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FOREWORD
This is the only book which from start to end presents the eleven sequential steps on how to define corporate strategy. And then illustrates those steps with a real case study. From cover to cover. Besides innumerous other specific examples.
The difference between strategy and tactics has nothing to do with importance, the (longer or shorter) time-span, or ends versus means.
Strategy is where to compete (the choice of geographic areas, industries and segments); tactics is how to compete: how to promote, how to finance, how to recruit, etc. that is, tactics respects the activities of the functional departments of marketing, finance, human resources, etc.
Then within strategy there is business strategy: the choice of the industry segments by the subsidiaries; and corporate strategy: the decision by headquarters regarding which geographic areas and industries to compete in.
Corporate strategy is the subject of this book, which using a real case study illustrates the sequence of eleven steps regarding when and how to:
	diversify geographically;

	diversify into industries;

	practice unrelated diversification;

	implement planned abandonment of the subsidiaries;

	how SBUs should go about developing their plans within their industries;

	the most functional way for the whole company to organize internally (and thus making structure follow strategy) in terms of:
	the organization chart of the whole company;

	the location of the functional departments;

	the number and type of SBUs;



	the SBUs structure and their objectives; and finally

	budgeting.


Regardless of the size of any multibusiness corporation, applying (every year or two years) this book’s steps, guarantees two things. First that the budget is directly determined by strategy.
And second that any subsidiary is better off within, rather than outside the corporation. Which is the ultimate test of a multibusiness worth: that it is producing synergy (2 + 2 = 5), rather than being a simple agglomeration/conglomerate of businesses (2 + 2 = 4), or even (as frequently happens) a cause of negative synergy: anergy (2 + 2 = 3).
Unfortunately many empirical studies show that not only the former (synergy) is an elusive concept, but also that the latter (anergy) is prevalent in many instances. Making destruction, rather than creation of value, common among corporations.
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Chapter I
THE SEARCH
FOR CORPORATE STRATEGY
Summary:  Why this book?; how corporate strategy differs from both business strategy and tactics; synergy as the key concept; the causes of negative synergy; and the debt to Peter Drucker


This is a how to do book on corporate strategy: about, how to develop a strategy for a multibusiness corporation.
But, what is strategy? And how does corporate strategy differ from business strategy?
Strategy has two levels: business strategy and corporate strategy.
Business strategy focuses on deciding the segments within an industry a subsidiary is going to compete in. So business strategy has two key concepts: 1) segments; and 2) subsidiaries.1
And a subsidiary can opt for, within an industry, to compete in only one segment (and thus be totally specialized), or in limit to be in all industry segments (and thus cover the whole industry). Or, of course, be in-between: in several but not all industry segments.
That is, a subsidiary strategic diversity within an industry, ranges from zero (total specialization in one segment), to one hundred percent (when it covers the whole industry):
[image: image]

Figure 1-1 exemplifies alternative business strategies: subsidiary A focuses on eight segments and subsidiary B in eleven: in both cases the target segments are represented by the cells in yellow. Cells in white are alternative segments the subsidiaries could target (and those in black are non-existent, empty segments)2.
[image: image]

Figure 1-1
A FEW EXAMPLES OF BUSINESS STRATEGIES
1-1 a) Subsidiary A: among all possible industry segments, the subsidiary’s strategy within the industry in a given geographic area, is to focus on eight segments (the cells in yellow) and not in the others (in white).
[image: image]

1-1 b) Subsidiary B: among all industry segments, the subsidiary’s strategy within an industry in a specific geographic area, is to target eleven of them (the cells in yellow) and not in the others (in white).
[image: image]



