-func-
tional teams that suggest specific measures. Schedule frequent reviews to assess
progress and make decisions.

 Assign good people to carry it out. Staff the cross-functional teams with up-

and-comers; give them the information and authority they need.
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» Take on sacred cows. Some nonstrategic capabilities have entrenched sup-
porters. Encourage people to bring these controversial opportunities and thorny
issues to light, and give them ways to do so without becoming vulnerable.

* Track progress in a standardized way, tied to the bottom line. Report results on
an ongoing basis.

» Stick to your purpose. Some managers will say, “Give me my cost reduction
number, and let me take care of it.” This is not that kind of effort. Its purpose is to
redefine the work and to position the company for enhanced growth, using a shared
understanding of the value and differentiation provided by each activity and capabil-
ity. If you keep your eye on that goal, others will follow.

Becoming Fit for Growth at Pitney Bowes
by Michael Monahan

Before the global recession hit in 2008, my company, Pitney Bowes Inc., had already
embarked on a concerted effort to evolve the business and rebalance revenues to-
ward growth areas. Nearly a century old, with 33,000 employees and US$5.6 billion
in revenues, Pitney Bowes had two different businesses. Our traditional business,
serving small and medium-sized customers, was very focused on hardware—the
sale, servicing, and financing of postage meters and other mail and workflow
equipment. Our enterprise segment, on the other hand, was much more of a ser-
vices- and software-based business model, selling to large, multinational compa-
nies. Those revenues had grown considerably over the last decade, in part through
acquisition.

In May 2009, we decided to launch a thoughtful and comprehensive review of
our progress. Everything was on the table: sales, general, and administrative ex-
penses (SG&AJ; engineering and manufacturing; indirect and direct procurement;
the size and skills of our workforce; IT, HR, and finance; and, most importantly,
the overall structure of the company. We had grown up as a set of vertically inte-
grated individual businesses managed as a loose portfolio. We needed to become
a much more integrated company with an infrastructure and business model that
served the distinct needs and growth potential of our two very different customer

segments.
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In addition, one of my personal key goals was to create a lot more variability in
our cost structure, so we could migrate resources across businesses as we saw
opportunities arise. Naturally, at the height of the recession, we looked for cost-
saving measures that we could implement quickly and temporarily, like deferred
wage increases and temporary changes to employee benefit programs. But more
importantly, we also explicitly looked for the type of cost savings that were sustain-
able over time.

We created nearly a dozen cross-functional teams to examine every company
resource and process, and a project management office to coordinate these teams.
They were responsible for developing and defending the business case for their
proposed actions and investments. These were then brought to senior manage-
ment for review. The senior management team dedicated a half day every month to
considering these action items and investments. | was part of a smaller subset of
that team, called the Transformation Steering Committee, which was focused on
formally approving, monitoring, and implementing the resulting projects.

To create room for the new priorities, we looked at our historical investments
and either limited or eliminated many old systems and processes. We redirected
that investment into the new platforms and new capabilities that we needed.

Our senior management team identified three key areas for investment. The
first and most basic was infrastructure. We replaced our old Web infrastructure
with a much more contemporary and flexible platform that consolidated the web-
sites from all of our various acquisitions and enabled direct interaction with our
customers. Behind the scenes, we consolidated 85 disparate data centers into six
regional centers.

We called the second capability “the agile workforce”: communication tools to
provide employees with the flexibility to work anywhere rather than being bound to
a particular facility or office. For example, we began using voice over IP and aggres-
sively reduced our real estate footprint.

Third, we gave more employees the ability to interact with our customers on a
more holistic basis and cross-sell to them. We built an enterprise selling organiza-
tion, unifying around common processes and technologies (such as using Sales-
force.com as a sales automation tool).

In addition to these priorities, we launched a number of new digital products
(some internally developed, others created through partnership) to drive revenue
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growth per customer as well as our overall customer base.

As aresult of this initiative, we've gone to a much higher degree of global shared
services. The finance and marketing groups, for example, have moved from re-
gional to global models, leaving decision support to the individual businesses. We
have a global learning and development organization focused not only on product
training, but also on education about our company’s core mission—customer com-
munications management.

Pitney Bowes has also expanded its use of outsourcing and offshoring. First,
we aggregated and standardized certain high-cost and transactional work inter-
nally. Then we outsourced much of it; nearly half of our finance transactions, for
example, are conducted by suppliers.

We continue to look for ways to move from fixed to variable costs on a day-to-
day basis, so we won’t have to undertake another restructuring.

Our hard goal when we started this process was $150 million to $200 million
in annual cost savings, net of reinvestment back in the business. We announced
in our 2011 fourth quarter that we had exceeded our revised target of $300 mil-
lion, one year ahead of schedule. Almost 45 percent of the savings came from
non-personnel-related actions, such as better procurement, smaller facility re-
quirements, systems automation, and similar efforts. Out of the total savings, we
reinvested about $200 million back into the business.

We had plenty of challenges along the way. We had the typical organizational
boundary issues that you encounter when solutions cut across traditional lines
of demarcation. Often, we worked through these issues by using cross-functional
teams. We are still working on the concept of continuous improvement, incorporat-
ing into our culture the requirement that everyone look at efficiency and productiv-
ity as the funding source for future investment in the business, and driving home
the concept of competition for finite resources.

At the end of the day, the best parts of the Pitney Bowes culture prevailed. We
have an organization of people who are very committed to the company. Once ev-
eryone accepted that we were serious about this transformation, they got on board

and drove its incredible success.
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Shumeet Banerji, Paul Leinwand, and Cesare Mainardi, Cuz Costs, Grow Stronger: A Strategic Ap-
proach to What to Cut and What to Keep (Harvard Business Press, 2009): E-book laying out a more
detailed process for setting expense priorities.

Vinay Couto, Ashok Divakaran, and Deniz Caglar, “Seven Value Creation Lessons from Private
Equity,” s+6, Jan. 30, 2012: What top-tier PE firms can teach public companies about creating and
sustaining value over time.

Ken Favaro, David Meer, and Samrat Sharma, “Creating an Organic Growth Machine,” Harvard
Business Review, May 2012: How chief executives can set a tone and context for expansion.

Gary L. Neilson and Julie Wulf, “How Many Direct Reports?” Harvard Business Review, Apr.
2012: More explicit advice on span of control.

Jaya Pandrangi, Steffen Lauster, and Gary L. Neilson, “Design for Frugal Growth,” s+6, Autumn
2008: Template for an organizational design that enables expansion while cutting costs.

Scott Thurm, “For Big Companies, Life Is Good” [subscription required], Wall Street Journal, Apr.
9, 2012: Analysis of financial climate at a cash-rich but uncertain moment.

For more thought leadership on this topic, see s+6’s Organizations & People page.
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EXECUTIVE SUMMARY

When reflecting on your strategic aims, which are the right questions to ask? Ken Favaro
writes that most executives fall back on the corporate line of introspection—focusing on

broad issues such as purpose and plans. But as IBM’s turnaround in the 1990s illustrates,
solving the five essential strategic problems—which address the nuts and bolts of how a

company should best apply its resources and engage with customers—provides a better way
forward.

When leaders substitute visions,
missions, purposes, plans, or goals
for the real work of strategy,
they set their firms adrift.

How Leaders
Mistake Execution
for Strategy

[and Why That

Damages Both]

by Ken Favaro

61 How Leaders Mistake Execution for Strategy (and Why That Damages Both)



Originally published by s+b
on Feb. 11,2013

When discussing strategy, executives often invoke some version of a
vision, a mission, a purpose, a plan, or a set of goals. I call these “the corporate
five” (see exhibit). Each is important in driving execution, no doubt, but none
should be mistaken for a strategy. The corporate five may help bring your strategy
to life, but they do not give you a strategy to begin with.

Nevertheless, they are often mistaken for strategy—and when that happens,
real damage can ensue. If the corporate five are the cart and strategy is the horse,
leaders who put the cart first often end up with no horse at all.

Before they get to the corporate five, companies need to address five much
more fundamental, and difficult, questions. Let’s call them the “the strategic five”:

» What business or businesses should you be in?

* How do you add value to your businesses?

* Who are the target customers for your businesses?

The Corporate Five The Strategic Five

* Vision: Your picture of the future * What business or businesses should you be in?
* Mission: Your objective for the company ¢ How do you add value to your businesses?
¢ Purpose: Why your company exists ¢ Who are the target customers for your
¢ businesses?
¢ Plan: A set of actions to be undertaken
within a certain time frame * What are your value propositions to those

target customers?
* Goal(s): How progress against your vision,

mission, purpose, or plan will be * What capabilities are essential to adding value to
measured and evaluated your businesses and differentiating their value
propositions?
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* What are your value propositions to those target customers?

* What capabilities are essential to adding value to your businesses and differ-

entiating their value propositions?

Although most companies can articulate a vision (for instance, “to be the lead-
ing biotech company”), a mission (“to find and commercialize innovative drug
therapies”), a purpose (“to improve patients’ lives”), a plan (“to develop molecule
X, enter market Y, and partner with company Z”), or a goal (“to bring three in-
novative molecules to market by 2025”), few convincingly answer all five strategic
questions, especially with one voice across their top teams and down their orga-
nizations.

They can’t answer those questions because often they haven’t asked them in
a very long time, if at all. Instead, the corporate five have become a mask for
strategy. When that happens, the real substance of strategy—making deliberate
and decisive choices about where to play and the way to play—is lost. There is
no foundation for decision making and resource allocation. Everything becomes
important. Indiscriminate cost-cutting and growth become the order of the day
and, sooner or later, with no strategy as a guide, a business drifts. Consider Procter
& Gamble. It has a mission (“to touch and improve the lives of more consumers,
in more parts of the world, more completely”) and a CEO who says he is “totally
focused on the plan.” Yet the company is struggling to regain its footing and di-
rection because the strategic five has been lost while the vast, complex enterprise
strives to operate in a more volatile economic environment.

IBM, on the other hand, is an example of getting it right. When Lou Gerstner
took over the reins of the troubled company in 1993, he famously declared, “The
last thing IBM needs right now is a vision.” This was widely interpreted as a state-
ment that execution would be the priority and strategy would take a backseat,
at least while Gerstner was busy turning around the company. But he proceeded
to redefine IBM’s business boundaries (from computer hardware to hardware,
software, and services), value proposition (from best products to corporate solu-
tions), and essential capabilities (for example, from selling to the I'T department
to selling to the C-suite). In other words, he focused on the strategic five—not
the corporate five—to make his elephant dance. Gerstner was as strategic a CEO
as they come. James E. Burke, former CEO of Johnson & Johnson and former

IBM board director, said of him, “He thinks strategically about everything. I once
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asked him if he thought strategically about his dog.” Gerstner knew that IBM was
suffering from a lack of clear and coherent strategic choices and that fixing this
was far more important to the company’s immediate needs than was envisioning
the company’s longer-term future. Without the former, there would be no need
for the latter.

All this is not to denigrate the role and power of having visions, missions, pur-
poses, plans, and goals. Strategy is the primary tool a leader uses to guide decision
making and resource allocation for a business and its people, but the corporate
five give the leader a means to excite, focus, inspire, mobilize, and challenge. A
vision paints a picture of the future around which your company can rally; a mis-
sion articulates an objective that defines what the company is seeking to achieve;
a purpose describes why your company exists and gives meaning to what it does
and the people who do its work; a plan lays out a set of actions to be undertaken
within a certain time frame; and goals define how your success and progress will
be measured and evaluated. None of these gives you a strategy, but they do play
an important role: They motivate an organization to perform at its very best in
the context of that strategy. That is what execution is all about.

Gerstner knew this too. After stabilizing the company and establishing IBM’s
strategic five, he did, in fact, create a vision: “To lead big companies into the brave
new networked world, IBM will devise their technology strategies, build and run
their systems, and ultimately become the architect and repository for corporate
computing, tying together not just companies but entire industries.” But, even
then, he recognized the need to connect that vision to the strategy (and execu-
tion). “Vision is easy. It’s just so easy to point to the bleachers and say T'm going
to hit one over there,”” Gerstner told a CNN interviewer in 2004. “What’s hard is
saying, ‘OK, but how do I do that? What are the specific programs, what are the
commitments, what are the resources, what are the processes in play that we need
to go implement the vision, to turn it into a working model that people follow
every day in the enterprise?” That’s hard work.”

If you want to have a bit of fun sometime, just ask your head of strategy or
general manager how the corporate five differ from strategy. A typical response
will be, “Who cares? Aren’t they all about giving direction to a business? Does it
matter what you call ‘direction,” as long as you have it?” Now, you have an answer.

Without addressing the strategic five, your company will lack the foundation and
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the context for making the choices and allocating the resources that are critical
to superior execution. Without the corporate five, your organization will lack the

perspective, commitment, and alignment required to perform at its very best. +
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EXECUTIVE SUMMARY

Don’t confuse corporate strategy, which represents the big-picture outlook of the organiza-
tion, with business strategy. the tactical decisions made by sub-units of the company. Cor-

porate strategy must be coherent, enabling different businesses to operate under the same
umbrella (or in some cases articulating why they might be better off breaking away). This
column outlines questions for executives at both strategic levels that will ensure the two
levels are in sync.

Business strategy is best
distinguished from corporate strategy
by the different perspectives that
business leaders and strategic
planners must bring to bear.

The Two
Levels of
Strategy

by Ken Favaro
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Originally published by s+b
on Apr. 27, 2012

The word strategy has many modifiers in the business world: portfolio,
diversification, differentiation, growth, market share, shareholder value, customer,
brand, product, pricing, cost, manufacturing, supply chain, channel, distribution,
sourcing, IT, digital, people, communications, investor relations, and MerA among
them. All of these forms of strategy are variations of the two most fundamental
types: corporate and business. Typically, corporate strategy is seen as being rel-
evant to a company as a whole, whereas business strategy is reserved for the indi-
vidual businesses within a company.

But things get more complex when you consider the most fundamental ques-
tions that a strategy needs to answer:

1. Who is the target customer?

2. What is the value proposition for this target customer?

3. What are the essential capabilities required to deliver that value proposition?

In considering a company operating in multiple businesses (think Siemens,
UBS, Unilever, Reliance, and Saudi Aramco), these questions are difficult to an-
swer for the company as a whole—if not meaningless. They can only really be
answered for each of the individual businesses within a company. Does this mean
that a company’s corporate strategy is just a rollup and integration of the strategies
for its individual businesses? No, not at all. A corporate strategy adds two more
critical questions to the list:

4. What businesses should the company be in?

5. How should the company add value to those businesses?

Adding value to the businesses means contributing to the ability of each busi-

ness to outperform its peers. In other words, the individual businesses should be
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able to draw on some distinctive capabilities that are available to all parts of the
enterprise, and that give the businesses an edge in their own target markets. For
PepsiCo, direct store delivery is one of these enterprise-wide capabilities; corpo-
rate sales and marketing is one for IBM; General Electric has a distinctive capabil-
ity in developing general managers; and so on. Those enterprise-wide capabilities
that are truly differentiating may reside in the corporate center or in particular
businesses. Either way, to the degree that all the businesses are able to benefit from
such capabilities, they create a “coherence premium”: the ability of a company to
be worth more than its sum-of-parts valuation. Without a coherence premium,
there is no economic rationale for the individual businesses to be under the same
corporate roof and, thus, there is no raison d’étre for the company itself.

A coherent corporate strategy results from an iterative approach to addressing
questions 4 and 5. It must be iterative because the answers to these two questions
depend a lot on each other. In other words, the businesses that should define a
company’s shape depend in part on its capabilities and how they add value to the
businesses’ performance. Likewise, how a company should add value to its busi-
nesses depends in part on which businesses make up—or could make up—its
portfolio.

Unfortunately, most strategists hardly bother with how the company adds
value to its businesses (question 5), much less give the question an honest answer.
This is why the so-called conglomerate discount is so prevalent, even for compa-
nies operating in highly integrated businesses. It also explains why companies such
as ConocoPhillips, Fortune Brands, Sara Lee, Kraft, McGraw-Hill, Tyco (again),
and ITT (again) have begun to break up or divest businesses in recent years, with
shareholders applauding.

Finally, an important nuance: For most large, complex companies, the ques-
tions of corporate strategy—questions 4 and 5—are relevant at multiple levels,
not just for the company overall. For example, a division with multiple businesses
(consider consumer banking at Citi or GE’s industrials group) represents more of
a corporate portfolio than a single business unit. In fact, most divisions, segments,
groups, and even business units can be thought of as having a portfolio of smaller
businesses within them, thus making the questions of both corporate and business
strategy relevant to their strategies.

Business leaders, strategic planners, and even strategy consultants often con-
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fuse business and corporate strategy. You can keep them straight by being clear on

the questions that are relevant at your level. +
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EXECUTIVE SUMMARY

Harvard Business School strategy professor Cynthia Montgomery argues that a strategic
leader is more than what she calls a “caretaker,” designing and implementing a plan. Yes,

strategists should seek to secure a competitive advantage, develop unique assets, and react
prudently to unexpected events. But as Montgomery describes, they must also conduct
ongoing conversations about the direction, function, and role of the company. The quality
of this dialogue informs, to a huge extent, the fortunes of the firm. “A strategy shouldnt
be only a document or an occasional exercise,” Montgomery says. “It should be a way of
looking at the world, interpreting experience, and thinking about what a company is and
why it matters.” Montgomery’s perspective reflects her wide-ranging experience as both an
executive educator and a board member of large corporations and nonprofits.

A Harvard Business School professor
observes that leaders become better
strategists by engaging in conversations
about the purpose of a company.

The Thought LeaderInterview:

Cynthia
Montgomery

by Ken Favaro and Art Kleiner
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Originally published by s+b
on Feb. 26, 2013 (Spring
2013)

When you look at strategy as a frame of mind to be cultivated, rather
than as a plan to be executed, you are far more likely to succeed over the long run.
That is the core premise put forth by Cynthia Montgomery, the Timken Professor
of Business Administration and former chair of the strategy unit at Harvard Busi-
ness School, in her book 7he Strategist: Be the Leader Your Business Needs (Harp-
erBusiness, 2012). The book is based in part on her work over the past five years
teaching executive education programs at Harvard for leaders of owner-managed
companies. It is also grounded in her work with large diversified companies. For
example, she has served on the boards of Newell Rubbermaid, UnumProvident,
and several mutual funds, as well as on the board of McLean Hospital, a not-for-

profit organization based near Boston.

VIDEO FEATURE

Rebranding Strategy: Why Traditional Strategy Planning Needs a Makeover
Cynthia Montgomery speaks with Booz & Company partner Ken Favaro about why strategy needs to be
reimagined, and how a leader can help define what a business is and why it matters.

71 The Thought Leader Interview: Cynthia Montgomery



Throughout her career, Montgomery, who has also taught business strategy
at Northwestern University’s Kellogg School and the University of Michigan, has
found herself in the middle of a little-known but strongly felt debate that has
gone on since the early 1980s in executive education and similar milieus. On one
side is the “positioning school” of business strategy: Success depends on analyz-
ing industry dynamics and competitive advantage, and staking out a position
that is most resistant to competition on the basis of industry forces. Montgom-
ery’s credentials on this side include numerous articles in leading economics and
management journals, and co-editorship with Michael Porter of the influential
anthology Strategy: Seeking and Securing Competitive Advantage (Harvard Business
School Press, 1991). On the other side is a perspective known in academia as the
“resource-based view of the firm”: Success depends on cultivating the capabilities
and assets that no one else can match. One of the leading developers of this field
is Montgomery’s husband, MIT Sloan School professor Birger Wernerfelt. Mont-
gomery and David Collis built on the resource school’s insights in “Competing on
Resources: Strategy in the 1990s” (Harvard Business Review, July/ August 1995),
one of the most reprinted articles in the history of HBR.

Montgomery’s new book and her ongoing research into strategists” attitudes
and actions represent an effort to move past the dichotomy, and to focus on what
it means for a leader to be a strategist. To Montgomery, a business strategist is
not primarily an analyst of position, or of resources; nor is the strategist purely
adaptive, responding reactively to the vagaries of fate. He or she is someone who
engages in a conversation about the purpose of a company. The company rises or
falls on the quality of that conversation and the way it is used to make decisions
about the ongoing work of the enterprise.

To get a clearer view of that approach, and what it might mean for senior exec-
utives, we sat down with Cynthia Montgomery in her office at Harvard Business
School in November 2012. (She subsequently obtained permission to publish the
anecdotes in which students are named.) This interview provides a glimpse of the
direction that we think many business schools will take in the years ahead: com-
bining the positioning and resource views, the entrepreneurship and management
roles, and the strategy and execution imperatives into a single discipline that could

be described as “identifying and realizing the purpose of your organization.”
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S+B: You've written that a leader who wholeheartedly embraces a stra-
tegic perspective is not the same as a conventional manager. Why not?
MONTGOMERY: Think about who does strategy in most large companies and
where the strategist typically resides in an organization. It’s not the CEO; its a
specialist function. Of course, everybody says that strategy is the CEO’s respon-
sibility. But it’s just one of many things that the CEO is responsible for. So strat-
egy becomes an area for experts. The company draws on specialists to help with
external analysis, to do a deep dive on competitors, and to look at trends around
the world.

All of that may indeed provide incredible added value. It’s certainly helpful in
setting the stage. But underlying all this activity is a fundamental question that
any company’s leader must ultimately answer: What will this firm be, and why
will it matter? This is not a soft, philosophical question. It is a hard-nosed, eco-
nomic one. As my former colleague Adam Brandenburger puts it, “Why would
the world need this business? What would be different if it didn’t exist?”