Then, besides business strategy, there is another level of strategy, called corporate strategy.
It deals with the decision regarding which 1) geographic areas and 2) industries to compete in. And (3) those decisions pertain to the parent (headquarters), not to the subsidiaries. The key concept in corporate strategy is synergy, which is what justifies a business being a division (of a larger entity) and not an autonomous company, by itself. Indeed the ultimate test for a diversified corporation is whether the total is greater than the sum of the parts. What counts is not the company’s worth, but if it is worthwhile.
In short, strategy is where to compete. And the where involves the choice of 1) segments, within 2) industries and these 3) within geographic areas. The choice of segments is business strategy. The choice of industries and geographic areas is corporate strategy.
And then naturally that the industries a corporation is in within each geographic area, can be the same or vary. The mix can be any. What that mix should be, is the task of this book.
Finally there are tactics – which are as important as strategy – but they regard other type of decisions: not the where, but the how (to compete). Indeed, after choosing the where, that is the 1) geographic areas, 2) industries and 3) segments, the corporation must then implement the strategy by turning to the hows: how to market its products/services (advertising, sales promotion, public relations, sales force); how to finance operations; how to organize production; how to go about recruiting employees; how to set up the information system; and so on. All pertaining to the ten functional areas of business administration as figure 1-2 indicates.3
Thus the difference between strategy and tactics has nothing to do with importance, since both are important. Indeed, a company may as well choose carefully its segments, industries and geographic areas (that is, to have a good strategy), but that will not do much good, if it markets badly its products or makes major mistakes in financing.
Also, the difference between strategy and tactics has nothing to do with long term versus short term, as the decision to enter into a segment can be implemented now, or only one year from now; just as the construction of a factory can last six months, two years, or whatever.
Figure 1-2
THE DIFFERENCE BETWEEN (CORPORATE AND BUSINESS) STRATEGY AND TACTICS
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And, the idea that strategy is an objective and tactics are the means is not useful either, because everything in a company is both an end and a means: to buy a machine is an end for a procurement activity, but also a means to increase production; hiring someone is the objective of an ad, but a means to staff a job; and so on.
In short, the difference between the two concepts of strategy and tactics respect the dichotomy between the where and the how. As the military field knows for over two thousand years, by now.
And so this book focuses on 1) strategy and within it on 2) corporate (not business strategy); on the choice of geographic areas and industries (not segments) by headquarters; and with the main objective of creating synergy (2 + 2 = 5).
Otherwise what would be the advantage of a business belonging to a larger corporation instead of being an independent company? After all by joining a larger entity, a business abdicates (to a certain degree) of its freedom (for shareholders), autonomy (for managers) and the capacity to adapt (to markets). If not for synergy, then what for?
Joseph Joffre (1852-1931), also known as “Papa Joffre” was appointed chief of the French general staff in 1911 and responsible for the French war effort during the first part of the first World War.
Once, at a lecture he summarized the difference between strategy and tactics in the simplest possible terms: strategy is to decide to attack in X or Z or δ. Tactics is how to get there.
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Another way of putting it is to say that strategy is before the contact with the enemy (choice of geographic areas, industries and segments). Tactics is after contact: price wars, penetration in the distribution channels, advertising campaigns, and so on.


Synergy however, remains an elusive concept, as many companies talk about it, but do not walk the talk.
Frequently at best the whole is merely equal to the sum of the parts, plus a handful of… nothing: broad non quantified objectives, a pledge to the eternal maximization of value for… shareholders and perhaps also a vague mission statement, which is a simple collection of platitudes/trivia, which as they could be subscribed by any corporation, differentiates none4.
Not seldom however, synergy is even negative, making 2 + 2 = 3. That explains why so many subsidiaries bloom as independent companies, or when they join other corporations, after having been spinned off by its previous owners.
There are indeed many studies which show that destruction, rather than creation of value, is the common norm among corporations.
For instance, a Harvard Business Review study by Michael Porter5 on thirty three large and prestigious US companies during 36 years concluded that “most of them had divested many more acquisitions than they had kept”... since... “the corporate strategies of most companies had dissipated, instead of created, shareholder value”.
Negative synergy can stem from a wide range of causes. Sometimes the parent company managers do not understand the subtle differences between, e.g. the oil and the minerals businesses and so they end up influencing the latter in ways that makes it perform worse, not better. That happened with BP, Exxon, Shell and Standard Oil, for instance.
Other times, the resource sharing among subsidiaries creates more problems than any benefits from cost reduction and transfers of experience: shared billing systems may overlook the different needs of each business; joint branding can weaken otherwise powerful and adapted-to-particular-markets insignias; the gate-keepers created for cross selling may be resented by clients as they stand in between them and the specialist service providers; and so on.
Another potential cause of negative synergy are conflicting images. A magazine using the same name to target both young and mature ladies, or a manufacturer of luxury cars going into the production of utilitarian vehicles.
Porsche halted the production of its lower price model Volksporsche (literally the people’s Porsche) since it found it was affecting the status image and therefore the price it could charge for its other higher value models, including its famous 911.
Culture can be another problem: pharmaceuticals and cosmetics share potential positive synergies in R&D and distribution, but widely different cultures, as the first is scientific and the second marketing oriented.
The Daimler-Chrysler merger also exemplifies the problems which can arise from conflicting cultures. Before the merger, both firms were performing quite well (indeed Chrysler was the most profitable American automaker). However, the picture after the merger was totally different, most particularly at Chrysler, whose stock price fell by roughly one half, as compared to the immediate post-merger high. Then Chrysler began losing money and was forced to make significant layoffs, not anticipated prior to the merger.
The cause were cultural problems, which led to employee dissatisfaction and large numbers of departures among key Chrysler executives: Daimler stressed a more formal and structured management style (while Chrysler favored a more relaxed and freewheeling style); the two companies hold entirely different views on pay scales (with American managers earning twice the salary of their German bosses), operations (at Chrysler cars were built in platforms where engineers, designers and marketeers would co-work, while at Daimler the engineers in charge did not interact much with designers and marketeers), travel expenses, holidays (the European habit of taking almost one month off in August was unheard for Americans), and so on.
Resentment among Chrysler division employees was so high that led to some corrosive jokes: “How do you pronounce Daimler Chrysler?... Daimler, since the Chrysler is silent.”
Finally there is the risk of cannibalism when a company, launches lower unit margin products inducing part of its present customer basis away from higher unit margin models and thus the whole company ending up with overall lower profitability. That applies to models in any industry: cars, computers, motos, TVs, razor machines and so on (see figure 1-3).
Figure 1-3: The causes of negative synergy
[image: image]