And a leader can’t consider the question just once and be done with it. That
question needs a compelling answer every day of a firm’s existence, an answer
that’s relevant as the business evolves, and as markets and customers evolve. To
enable that kind of continuous evolution, strategy should never be thought of as
a problem that’s been solved and settled. There are occasional dramatic changes,
but mostly it’s an evolutionary process, with the CEO at the center.

In some executive courses, I ask students to describe the strategy for their com-
panies. Many of them start out thinking that the goal is to have a product, get it
all down in writing, and they’re done. But the process doesn’t end there. We bring
the strategies up for critique, and they have to defend them. It’s always surpris-
ing to see how the same individuals who are good on their feet and have brilliant
things to say when talking about a case study like Nike or General Electric falter
when they’re talking about their own companies. They revert to the same old ge-
nerics that could apply to any company: “We will succeed because we're the qual-

ity leaders, we're best in class, we have the lowest costs,” and so on.

S+B: The same old “blah, blah, blah.”
MONTGOMERY: Exactly. For many leaders, there’s an immense gap between in-
tellectually understanding the theory of strategy and being able to apply it in
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their own businesses. It’s only by directly engaging in strategy themselves that
most leaders internalize the important questions and get a clear sense of what's in-
volved—the trade-offs, choices, commitments, and actions—in bringing a strat-
egy to life. In working with these executives in class, my goal is to help them con-
front the gap between the high standards they’re developing for others’ strategies,

and the often considerably less rich reality of their own.

S+B: How do you try to accomplish this in the programs you teach?
MONTGOMERY: I've taught some courses with 180 owner—managers coming to
campus for three, three-week sessions, spaced a year apart. When they enter the
program’s third session, they work on their own strategies. First they write up a
strategic plan on their own, with input from their teams back home, then they
share their work with one another. That’s when things get really serious.

We usually divide the group into cohorts of eight to 10 people. Each person
presents his or her strategy to the cohort, and then each cohort selects one strategy
to present to the full class. I ask them to select the one that makes the most use
of the principles we've talked about together. We end up with about 20 strategies
presented to the full class, 10 each in two long sessions. Each strategy is critiqued
by another group, and then discussed openly by the whole class. The sessions go
on for hours. The people in the room typically have very helpful things to say, so
much so that we now give an award for the best critique, along with an award for
the best strategy presentation.

The tone for the critiques was set several years ago by Jack, an executive from
Venezuela. Between the second and third year of the program, as pressures from
Hugo Chavez’s government increased, Jack’s business suffered; it lacked a clear
growth path. He came back for the third year anyway, and as he dealt with his
own challenges, he became a major presence in the class.

Jack was a regular at the pre-class lounge sessions, which often went on well
past midnight. Students came there to test out their strategies with me and who-
ever else was interested, and often 30 or 40 people would show up.

Jack took the seat next to mine, night after night. He asked each presenter the
same question: “What are you doing that’s really distinctive?” Sometimes he'd put
it as I did in class: “Help me understand why your business really matters.” And

he kept after them until they gave a thorough answer. By the end of those sessions,
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everybody had internalized those questions. I came to feel that this process was
the heart of a strategic conversation. A leader builds a strategy through in-depth
conversations with a group of his or her peers, testing the ideas against a variety of
situations. Knowing how to do that well will serve the graduates better as leaders

than any particular plan they develop at Harvard Business School.

S+B: Are you saying that in a well-run company, the CEO should have a
group of senior executives who play the same questioning role?
MONTGOMERY: That’s right. And yet that’s not the way it works in many com-
panies today; business heads make presentations, but often they’re choreographed
ahead of time, and they often don’t question their peers as much as they could. I'd
like to see the managers at all those meetings raise the game by challenging one
another.

A strategy shouldn’t be only a document or an occasional exercise. It should be
a way of looking at the world, interpreting experience, and thinking about what a
company is and why it matters. The formal strategic planning process is only part
of it; the deeper responsibility is ongoing and continuous. I often refer to a quote
from the great 19th-century Prussian military strategist Helmuth von Moltke:
“Certainly the commander in chief will keep his great objective continuously in
mind, undisturbed by the vicissitudes of events. But the path on which he hopes
to reach it can never be firmly established in advance. Throughout the campaign
he must make a series of decisions on the basis of situations that cannot be fore-
seen.... Everything depends on penetrating the uncertainty of veiled situations to
evaluate the facts, to clarify the unknown, to make decisions rapidly, and then to
carry them out with strength and constancy.”

That’s the job of a business strategist, no less than a military commander, and
it’s a challenging balancing act—an ongoing, not a periodic, responsibility. Un-
fortunately, that’s not the way strategy is generally taught in business schools, and

it hasn’t been for a long time.

The Capstone Course
S+B: How has the teaching of strategy changed?
MONTGOMERY: Back when I was an MBA student in the 1970s, strategy at

most schools was taught as part of a course called Business Policy and General
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Management. It was thought of as the capstone course; it came last in the se-
quence, after marketing, finance, production, and organizational behavior. Hav-
ing seen all the pieces, the student was supposed to put them together. The course
combined thinking and doing, strategy formulation and strategy execution. The
main textbook, Business Policy: Texts and Cases, was written by legends in the field:
C. Roland Christensen, Joseph Bower, and Kenneth Andrews [Irwin, 1965, revid.
1982]. The very first chapter was called “The Presidential Point of View.” Another
major section was called “The Accomplishment of Purpose.” To this day, I tell the
executives I work with, “If someone asks you what you do for a living, just look
them in the eye and say, ‘I'm an architect of organizational purpose.”

Many business schools began to change their approach to strategy in the early
1980s after Michael Porter introduced the idea of competitive analysis. His course
material on the subject was wildly popular because he brought economic rigor to
the analysis of strategy. On its own, that was absolutely good. It transformed the
era. My own work followed in that wake. Using large-sample statistical analysis,
I examined the relationship between the overall profitability of a corporate enter-
prise and the average profitability of the industries in which it competed.

But over time, the economics began to distract people from the leadership
aspect of strategy. Before long, strategy at many top business schools was taught
by economists focused on theory and analytics. If you do this, how will your
competitors respond? How do the structural characteristics of an industry shape
competitive behavior? All important issues, to be sure, but gradually strategy be-
came an exercise in getting the analysis right, providing the answer, and letting
someone else implement it. That reinforced the idea that strategists were a group
with specialized training.

Today, Harvard doesn’t even have a course called General Management. Nor
do most other business schools. Many students have come to view entrepreneurial
management courses as the capstone experience of the MBA curriculum, where
you learn about defining businesses, moving them through growth, changing
course, and doing it again. But entrepreneurship courses don't teach people how
to run a large company; they teach them how to create and finance a startup. If
we care about improving the quality of large-enterprise strategy, we management

academics have to avoid hoisting ourselves on our own petard.
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S+B: Hasn't the specialized, analytic approach to strategy lost some of
its value in recent years?

MONTGOMERY: Yes. It started to level off in the early 2000s. I saw that recently
when, as part of my work on 7he Strategist, 1 talked with several speakers bureaus,
thinking the subject of strategy would be hot. But instead, they said they would
market me as a speaker on innovation or change management. Their interest in
my book came not from the topic of strategy per se, but from its focus on what
strategy means for business leaders.

The discussions helped me come to terms with how much strategy had lost its
vitality—its edginess—and the tremendous opportunity we have to embrace it in
a new way. | think other academics are beginning to see the same potential. For
instance, at a strategy conference in celebration of the Harvard Business School

centennial, our theme was “putting leadership back into strategy.”

S+B: When did you realize the limits of the analytic approach yourself?
MONTGOMERY: A lot of it came through executive education, working with
managers who had an opportunity to use strategy to make a powerful difference
in their companies. In countless late-night conversations, I learned a lot about
the challenges they faced and their aspirations, and I saw what happened to com-
panies where no one stepped up. The existentialist philosopher Jean-Paul Sartre
wrote about the “courage to choose,” and understood that choosing isn't just an
intellectual thing; it takes guts.

Strategy books don’t talk about that. They also rarely talk about how to get
others involved, or how to serve as a champion of the process. Thomas Saporito,
the coauthor of Inside CEO Succession: The Essential Guide to Leadership Transi-
tion [Wiley, 2012], has written about CEOs who fail because they know their
strategy is correct, and they assume that’s enough to overcome any lack of buy-in.
He reminds them that “executives don't get paid to be right. They get paid to be
effective.”

In working with leaders, I also realized how vitally important creativity is in
strategy. It takes the whole brain—intuition and analytic skills—to do it well. But
creativity isn’t considered very important in the culture that has grown up around

strategy. That has to change.
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S+B: What does strategy work look like when it is action-oriented?
MONTGOMERY: Let’s say you're a business leader, and you have an idea for your
business. That’s just the beginning. You have to articulate it, choose to invest in
it, and create the organizational context where people can bring it [to life]. That
means building a system of advantage—a business model tailored to that purpose,
where the pieces work in sync, and where the whole is more than the sum of the
parts. Done well, it turns a concept into an animating idea: A clear view of whatr
your company will bring to the world, why it will matter, and how you will do it.
A lot of those hows will be determined by others throughout the organization, but
that can’t happen unless there’s clarity at the core.

Look at a business like Ikea, which I wrote about in 7he Strategist. The found-
er, Ingvar Kamprad, stated his animating idea back in the 1940s. They would
offer a line of practical, well-designed furnishings at prices so low everyone could
afford them. When you walk into an Ikea store, every detail goes back to that idea.
It’s not in a document on a desk; it’s the energy that gives life to the company.
Ikea’s system of advantage, built around that idea, is one of the company’s most
important resources. Anders Dahlvig, former group president, put it this way:
“Many competitors could try to copy one or two of these things. The difficulty
is when you try to create the totality of what we have.” For instance, copying the
low prices would not work without copying their approach to sourcing, their flat-
pack distribution concept, the way they design their stores and catalogs, and their
Scandinavian furniture design—“which is not easy,” he says, “without a Scandi-

navian heritage.”

S+B: |kea has essentially one business. Can a multi-business, diversi-
fied company also be built around an animating idea?

MONTGOMERY: Certainly. One of my favorite examples comes from Apple. In
2001, when Steve Jobs had only been back at the company for a couple of years
as CEO, he gave a presentation at the Macworld Expo in which he talked about
the three ages of the PC. First came the age of productivity, then came the age of
the Internet, and now would be the age of the digital hub. He talked about MP3
players, cell phones, and digital cameras, which at the time accounted for only
15 percent of all camera sales, but, “in a couple of years,” he said, “it will be 50

percent.” Going forward, Apple would add value to a host of digital devices, and
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be the company whose computers would tie them all together.

Some people argue that a strategy is understood only in hindsight, retrospec-
tively trying to make sense of a group of haphazard, reactive moves. But here’s a
case where, when the stock price was still very low, Steve Jobs laid out his animat-
ing idea in public, in advance. When Apple came out with iTunes, the iPod, and
the Apple Store, it all made sense in light of that idea.

S+B: In The Strategist you write that people respond to this story by
saying, “Sure, but I'm not a genius like Steve Jobs.” Does a good strat-
egist have to be a genius?

MONTGOMERY: Jobs is widely praised as a genius today, but one of the things
[ appreciate most about him is his failures—the Lisa computer at Apple and the
ego-busting demise at NeXT, the startup Jobs founded when he was ousted from
an operating role at Apple. When you dive into that story, you can see that his
victories were hard won. I'm trying to get people excited about being strategists
and to see why it’s a distinctive way that they as leaders can add value to their busi-
nesses. I'm also trying to help them understand that strategy is far more than an
idea. There’s a conundrum you sometimes hear in business school: “Would you
rather have a brilliant, fully worked-out strategy and poor execution, or a half-
baked strategy well executed?” The point is supposed to be that good execution is
preferable every time. At least it gets you some results. But, at root, it’s a vacuous
question. How can you implement the hell out of something if you don’t know
what you're trying to accomplish?

I can understand that you might be tempted to favor execution because you
don't really know if your strategy will succeed. If your strategy says you should
take dramatic, disruptive risks, do you really dare to stand with it and keep sup-
porting it? But frankly, a lot of businesses face more pedestrian choices, with
much less risk—and they're still not living deliberately, and are still flying by the
seat of their pants.

More importantly, strategy is not a matter of immaculate conception, where
you get a single answer and forever rule out other options. As a business, you op-
erate in a complex system of other companies in which any advantage is fragile.
Even Steve Jobs embellished and subtracted as time went on. You need to think

about your strategy as an open, living thing. You start out by defining who you are
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as a company. But then you try it out, and discover that it’s not working so well,
so you adjust it.

For example, we teach David Yoffie’s case on the Gucci Group. The company
hit the skids in the 1980s, when counterfeit products and an undisciplined licens-
ing strategy nearly destroyed the brand. Maurizio Gucci, grandson of the founder,
stepped in and tried to reposition the company, but customers balked and were
slow to come back. A new CEO, Domenico De Sole, was hired in 1993 to pick up
the pieces. De Sole forged a new purpose built around providing fashion-forward
clothing at good value, and rebuilt every activity in the company to align with it.
Did Gueci survive? Yes. Did it thrive? Yes. But it was a different company than
it had been in its former heyday, a company that mattered for a different reason.

Similarly, when Ingvar Kamprad started out, he was forced to leave Sweden.
The existing Swedish retailers didn’t like his low prices and put pressure on local
manufacturers to refuse to supply him. In fear that he'd lose the whole business,
he went to Poland in search of new suppliers; their prices proved to make not just
a difference in degree, but a difference in kind. In other words, this wasn't just an
incremental shift in one factor—it led Ikea into a completely different business
model. Kamprad’s strategy developed because he was open to redefining the busi-

ness.

S+B: So the point of a strategy is to keep improving your animating
idea, and to keep building your own capacity to develop and execute it.
MONTGOMERY: Yes, usually that’s true. Isnt that preferable to the dichotomy
we've been talking about, between conception and execution? Isnt it better than
being just the caretaker of a plan? Isn’t it a much better insight to pass on to the
other managers in your company, who could be developing their strategic per-
spective along with you?

One must also acknowledge, though, that sometimes the animating idea itself
has run its course and more radical action is necessary. The question remains the

same: Why does the world need this company?
The Education of a Strategist

S+B: If you could spend time with a group of prospective chief execu-
tives, could you tell the strategists from the caretakers?
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MONTGOMERY: Yes. A leader who is a strategist has clarity not only about what’s
being done, but why. He or she understands that the quality of execution begins
there. No matter how successful an operator or executor you are, no matter how
good your product innovation or manufacturing processes are, if your company
doesn’t have a meaningful distinction, you won't be effective; and if you can't
move it forward, your company will stagnate.

You learn those skills over time. Robert Katz, who wrote a classic article called
“Skills of an Effective Administrator” [ Harvard Business Review, September 1974],
said that when you start your career, to succeed, you need a functional skill: For
example, you need to be good at accounting, engineering, or HR. At the next lev-
el up, you need to be good with people. And at the very top, you need conceptual
skills. Years later, someone asked him if he still agreed with that statement, and
he said he was even more fervent about it now. But he thought that people either
had those skills by the time they were teenagers, or they would never have them.

I dont agree with that part of it. I think those skills can be developed later
in life. But I do agree that such skills are the key to becoming an architect—or,
better yet, a steward—of organizational purpose. As it happens, I've been at the
boardroom table with Bob Katz, and he has incredible conceptual skills himself.
But he also understands that they create value only when they're intimately linked
to action.

[ am sometimes asked to help develop the search criteria for an incoming chief
executive, and I always underscore the need to marry the ability to conceptual-
ize with the ability to translate those concepts into action. Generally, I'd look for
people who have transformed a business—redefined what it was and why it mat-
tered, rebuilt the business model, and delivered. To lead, you need to be able to
do more than just clean up operations or coast on an existing path.

And I've worked with enough CEOs to know that they need to be able to
make meaning for an organization, to connect the efforts of everyone in it with a

purpose that really matters to some set of customers.

S+B: What is the future of strategy education?
MONTGOMERY: Thinking about the cultural connections among business lead-
ers as an ecosystem, we want to create an atmosphere where a new type of con-

versation can be held—not just in a university class or in a management consult-
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ing firm engagement, but among leaders in general. We want to set up the kind
of conversation that opens the window to new strategic possibilities and allows
people to move a company in a new direction.

One of our students, Yegs Ramiah, is an executive at Santam, the largest short-
term insurance company in South Africa. Santam operates in a category where
there is little differentiation, with high levels of commoditization, rampant price
competition, and a race to the bottom that has been threatening the profitabil-
ity of the industry. Moreover, Santam had been in the game for 95 years; it was
perceived as old-school, conservative, and expensive, mainly serving the country’s
older white population. To ensure future success, Santam had to tap into the
growth market—it had to appeal to people of all races and ages and extend its
reach into the growing middle class.

Yegs led a process to redefine the brand positioning and the personality, re-
fresh the logo and the visual identity, and develop an integrated communication
and marketing campaign. She realized that in order to challenge accepted norms,
Santam would have to redefine the short-term insurance category. She looked
for ways to change the conversation about insurance from its being trivial and
dispensable, cheap, and a little bit nasty, to its being important and meaningful,
with enduring value and substance. This meant inspiring South Africans to take
the issues of managing risk and preparing for their future more seriously.

Yegs hired Oscar-winning actor Sir Ben Kingsley to narrate a new series of ads.
In one of them, he stands in a restaurant, with a bartender behind him mixing
drinks, moving in and out of the frame. He reminds the audience how easy it is
to wear blinders and overlook things that are right in front of you. If you go for
the cheapest home insurance, you might miss an important detail. “What if I told
you,” he concludes, “that Floyd’s uniform has changed four times while I've been
talking?” The ad caught on, and people wanted to watch it carefully to see where
the bartender’s outfit changed. It won several accolades, including a Silver Clio
award as well as a Bronze Lion in Cannes.

Nando’s, a large South African fast-food chain renowned for their satirical
advertising, then parodied the ad with one of their own, stealing the concept. In-
stead of ignoring it, or threatening to sue, Yegs got the same agency to create a re-
sponse. “Under normal circumstances we'd be upset, but frankly we're flattered,”

said a Kingsley-like narrator in the new ad. Then he made a demand: Santam
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would “overlook the indiscretion” if Nando’s delivered a package of food—a list
of dishes from the Nando’s menu—to the Johannesburg Children’s Home.

Santam’s challenge to Nando’s took South Africa by storm. The ad got more
than 250,000 hits on YouTube, and Santam’s name is now everywhere, as an ex-
ample of a company that is humane, progressive, contemporary, and accessible
to a growing group of customers. The campaign reinvented the brand and, with
that, the business.

That’s strategy. It’s not unlike what Steve Jobs did for Apple, or what Alfred
Sloan did for General Motors when he first went up against Henry Ford. Nobody
could beat Ford at his own game, but Sloan reinvented the auto company. A
really good strategy doesn’t happen on the margin; it doesn’t simply perpetuate an
industry game that is mature and may be decaying.

A really good strategy revitalizes the company, and to do that, you need to as-
semble a group of people who have the courage to confront business at its roots.
You need people who can say, in effect, “Strategy is dead. But long live strategy.”

Reprint No. 00163
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EXECUTIVE SUMMARY

When Dow Chemical Company used all its financial clout to acquire specialty manufactur-
er Rohm & Haas in 2008, forking out US$18.8 billion in cash, it was what CEO Andrew
Liveris called a “transformational” move. It signaled a fundamental shift in Dow’s core busi-
ness model. For a company founded in 1897, the risky move was the equivalent of a poker
player pushing all his chips to the center of the table. But in a fast-paced business landscape,

the authors say, most large corporations will probably have to make a similar decision to go
“all in” at some point. To win a big strategic bet, as Dow did, a leader must have an outlook
informed by his or her company’s potential, aided by due diligence, and shaped by a thor-
ough evaluation of the possible scenarios. Above all, leaders must prepare themselves and
their organization to recognize when a game-changing moment is at hand, and then seize
it. The future of the company is at stake.

Sooner or later, most global business
leaders will have to put their entire enterprise
at risk. Here’s how to do it successfully.

Strategic
ets

by Ram Charan and Michael Sisk
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Originally published by s+b
on May 24, 2011 (Summer
2011)

The Dow Chemical Company bet its future on the acquisition of Rohm &
Haas. Announced in July 2008, the deal was an audacious move; not only would
it take all of Dow’s financial resources to acquire this specialty chemicals maker,
but it represented a fundamental shift in Dow’s business model, one that chal-
lenged the prevailing assumptions of the industry. CEO Andrew Liveris used the
word transformational to describe the US$18.8 billion all-cash deal: He said it
would lower his company’s reliance on low-margin, highly volatile, highly cyclical
commodities and bring in specialty products whose differentiation offered global
opportunities and higher margins.

This was not an ordinary M&A exercise; it was a dramatic strategic bet with
life-or-death consequences for this venerable company founded in 1897. Many
chief executives would have avoided this strategic bet, yet it was the kind of move
that many companies must make in today’s fast-changing business environment.
Nonetheless, during the first few months after the announcement, it looked as if
the deal might fall apart. Wall Street was dubious from the start, and financing
was hard to come by. Dow had a long history as a dominant player in commodi-
ties. According to most industry analysts, the change in course was too great, the
timing too abrupt, the chances of success too uncertain, and the price tag too
high—even given Dow’s solid balance sheet and industry prowess as the world
leader in sales.

But Liveris had put together a meticulous plan over many months to pave the
way for the deal. Now he met frequently with board members and institutional
investors to win their support. They discussed how to finance the deal, what to

divest, and whether the timing was right. There were setbacks. Several potential

85 Strategic Bets



financial partners whom he sought as sources of capital turned him down. He per-
sisted, and in December 2008, Dow signed a binding agreement for a joint ven-
ture with the Kuwaiti state-run Petrochemical Industries Company (PIC), which
would infuse Dow with $9 billion to partly finance the Rohm & Haas acquisition
and thus greatly reduce the risk involved.