So, frequently rather than synergy, one gets anergy: 2 + 2 = 3.
And here lies the challenge. Not merely to avoid anergy. But also to create synergy. To create a whole where the parts, the divisions, are better off belonging to it, than on their own, as separate businesses. Better inside the corporation, rather than outside, or within another entity/company.
[image: image]

Thus, “the better off” test is the ultimate test of corporate strategy. Or as Collis and Montgomery put it: the acid test for any corporate strategy is that no company’s business is worth more to another owner6.
Something that requires more than financial relations7 or risk decreasal8, but demands indeed operational synergy in departments such as marketing, production, human resources and so on, among a corporation’s SBUs.
And so, how to achieve synergy is the objective of this book, which presents a step by step approach in chapters three to thirteen, in a total of eleven steps.
There are naturally other books on corporate strategy. And both the footnotes along the text and the bibliography at the end, provide the when (for each topic) and how they can be useful. But this is the only book which 1) in very detailed terms and 2) from start to end, presents the steps to follow on how to go about defining corporate strategy. In very practical terms.
And so this book passes two tests. One, the reader will be able to relate each step to his/her own experience, and it will all make sense. For such a purpose hundreds of examples are provided.
Then there is a still more important test, as along the book the case-study of a multibusiness company (World Motors Corporation) will be used. From start, to end. Again, something that no book on corporate strategy has ever done. And thus, testing once more as one moves along the book, every single step of the model.
Also, this case-study is a real one, from a major consultancy project. With, of course, the required adaptations for reasons of confidentiality. And finally, the case-study is of average complexity. Simple enough to follow. Complex as needed to account for the most important details.
So, the method in the following pages to avoid anergy and to create synergy, will pass two tests: the reader’s experience (and the numerous examples provided) and the practicality of the case study (of World Motors Corporation9).
And as the reader goes through this book, it will become clear that this books owes much to Peter Drucker. Although Drucker wrote more than fourty books, the present one comes closer to none in being the book that he never wrote on corporate strategy (see insert).
Although Peter Drucker (1905-2005), the father of modern management, never dedicated any of his 42 books specifically to corporate strategy, this book borrows nevertheless from his contributions. Indeed, in chapter seven the analysis is led by a Drucker question: if we were to decide today, would we still enter the businesses, we are in? And if the answer is no, what are we going to do about that? Also in chapters eight and nine the “leitmotiv” are two other Drucker’s questions: where is the client? And which of our clients needs are not satisfied? Still chapter eleven uses (an expanded) list created by Drucker to find opportunities and steer innovation. And so on.
 
Thus, this work can be considered the book that Drucker never wrote on corporate strategy.