The majority of large global corporations will probably have to make this sort
of strategic bet sometime in the next 10 years. A number of companies are ahead
of the curve, including some from emerging markets. Brazil’s Vale, Mexico’s Ce-
mex, India’s United Breweries, South Africa’s SABMiller, and Luxembourg’s Arce-
lorMittal have already become world leaders in their industries through strategic
bets. Other companies, including major corporations from the U.S., Canada,
Europe, and Japan, are facing big changes or maturity in their markets. They will,
from time to time, find themselves forced into strategic bets as their best option
for thriving in the future.

Some companies may have to make more than one strategic bet during the
course of a decade—they may have to bet the company two or three times in suc-
cession. Their ability to recognize the need for a game-changing move, to seize the
moment, and to execute the decision will be critical. To succeed, they will need
to alter their whole framework for conceiving and shaping strategy. It behooves
them to build the necessary mental and organizational resolve and fortitude in ad-

vance—and not wait until the moment of truth to find out whether they have it.

A Test of Leadership
As Andrew Liveris discovered, a chief executive embarking on a strategic bet
should expect to face a series of harsh tests that might stretch over several years,
severely straining the resolve and creativity of everyone closely involved. Those
tests began for Dow Chemical on December 31, 2008, two days before the close
of the deal with PIC, when the Kuwaiti government abruptly backed out, throw-
ing all of Liveris’s plans into jeopardy. “We were shocked by this news, and this
was completely unexpected, given the approvals already received and the behav-
ior, actions, and words from our partners,” Liveris said at the time.

Once the financial foundation of the deal had been destroyed and the other
critical building blocks were wobbling, most observers expected Dow Chemical

to shut down the deal and retreat. But Liveris was in a corner. Retreat would be
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a defeat for him personally and could put Dow in a difficult legal situation. The
contract with Rohm & Haas was airtight, and its leaders would not budge. It was
also a cash deal, and a replacement for PIC’s promised investment was not easily
found in early 2009. Even in normal times, investors are often fearful to commit
money to a strategic bet, but at that moment, as the capital markets were coping
with the worst economic crisis in 65 years, and the world financial system was tee-
tering, their fear was compounded. Both the debt markets and equity firms were
paralyzed, and the stock market was in free fall, down 60 percent. Meanwhile,
Dow’s own stock, which had been at $30 per share when the Rohm & Haas deal
was announced in the summer of 2008, plummeted to $7 by March 2009, and
Andrew Liveris was facing the prospect of a serious debt downgrade to junk status
by Standard & Poor’s and Moody’s.

Liveris had to keep the board committed to the deal, find new sources of fi-
nancing, and convince the capital markets that Dow’s strategy had hit a bump, not
a brick wall. Tackling these issues tested Liveris's leadership abilities. He needed to
summon his own mental toughness and perseverance, and to project continued
conviction about the merits of the move he had championed. He had to persuade
board members, institutional investors, Wall Street analysts, and rating agency
analysts that the course he'd chosen was still correct and viable. He also had to
be resourceful and creative in finding solutions, including alternative sources of
funding.

In the end, Liveris succeeded. He kept the directors on board, convinced the
rating agencies to maintain the company’s investment-grade rating, and lined up
alternative financing from Warren Buffett and two members of the Rohm & Haas
family. And the deal was in fact transformational; it set up the combined Dow—
Rohm & Haas enterprise for better performance than either company might have
expected alone. Today, specialty chemicals make up about two-thirds of Dow’s
revenue, up from 50 percent before the merger, and Liveris says he’s aiming to tilt
the mix toward 80 percent. The capital markets have warmed up accordingly. The
deal closed in July 2009, and by January 2010 Dow’s stock was above $29. Mat-
thew Norris, a portfolio manager and equity-research director at the investment
management firm Waddell & Reed, told Barronsin an interview that Dow’s tran-
sition “means a faster-growing business that deserves a higher multiple.” Liveris
said at a New York City investor conference in December 2009 that Dow could
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return to record earnings levels of $4.50 per share by 2012.

As an example of strategic thinking, the Dow deal is of great significance. It
represents the kind of challenge that more companies will find themselves fac-
ing in the future. Liveris and his board put their company on the line because
they understood that the global environment affecting the chemicals industry
was changing rapidly, and that they would be forced, sooner or later, to change
too. They would be much better off if they could find a way to stay ahead of this
inexorable change, even if it meant putting their entire enterprise at risk. It might
not have taken a genius to see that commodity chemicals were going to become
less profitable, given new entrants from emerging and resource-rich countries in
the industry; the real genius was in moving quickly to a new business model and
acquiring and deploying the necessary capabilities before competitors fully ac-
cepted or woke up to this reality.

The Dow Chemical example is instructive in another way; it shows the inher-
ent uncertainty that leaders must navigate even after a strategic bet is made. Liv-
eris had to execute the deal with Rohm & Haas under conditions neither he nor

anyone else could have imagined—a global financial system turned upside down.

Preparing for Upheaval

Strategic bets were once a matter of choice, not necessity. In the 1980s, '90s, and
early 2000s, though the business environment grew steadily more turbulent, large
mainstream corporations could still survive through gradual change, honing core
capabilities and creatively extending them to new markets. But pursuing incre-
mental improvements is no longer a reliable path to success. No matter what a
company’s business model, at some point in the future, that model will become
irrelevant or obsolete or will lose value against new competitors and new oppor-
tunities. That point can arrive abruptly, without clear advance signals.

There are several reasons for this. The first is the digital revolution. It has been
in play for 20 years, but only now has it begun to routinely cause cross-indus-
try disruptions. As Amazon and Apple have famously shown, a company with a
new value proposition that takes advantage of digital media can change the game
swiftly. Additionally, many innovations can become commoditized with unprec-
edented speed, because digital media makes it easier for other companies to learn

about them and copy them.

88 Strategic Bets



Meanwhile, the extraordinary economic growth in China, India, and Brazil
is elevating a billion people or more to higher levels of prosperity. Coupled with
increasing demand for scarce resources in the Middle East and other emerging
markets, this phenomenon will lead to seismic (and still unpredictable) political
and economic change.

Perhaps the most significant and under-recognized force is the shift in global
capital markets. They have become more volatile and less transparent, and trad-
ing has been hugely focused on the short term—even as regulators look to impose
new long-term capital requirements and other constraints on trading in the wake
of the Great Recession. Unpredictable movements in currency trading, often in-
volving sudden shifts in currency value of 30 to 50 percent, add to this volatile
environment. The comparative value of countries, industries, and companies can
now change rapidly on any given day.

In this new business context, the power of the capital markets cannot be over-
stated. Capital today is more fluid, fickle, and abundant than ever; these traits
exert a steady pressure on companies to either attract capital or risk seeing it flow
to competitors—or, worse, flow to upstart predators that have not traditionally
been in a company’s competitive line of sight. No longer are the capital markets
merely a tool to execute corporate strategy; they are integral to the way a company
forms its corporate strategy.

Combined with the speed of the Internet and relentless commoditization, this
means the market value of a particular asset—anything from a business opera-
tion to an oil well to a brand name—may decline sharply at any time against the
intrinsic value of that asset. Factoring in the volatility of markets, leadership must
pragmatically and unflinchingly evaluate the fundamental depreciation of its as-
sets on a long-term basis, and react by making strategic bets about what to keep,
what not to keep, what to buy, and what timing to use on any bet.

For example, consider what occurred in the materials sector starting in the
early 2000s. China’s consistent double-digit GDP growth reached a tipping point;
that nation’s economy started sucking up natural resources at a prodigious rate,
and it had ripple effects across the globe. In response, BHP Billiton Ltd., an
Australian mining company that had been formed by a merger in 2001, made a
strategic bet to become a dominant player in China. It purchased Anglo Potash,

Intercor, and WMC Resources and steadily cemented ties with China—even win-
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ning the honor of producing the medals for the 2008 Beijing Olympics.

BHP’s CEO, Marius Kloppers, has said he believes that the industry will con-
solidate further. In late 2009, BHP set aside a $10 billion war chest to prepare itself
to pounce on opportunities and make acquisitions. The capital markets rewarded
Kloppers by pushing up BHP’s stock price. By early 2010, the stock had grown
250 percent over five years, well ahead of peers such as Rio Tinto and Alcoa. Vale
and ArcelorMittal made similar strategic bets before the financial meltdown, and
the market also rewarded them with higher P/E ratios. All three now enjoy great
influence over prices and control over resources, particularly iron ore, upon which
China dearly depends for its growth. In a testimony to this foresight, the price of
iron ore went up 95 percent between 2008 and 2009.

To stay ahead of trends like this, corporate leaders must embrace the idea of
strategic bets and prepare for the moment when such a bet will be necessary. This
means becoming acutely aware of changes in the external environment and an-
ticipating new realities before others do. It means being willing, when necessary,
to strike out in new directions with dramatic changes in capabilities, even if the
organization lacks experience. Corporate leaders will also have to prepare critical

stakeholders for the kinds of dramatic strategic bets that will be necessary.

Anatomy of a Strategic Bet
A strategic bet is a big, bold move made either to transform a company and create
a new growth trajectory or to create a totally new enterprise. Almost all strategic
bets are potential game changers for the company, its industry, and sometimes
adjacent industries; indeed, strategic bets are so comprehensive that they tend
to alter most of the company’s staff, processes, and practices. Such bets require
serious commitment from leaders and boards. In almost all cases, especially if the
strategic bet involves a highly visible action, such as a large acquisition, there will
be concerns about how the market, the analysts, and the rating agencies will react.
Nonetheless, strategic bets work only if management and boards have the confi-
dence and stamina to sustain themselves until the outside world sees the merit of
their decision—a period that could last five or 10 years.

There are at least three basic reasons for making a strategic bet:

1. To acquire a controlling interest in, or even a stranglehold over,
critical resources or competencies. For example, in late 2010, several stra-
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tegic bets were under way in the mining and metals industry. They were driven by
competition among Chinese and Indian companies for the kinds of rare elements
needed for new technologies—such as lithium, a metal expected to be in greater
demand for the next generation of car batteries.

2. To escape a declining industry before others see its demise. Typi-
cally, this approach is taken when a company’s leadership recognizes that part of
the business is being commoditized or for some other reason is about to lose value
and pricing power. Instead of riding the industry down, the company sells the
business to cut its losses and puts its efforts into something with more promise.

In 1996, Allied Signal CEO Lawrence A. Bossidy made exactly that sort of
clear-eyed assessment of the company’s auto parts business, which was responsible
for almost 15 percent of its total sales. The company sold off the lion’s share of its
car parts business for $2.1 billion, moving instead to concentrate on acrospace and
chemical products. Two years later, Bossidy led the purchase of Honeywell, which
was about half the size of Allied Signal, for a stock swap worth approximately $14
billion, creating a Goliath in the global aerospace and chemical products markets.

The strategic bet to escape a declining industry must not be confused with
selling a business to simply rationalize operations. For example, many companies
sell divisions with the assumption that the acquiring company will run them more
efficiently, and to gain some cash in the process. Such divestitures are worthwhile,
but unless the fate of the company is riding on their completion, they are not
strategic bets.

3. To practice a form of large-scale entrepreneurship. This typically
means acquiring companies, technologies, or core competencies needed to be suc-
cessful in an emerging form of enterprise. For example, consider Bharti Airtel Ltd.
It is the largest cellular service provider in India, with more than 120 million sub-
scribers. Its global expansion strategy has been based on scale and efficiency: that
is, acquiring customers with very low asset intensity (requiring little capital per
dollar of revenue). This type of expansion can be risky, because it often requires
extensive investment to move rapidly to gain first-mover advantage.

In 2009, Bharti Airtel’s management negotiated for months to acquire MTN
Group Ltd., a South Africa~based multinational mobile telecommunications
company operating in many Middle East and African countries. The Bharti Air-
tel-MTN deal was an enormous strategic bet; it was championed by Bharti Airtel
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chairman Sunil Mittal, but investors and analysts opposed it, in part because of
the debt financing involved. Mittal eventually called off negotiations, in the au-
tumn of 2009, but only when the South African government withheld support
for the deal.

Nonetheless, Mittal was undaunted by his critics. In June 2010, Bharti Airtel
acquired Zain Africa for $10.7 billion. This branch of the Kuwaiti telecommuni-
cations company Zain had operations in 15 African counties; Mittal thus gained
the foothold on that continent that he had missed with MTN. At about the same
time, Bharti Airtel announced a deal to purchase 70 percent of Warid Telecom
International Ltd. of Bangladesh. Analysts threw cold water on the plans, pressur-
ing management and the board to abandon the strategy. But Mittal has resisted
the pressure to withdraw; he has assembled a top-notch team of managers to go
into the Middle East and Africa, and Bharti Airtel is clearly in it for the long term.
Tellingly, bankers have competed aggressively to finance the deals.

Facing Up to Uncertainty

As Bharti Airtel’s negotiations with MTN show, a strategic bet’s outcome cannot
be certain; indeed, that is one of the things that make it a bet. Bharti Airtel was
fortunate that other acquisitions were available in its target area. The failure to
acquire MTN was only a minor setback.

Sometimes, however, poor timing or external forces can produce grave con-
sequences for a strategic bet—and threaten the life of the company. When the
Federal-Mogul Corporation, a U.S. automotive parts supplier, purchased British
manufacturer Turner & Newall in 1998, it inadvertently assumed an enormous
asbestos liability that forced it into U.S. bankruptcy in 2001; it did not emerge
until 2007. Similarly, in mid-2008, the Royal Bank of Scotland (RBS) Group’s
joint acquisition of the Dutch bank ABN Amro (with Fortis and Banco Santand-
er) was a strategic bet to build a position on the European continent. But the
bidding war with Barclays PLC over the deal left RBS too financially exposed to
weather the credit crisis that arrived soon thereafter.

Keeping perspective is critical with strategic bets. They are so dramatic and
compelling that there is always the chance of a misstep. Consider former Bank
of America CEO Ken Lewis. His decision to acquire Merrill Lynch during the
panicky days following the Lehman Brothers collapse was a bold strategic bet to
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quickly acquire a new capability. It is likely to prove to be farsighted and reward-
ing for the bank and its investors, but it will take more time and suasion to realize
the potential that Lewis saw at the time. He was ultimately undone by a detail of
the deal—not the overall decision, but the disclosure of bonuses. Lewis was even-
tually forced to resign, which shows just how high the stakes are when managing
these bets.

Some executives might blanch at the fate of Federal-Mogul, RBS, and Ken
Lewis—and decide that making a strategic bet is just too risky. When facing un-
certainty, people have a psychological reluctance toward taking on big strategic
bets. This holds back many managements and boards. It is comforting, and often
defensible, to continue with business as usual, especially if making a strategic bet
would mean putting pressure on the board and the organization and having to
convince them of a grand vision for corporate change.

Indeed, sometimes it is right to pull back from the brink of a poor strategic
bet. In 2005, Johnson & Johnson abandoned its $24 billion bid for the Guidant
Corporation, a maker of pacemakers, defibrillators, and stents, after safety issues
cropped up. The Boston Scientific Corporation stretched to buy the company
instead and eventually had to cope with a huge legal liability. Shortly after the
acquisition, Fortune magazine called it the second-worst acquisition of all time,
after the AOL-Time Warner merger. The stock price sank, and the founders are
now selling their holdings.

But 7ot making a strategic bet is often a worse move—and, in some cases, fa-
tal. A passive failure to act may not look like a move at all, but it is a bet just the
same—a bet of omission. The consequences are potentially dire. Hesitation and a
missed opportunity can quickly turn a company into an acquisition target. Execu-
tives who make bets of omission are in effect putting the fate of their company
in the hands of outsiders: a government regulator, competitors, or private equity
investors and hedge funds.

Take, for instance, AOLs decision not to build a search engine. In the mid-
1990s, AOL was the dominant Internet player, ahead of Yahoo and a bevy of now
extinct portals and search engines. AOLs decision eventually put its fate in the
hands of a couple of brainy kids from Stanford whose creation, Google, ultimately
relegated the Time Warner portal to also-ran status. Today, AOL CEO Tim Arm-

strong, formerly of Google, is making a new strategic bet: realigning the company
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into a content provider through a series of acquisitions, partnerships, and organic
growth initiatives. AOLs acquisition of the Huffington Post in February 2011
was a very visible component of this bet, with widely observed risks and many

potential rewards.

Heroic Leadership

When senior management begins plotting a strategic bet, whether to combat the
decline in the long-term value of an asset, to compete for natural resources, or for
any other reason, the boardroom is often psychologically unprepared for such an
audacious move. Even when the business case is compelling, the board or senior
management team might resist—particularly if those groups are dominated by
cautious people or people with little or no experience with strategic bets. We have
seen board members, gripped by anxiety, break the momentum of a strategic bet
with the assertion “Most acquisitions don’t work, so we shouldn’t do it.” Typically,
directors fear the stock price will go down, the rating will be cut, or the adverse
publicity will be too severe for the company and their own individual reputations.

Ultimately, it’s the leader’s job to get the board to face up to the risks of not
making a decision. For companies the size of Siemens AG or Procter & Gamble
Company, the risks may not be as great as for smaller companies. Traders can cre-
ate negative press, but they cannot turn Siemens or P&G into takeover targets.
The issue is trickier for companies already on the radar as acquisition targets. At
such times, a frank boardroom discussion might convince directors that a take-
over is inevitable if the company doesn’t make the strategic bet. By choosing to
take the bet, leadership could propel the company to the next level.

Given the high stakes and uncertainty of a strategic bet, what is the difference
between a leader who makes a strategic bet and a gambler who goes “all-in” at the
poker table? From a strictly analytical point of view, the gambler’s calculations are
easier.

Whether the game is poker or roulette or baccarat, a gambler deals with con-
crete probabilities. Business leaders dont have the same controlled and stable
context for their strategic bets. Each play for the leader is unique. The timing
is different and the context is different, and this puts extraordinary demands on
leaders. In earlier years, the emphasis for strategic decision making was on analyt-

ics—which subtly de-emphasized the role of leadership. But analytics can carry
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a company’s executive team (and its board) just so far in their deliberations of
whether to make a strategic bet. Indeed, gauging the odds of a strategic bet’s suc-
cess by looking at past successes can be fallacious, because the economic landscape
is likely to have changed.

In making a strategic bet, the leader’s conviction should be grounded, first and
foremost, in a clear understanding of the future potential of the company. This
understanding should be bolstered by quantitative forms of due diligence and
analysis, alongside a careful qualitative approach that examines the bet through
a variety of lenses and possible scenarios. This type of large-scale entrepreneur-
ial judgment is a habit of mind that must be nurtured; it cannot be developed
quickly. In an age of strategic bets, identifying and reinforcing that judgment will
be the central task of leadership development.

The need to make strategic bets, and be prepared for them, will ultimately
change the way many business leaders regard strategy. In addition to their existing
concerns—their company’s functional strengths, arrangement of business units,
and portfolio—there will now be the presumption of a more dynamic, ambigu-
ous, and difficult business environment. The only way to manage this environ-
ment, in a collected and capable manner, is to think in terms of external strategy,
to continually cultivate an outside-in view of the company in which strategic bets
are not automatically resisted, but are instead dispassionately evaluated.

The level of risk a strategic bet carries with it will feel uncomfortable to many.
Indeed, if it feels thoroughly comfortable, it’s probably not enough of a bet. But
business, by definition, involves discomfort. You never have the control you want;
you only have opportunities. You must be willing to step forward and risk your
enterprise, boldly but thoughtfully, for the sake of its future. Andrew Liveris may
not deliver a return on acquisition as quickly as Wall Street wants, and his strategic
bet may be criticized for some time, but it has positioned Dow to capture growth
on a worldwide basis. The market is just beginning to see what he saw years ago.
He will be ready in a few years to make his next big move. That is leadership. +
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EXECUTIVE SUMMARY

Psychologists use the term confirmation bias to describe the tendency for people to cling to
their preconceived notions, dismissing information that challenges their point of view. The
same affliction can strike businesses. When executives overlook unexpected clues that could
lead to breakthroughs, preferring to stick with an established plan, they sell their sharehold-

ers and employees short. But your company doesn’t have to miss the signs, and managers
who consistently perceive and exploit anomalies have a significant advantage over their
rivals. In this article, Donald Sull—professor at the London Business School and author
of The Upside of Turbulence: Seizing Opportunity in an Uncertain World (HarperBusiness,
2009)—presents 10 easy-to-miss indicators of important opportunities.

Market anomalies and
incongruities may point the way to
your next breakthrough strategy.

10 Clues to
Opportunity

by Donald Sull
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During their heyday in the late 19th and early 20th centuries, trans-
atlantic cruise lines such as the Hamburg America Line and the White Star Line
transported tens of millions of passengers between Europe and the United States.
By the 1960s, however, their business was being threatened by the rise of a dis-
ruptive new enterprise, namely, nonstop transatlantic flights. As it happened, the
cruise ship lines had one potential strategy with which to save their business: vaca-
tion cruises. Starting in the 1930s, some of these lines had sailed to the Caribbean
during the winter, thus using their boats when rough seas made the Atlantic im-
passable. And in 1964, when a new port was opened in Miami, Fla., the pleasure
cruise business began to boom.

But the great cruise lines missed this breakthrough opportunity. They saw
their profitability fall while dozens of startups, including Royal Caribbean and
Carnival, retrofitted existing ships to offer pleasure cruises and built an entirely
new travel and leisure category that continues to grow today.

Managers and entrepreneurs walk past lucrative opportunities all the time, and
later kick themselves when someone else exploits the strategy they overlooked.
Why does this happen? It’s often because of the natural human tendency known
to psychologists as confirmation bias: People tend to notice data that confirms
their existing attitudes and beliefs, and ignore or discredit information that chal-
lenges them.

Although it is difficult to overcome confirmation bias, it is not impossible.
Managers can increase their skill at spotting hidden opportunities by learning to
pay attention to the subtle clues all around them. These are often contradictions,

incongruities, and anomalies that don't jibe with most of the prevailing assump-
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tions about what should happen. Here is my own “top 10” field guide to clues
for hidden breakthrough opportunities, observed in a wide variety of industries,
countries, and markets. If you find yourself noticing one or more of them, a major
opportunity for growth could be lurking behind it.

1. This product should already exist (but it doesn’t). As the accessories
editor for Mademoiselle magazine in the early 1990s, Kate Brosnahan spotted a
gap in the handbag market between functional bags that lacked style and extreme-
ly expensive but impractical designer bags from Hermes or Gucci. Brosnahan
quit her job, and with her partner Andy Spade, founded Kate Spade LLC, which
produced fabric handbags combining functionality and fashion. These attracted
the attention of celebrities such as Gwyneth Paltrow and Julia Roberts. Many
well-known product innovations—including the airplane, the mobile phone, and
the tablet computer—began similarly, as products that people felt should already
exist.

2. This customer experience doesn’t have to be time-consuming,
arduous, expensive, or annoying (but it is). Consumer irritation is a reliable
indicator of a potential opportunity, because people will typically pay to make it
go away. Reed Hastings, for example, founded Netflix Inc. after receiving a US$40
late fee for a rented videocassette of Apollo 13 that he had misplaced. Charles
Schwab created the largest low-cost brokerage house because he was fed up with
paying the commissions of conventional stockbrokers. Scott Cook got the idea for
Quicken after watching his wife grow frustrated tracking their finances by hand.

3. This resource could be worth something (but it is still priced low).
Sometimes an asset is underpriced because only a few people recognize its poten-
tial. When a low-cost airline such as easyJet or Ryanair announces its intention
to fly to a new airport, real estate investors often leap to buy vacation property
nearby. They rightfully expect a jump in real estate values. Similarly, the founders
of Infosys Technologies Ltd., India’s pioneering provider of outsourced informa-
tion technology services, were among the first to recognize that Indian engineers,
working for very low salaries, could provide great value to multinational clients.
The company earned high profits on the spread between what they charged cli-
ents and what they paid local engineers.

4. This discovery must be good for something [(but it’s not clear what

that is). Researchers sometimes recognize that they have stumbled on a promis-
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ing resource or technology without knowing the best uses for it right away. The
resulting search for a problem to solve can lead to great profitability. One example
was the founding of the ArthroCare Corporation, a $355 million producer of
medical devices based on a process called coblation, which uses radio frequency
energy to dissolve damaged tissue with minimal effect on surrounding parts of the
body. Medical scientist Hira Thapliyal, who codiscovered this process, founded
a company to offer it for cardiac surgery, but that market turned out to be too
small and competitive to support a new venture. Undeterred, he looked for other
potential uses, and found one in orthopedics, where there are more than 2 million
arthroscopic surgeries per year.

5. This product or service should be everywhere (but it isn’t). Some-
times people chance upon an attractive business model that has failed to gain
the widespread adoption it deserves. Two archetypal retail food stories illustrate
this. In 1954, restaurant equipment salesman Ray Kroc visited the McDonald
brothers’ hamburger stand in southern California, and convinced them to fran-
chise their assembly-line approach to flipping burgers. In 1982, coffee machine
manufacturing executive Howard Schultz visited a coffee bean producer called
Starbucks in Seattle. He recognized the potential of a chain restaurant based on
European coffee bars, and he joined Starbucks, hoping to convince the company’s
leadership to convert their retail store to this format. When they didn’t, he started
his own coffechouse chain, later buying the Starbucks retail unit as the core of his
new business.

6. Customers have adapted our product or service to new uses (but
not with our support). Chinese appliance maker Haier Group discovered that
customers in one rural province used its clothes washing machines to clean veg-
etables. Hearing this, a product manager spotted an opportunity. She had com-
pany engineers install wider drain pipes and coarser filters that wouldn’t clog with
vegetable peels, and then added pictures of local produce and instructions on how
to wash vegetables safely. This innovation, along with others including a washing
machine designed to make goat’s-milk cheese, helped Haier win share in China’s
rural provinces, while avoiding the cutthroat price wars that plagued the country’s
appliance industry.

7. Customers shouldn’t want this product (but they do). When Honda
Motor Company entered the U.S. motorcycle market in the late 1950s, it ex-
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pected to sell large motorcycles to leather-clad bikers. Despite a concerted effort,
the company managed to sell fewer than 60 of its large bikes each month, far
short of its monthly sales goal of 1,000 units. Then a mechanical failure forced
the company to recall these models. In desperation, it promoted its smaller 50cc
motorbike, the Cub, which Honda executives had assumed would not interest
the U.S. market. When the smaller bikes sold well, Honda realized it had discov-
ered an untapped segment looking for two-wheel motorized transportation. (The
campaign is still remembered for its catchphrase, “You meet the nicest people on
a Honda.”)

8. Customers have discovered a product (but not the one we of-
fered). Joint Juice, a roughly $2 million company that produces an easy-to-digest
glucosamine liquid, was founded by Kevin Stone, a prominent San Francisco or-
thopedic surgeon. He learned about the nutrient from some of his patients, who
took it for joint pain instead of the ibuprofen he had prescribed. Many doctors
might have ignored this or even scolded their patients for falling prey to fads,
but Stone recognized he might be missing something. He looked up the clinical
research on glucosamine in Europe, where it was the leading nutritional supple-
ment. (Veterinarians, he discovered, swore by it, and their patients fell for neither
fads nor placebos.) Then he built a business around it.

9. This product or service is thriving elsewhere (but no one offers
it here). In the early 1990s, a Swedish business student named Carl August
Svensen-Ameln tried to store some of his belongings in Sweden while at school in
Seattle, but found that all the local self-storage facilities were full. He studied the
storage industry, already prevalent in the United States, and discovered a business
model characterized by high rents, low turnover, and negligible operating costs.
Yet self-storage, at the time, was virtually nonexistent in continental Europe.
Svensen-Ameln and a friend from business school set up a partnership with an
established U.S. company, Shurgard Storage Centers Inc. The resulting company,
European Mini-Storage S.A., was the first of several such companies that Svensen-
Ameln started in Europe, to great success.

10. That new product or service shouldn’t make much money (but it
does). Established competitors are often surprised when upstart rivals do well. In
his 2008 book, The Partnership: The Making of Goldman Sachs (Penguin Press),
Charles D. Ellis noted that for decades, Goldman Sachs partners had avoided
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investment management, which they believed generated lower fees than trading
and investment banking. When Donaldson, Lufkin & Jenrette Inc. published its
financial performance as part of a 1970 stock offering, Goldman partners were
startled to learn that fees and brokerage commissions on frequent trades added up
to a highly profitable business. Shortly thereafter, Goldman expanded into man-
aging corporate pension funds, and aggressively built its business.

Incongruities like these can offer a critical clue about where your assumptions
no longer match reality. From there, you are more likely to uncover the kinds of
opportunities that you might otherwise have missed—and that your competi-
tors still don’t recognize. Start by asking yourself, What are the most unexpected
things happening in our business right now? Which competitors are doing bet-
ter than expected? Which customers are behaving in ways we hadn't anticipated?
Take yourself through the list of top 10 clues. Leaders who consistently notice and
explore anomalies increase the odds of spotting emerging opportunities before
their rivals.
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EXECUTIVE SUMMARY

You can skip all those books. The essence of strategy can be found by reading just the most
canonical chapters in the history of the genre. Here, Walter Kiechel III, who has been
the managing editor of Fortune and the editorial director of Harvard Business Publishing,
identifies essential reading spanning almost six decades. The seven selected chapters offer a
window into the evolution of strategic thinking. Whereas Alfred D. Chandler Jr.’s landmark

1962 book Strategy and Structure: Chapters in the History of the American Industrial Enter-
prise (MIT Press) is widely considered the first work to consider strategy in the corporate
realm, thought leaders such as Andrew S. Grove and Henry Mintzberg have moved the
field forward in recent years. Kiechel traces the main themes that crop up throughout the
literature, noting that the conversation has grown more sophisticated and nuanced since its
inception.

A shortcut to the big
themes in the conversation
about corporate strategy.

Seven Chapters
of Strategic Wisdom

by Walter Kiechel lll
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As of October 2009, the Amazon.com category for business strategy
featured more than 74,000 books. Confronted with this mass of material, the
despairing reader of management literature who just wants the essence of what
it takes to compete successfully might well ask how much of the accumulation is
really necessary. In fact, most readers of strategy books would probably agree that
these tomes would nearly all work better as articles of, say, 3,000 words.

Strategy itself is a distillation; it’s a tight, internally coherent statement of what
a company is and wants to be. It may take weeks of data gathering to get the plot
points for charting a new corporate direction, and days of managerial deliberation
to boil it down to a set of actions, but the statement itself ought to be no longer
than a few sentences. An employee woken by flashlight at 2 a.m. and quizzed on
the subject should be able to spell it out in a minute or two. If that’s the ideal
form, why should anyone require 400 pages to explain what a strategy is or how
to create one?

In that spirit, what follows is a review of the best writing on strategy: not
books, but seven of the best chapters from books related to the topic. None will
tell you all you need to know to make great strategic decisions; that’s impossible
to summarize, for reasons that a couple of the chapters will explain. But taken
together, the seven cover the major themes running through the modern conver-
sation about corporate strategy, a conversation that got started only as recently as
the 1960s. The first three chapters (by Alfred D. Chandler Jr., Kenneth Andrews,
and Michael E. Porter) and perhaps the last (by Henry Mintzberg) might be con-
sidered canonical; any serious history of the discipline would probably include

them. All seven serve up insights that every student of strategy, whether practi-
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tioner or academic, should keep in mind. Amid all the seriousness are even a few

Witty surprises.

Structure and Self-definition

Alfred D. Chandler Jr.s Strategy and Structure: Chapters in the History of the Amer-
ican Industrial Enterprise, originally published by MIT Press in 1962, wasnt the
first book to use the term s#rategy in connection with business, but it was the first
to grapple with the concept in a way that informed much subsequent discussion.
The book was a work of history, essentially about how four giant companies—
DuPont; General Motors; Standard Oil of New Jersey; and Sears, Roebuck and
Company—changed their organizational structures to meet the challenges of the
early 20th century. In his introduction, effectively the book’s first chapter, Chan-
dler set out the key concepts that would emerge from his narrative.

The definition of strategy he provides will likely strike today’s readers as mas-
sively ho-hum: “the determination of the basic long-term goals and objectives
of an enterprise, and the adoption of courses of action and the allocation of re-
sources necessary for carrying out these goals.” You had to be there, in the torpid
corporate mind-set of the 1950s and early 1960s, to appreciate what a departure
Chandler’s idea represented. Most companies felt themselves largely at the mercy
of market forces, with little of the knowledge they would need to truly determine
their own future. They might make a few plans, but they didn’t have any frame-
work for plotting the course of their growth using an integrated understanding of
costs, customers, and competition.

The corporate histories Chandler recounted caught this note of passivity or, at
least, inadvertence in establishing strategic direction. Strategies weren't the prod-
uct of heroic, one-time decision making by top management; they grew instead
out of a series of smaller, almost ad hoc decisions—decisions to enter a new ter-
ritory to seek out new customers, or to respond to problems in a particular mar-
ket by introducing a new product (see “Professor Chandler’s Revolution,” by Art
Kleiner, page 114).

Chandler himself was more interested in the organizational aspect of his tale
than in the strategic. His main conclusion, and the idea for which his book is prin-
cipally remembered, is that “structure follows strategy.” The lines of the organiza-

tion chart, which may seem arbitrarily drawn, actually reflect the path laid out by
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business decisions. As his four subject companies spread nationwide to serve the
American market, for example, they were almost forced to organize themselves
into relatively freestanding divisions, in which division heads had profit-and-loss
responsibility for operations that integrated functions from production through
sales.

In his book’s introduction, Chandler was the first to lay out some of the
themes that would later become recurrent, even gospel, as thinking about strategy
evolved. A strategy is a response to changes in a business’s environment, he wrote.
It concerns itself with the long term, not so much the day-to-day. Responsibility
for creating it lies with top management, or what Chandler quaintly called the
company’s “general office,” as opposed to division or department headquarters.
(Peter Drucker hadn’t yet institutionalized the term management for either the
function or the team doing it.) Chandler argued that there is a distinction be-
tween making strategy and implementing it, which is a distinction that still be-
devils discussions of the subject. The historian also broached more subtle notions
whose importance would become clear over time: that innovation is the driving
engine for most successful strategies, and that strategy without structural change
produces few gains in a company.

Although H. Igor Ansoft published his book Corporate Strategy: An Analytic
Approach to Business Policy for Growth and Expansion (McGraw-Hill) in 1965, to
my eyes the first work to organize itself entirely around the core idea is 7/he Con-
cept of Corporate Strategy, published in 1971 by Kenneth R. Andrews, a Harvard
Business School professor. In its second, central chapter—which bears the same
name as the book—Andrews made what we might think of as the grand existential
claim for strategy, asserted in the conclusion to his definition of the term: A strat-
egy is “the pattern of major objectives, purposes or goals and essential policies and
plans for achieving those goals, stated in such a way as to define what business the
company is in or is to be in and the kind of company it is or is to be.” (That will
be the last definition quoted in this review, I promise.) By the mid-1970s, thanks
in large part to the efforts of the Boston Consulting Group (BCG)—a relentless
publicity machine for strategy, which the firm had taken as its specialty—most
businesspeople were familiar with the concept and the imperative for creating
one, even if they didn’t necessarily agree on what should go into it.

Besides proclaiming the big S as the central act of corporate self-definition,
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Andrews recited a formidably long list of elements required for the package to be
complete. To capture the “present and projected character of the organization,” a
strategy should indicate the company’s choice of products, markets to be served,
channels to reach those markets, means of financing the operation, and profit
objectives—which could be stated in earnings per share or return on investment.
His criteria for evaluating a strategy included a few whose good sense is made all
the more striking by the degree to which some subsequent practitioners neglected
them: Does your company have the resources, including the skills, it will need to
carry out the grand scheme? Is the level of risk appropriate? Have you bothered to
tell your people what you intend to do? Other criteria will impress financially hy-
perfocused types, including hard-core Milton Friedmanites, as outrageous: Does
the strategy make the “desired level of contribution to society”? And does it fit

with the “personal values and aspirations of key managers”?

The Competitive Position

To sensibilities hardened by the corporate wars of the last 30 years, one omis-
sion by Andrews and Chandler stands out: They barely mention competition.
Ah, for the halcyon days, extending for a couple of decades after the end of the
Second World War, when the biggest companies (most of which were American)
didn’t have to worry about such annoyances. By the time Michael E. Porter pub-
lished Competitive Strategy: Techniques for Analyzing Industries and Competitors in
1980, that world was gone. And a message that management consultants had
been trying to hammer home for a decade or more had finally begun to penetrate
even the most refractory corporate minds: The main point of crafting a strategy
was to achieve competitive advantage.

“Generic Competitive Strategies,” the lyrically titled second chapter of Porter’s
famous opus (now in its 60th-plus printing), is notable in at least three respects.
For starters, as Porter admits, it’s the only chapter in the book that is actually
about strategy. The rest all focus on teaching the reader how to analyze industries.
And whereas Andrews had resolutely refused to be prescriptive—he declined to
lay out examples of particular strategies that might suit companies in particular
situations, and indeed didnt seem to believe that identifiable strategic archetypes
even existed—DPorter was bracingly clear that you probably had only three alterna-

tives.
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First, you could pursue overall cost leadership, essentially aiming to be the
low-cost producer in an industry. (As examples Porter cited Briggs & Stratton in
small-horsepower electric engines and Lincoln Electric in arc-welding equipment.)
This should also mean that you were a market-share leader, your size affording a
cost advantage that smaller players were never likely to catch up with. Second, you
could seek differentiation, turning out a product or service perceived as unique
(Caterpillar Tractor in construction equipment). Third, you could choose to fo-
cus, concentrating all your efforts on a particular set of buyers, a geographic terri-
tory, or a product segment (Illinois Tool Works in specialty markets for fasteners).
And woe betide the company “stuck in the middle,” as Porter put it; if you hadn’t
achieved advantage in one of the three ways but persisted in combining a little of
each, you would be headed for nothing but trouble.

Despite the fact that it’s a mere 13 pages long, Porter’s chapter 2 also provides
what is in effect a handy recap of some concepts that had sparked interest in strat-
egy over the preceding decade. For example, his cost-leadership option builds on
the menacing logic of the experience curve, a construct advanced by BCG. The
experience curve posited that any company’s overall costs would decline predict-
ably the more it focused on one particular category of product. With the accu-
mulated experience of turning it out, the capabilities of the company increased.
The competitor with the most experience should thus be able to produce the
best product at the lowest cost, which advantage it should be able to perpetuate
by maintaining the largest market share and continuing to drive down the curve

faster than its rivals.

An Emergent Backlash

Only two years after Porter’s book appeared, the modern strategy revolution had
been under way long enough to provoke a backlash. /n Search of Excellence: Les-
sons from America’s Best-Run Companies, published in 1982, is chiefly remembered
today for its sales—around 6 million copies—a few management lessons (stick to
your knitting, stay close to the customer), and the fact that in short order a hefty
percentage of the best-run companies featured therein fell off their pedestals.
(Where is the Data General, Digital Equipment, or Westinghouse of yesteryear?)
But authors Thomas J. Peters and Robert H. Waterman Jr. also offered up one of

the first powerful critiques of strategy as an exercise in numbers and charts, one
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that neglected the human energies and aspirations necessary to make any business
go.

Their second chapter, “The Rational Model,” pilloried the prevailing strategic
approach for its simple-minded assumptions—that bigger was better, that low
cost was a surefire winner, and that a manager’s job was to make decisions. More
subtly, it enumerated the often pernicious effects of management’s retreating to
what the authors described as “analytic ivory towers,” citadels of executive deci-
sion making isolated from the cut-and-thrust of everyday operations. A company
that followed the then dominant model of strategy would end up focused almost
entirely on costs, to the neglect of quality or value. Experimentation and its hand-
maiden, mistakes, would be discouraged.

Instead, In Search of Excellence pointed toward a different, more organic view
of strategy, one that came to be known as “emergent”—in contrast to the “posi-
tionist” school. A positionist such as Porter (and of course were oversimplifying
here, as any brief intellectual history must) believes that you should conduct a
rational analysis, decide on the competitive position you wish to occupy, develop
the strategy to get there, then execute.

Fat chance, counter those of the emergent persuasion. Unless you're a startup,
you begin with the hand that you've been dealt. You go from there, with all the
existing strengths and weaknesses, setting off in a general direction. You run into
reality—including markets, products, and competitors that don’t behave the way
you expect them to, learn from your mistakes, make corrections, and “execute like
hell” (as Jack Welch would later advise). In the process, your strategy emerges.

The 1980s were not kind to positionists. As deregulation and increasingly
global competition spread the liberating effects of free markets, companies had
greater difficulty holding the strategic ground they thought they had staked out
for themselves. To maintain your existing competitive advantage, or, even better,
to create a new one, you would have to build into your strategy the capacity to
innovate: to make big bets on new products, services, even management processes
that gave you an edge over competitors. In Richard N. Foster’s 1986 book, /n-
novation: The Attacker’s Advantage, this imperative was nicely tied in with one of
the enduring intellectual legacies of the positionist school: the notion that behind
many successful strategies is an exercise in pattern recognition.

Not experience curves this time, but rather S-curves. In the fourth chapter of
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his book, “The S-Curve: A New Forecasting Tool,” Foster recounts how the prog-
ress of an emerging technology typically begins with a period of slow, grinding
performance improvement—the flat bottom of the “S”—then takes off, shooting
upward before finally leveling off into maturity. His examples include the rates at
which artificial hearts improved and watches became thinner.

What gave Foster’s insight its strategic punch was his observation that such
curves typically come in successive waves, with the performance curves of newer
technologies starting higher up than the curves of previous technologies. Each
new technology grows slowly at first, but eventually improves so rapidly that it
puts its older rival technologies out of business. And most companies cant jump
from one curve to the next. Every strategist should have in her or his desk drawer
a copy of Foster’s chart (admittedly, you have to go to chapter 5 to find it) that
shows that the list of the top three companies in vacuum tubes (RCA, Sylvania,
GE) bears no relation to the list of industry leaders in the next wave, transistors
(Hughes, Transitron, Philco), which in turn looks nothing like the list of the com-

panies that came to dominate semiconductors (T1, Motorola, Fairchild).

Paranoia Strikes
Youd better be an attacker, even if it means innovating to supplant your current
technology. Just how difficult it is to pull this off, or to make any major change in
strategic direction, is wonderfully captured in “Why Not Do It Ourselves?” the
fifth chapter in Andrew S. Grove’s Only the Paranoid Survive: How to Exploit the
Crisis Points That Challenge Every Company, published in 1996. Grove tells how in
1985 he and Gordon Moore realized that Intel, the company they led, needed to
get out of the business on which it was founded, making semiconductor memory
chips, to concentrate instead on microprocessors. The reaction they encountered
as they navigated their company through this “strategic inflection point” won't
surprise anyone who has tried to effect change in an organization. “How can
you even think of doing this?” came the chorus from the heads of the company’s
memory-chip operations. “Look at all the nifty stuff we've got in the pipeline”
(even if we are losing our collective 