It is time to move into the next chapter which will start by providing an overall view of the method of how to go about (re)designing corporate strategy and then define the basic concepts.
Next, each step will be detailed in the following chapters (from three to thirteen).
And three final points before we get started:
First, along the book, various inserts with examples and tables will be provided, to make reading not only easy, but also (hopefully) pleasurable.
Second, the table below summarizes the answer of to whom is this book.
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And finally, although the beginning of each chapter provides a summary of what and why is to be achieved and table 2-1 next (in page 26) summarizes the eleven steps to (re)define corporate strategy, the reader will also find at the end of the book (page 365) a detachable insert, which if put at the book’s side can serve as a reference as one moves along the book.

1. . Later in the book a distinction will be made between subsidiaries (divisions) and strategic business units.

2. . For instance, in figure 1-1-A, it does not exist light trucks for long haul transportation or for forest service. Also in cars, low income families cannot afford luxury vehicles. And so on.

3. . And the operations of the tactical departments must be adapted to the specific case of each industry. For instance, in low price consumer goods, service is negligible. But in cars, trucks and machinery it is enough important to be considered a function by itself. That is why tactics follow strategy and strategy determines tactics.

4. . Take the case of some hotel chains: “our commitment is that every guest leaves satisfied” (Marriott Hotels) or “we seek to exceed the expectations of our guests, inspire and reward our associates and provide superior financial results” (Omni Hotels).
Such mission sentences that no corporation would repudiate, fit all and describe no one’s business, consequently. On the contrary, a mission statement, in order to be useful, must describe how an organization makes a living. Be it for profit (motels for travelers of social classes B and C to stay overnight – Holiday Inn; leisure is our business – Yamaha; wrist technology for the technological gadget customers – Casio; low priced watches for lower social classes worldwide – Timex), or non profit (to help girls grow into proud, self-confident and self-respecting young women – Girl Scouts USA; to make citizens out of the dejected – Salvation Army; to preserve the ecological diversity of flora and fauna endangered by man – Nature Conservancy).
The touching stone of a well defined mission is that it is questionable ex-ante, and acceptable (only after considerable discussion), ex-post. Thus it must always be specific.
“If any road is okay”, said Theodore Levitt in his 1960 Harvard Business Review classic (Marketing Myopia), “the chief executive might as well pack his attaché case and go fishing. If an organization does not know or care where it is going, it does not need to advertise: everybody will notice it soon enough”.

5. . Michael E. Porter: “From competitive advantage to corporate strategy”, Harvard Business Review, May-June 1987, pp/ 43-59.

6. . D. J. Collis and C. A. Montgomery: Creating Corporate Advantage; Harvard Business Review 76, May-June, 1998.

7.  As the well known Boston Consulting Group matrix defends, namely that a well balanced portfolio of businesses should include a cash cow (high market share and low market growth), whose surplus will finance share building (by investing in promotion, lowering prices, etc.) in question marks (low share, high market grow), so that they become stars (high share in high growing markets).

8.  Something that an investor could independently obtain (except if lower risk impacts on lower interest rates).

9.  The analysis which follows is based on the most 1) recent and 2) factual data available. But that is not the most important. Long after data has become “dated” and even if facts were to be questioned, the value of the analysis which follows would still hold because of its methodology.
In any case, the purpose of an example is to make a point, not to write history.




Chapter II
OVERVIEW OF THE SOLUTION (THE ELEVEN STEP MODEL)
Summary:  This chapter presents the eleven step process for corporate planning; and the concept of the planning manual.


2.1. A bird’s view of corporate strategic planning
Literature is divided between those who defend a bottom-up approach (information and decisions flowing from the SBUs – Strategic Business Units – into the divisions1 and from these into headquarters); and conversely, those who favor a top-down system (both information and decisions from headquarters into divisions into subsidiaries).
As it happens, both sides are right since their arguments make sense at different phases of corporate planning.
Prudence and common sense demands that one starts by optimizing what one has, before adding or abandoning any industries or geographic areas. First and foremost one must extract the most possible benefit from what one has. At present. Now.
That requires (first) defining in very precise terms the present corporate strategy and then re-analyzing the overall structure of the company (its organization chart), in order to guarantee that all strategic business units (SBU) operate under the best possible conditions to prosper. The organizational design must facilitate the implementation of strategy2.
Organizing involves four steps: 1) developing the general structure; 2) choosing the location of the functional departments (accounting, marketing research, etc.) at different organization levels (top, middle or bottom); 3) defining the number of SBUs; and 4) creating clusters (divisions).3
Once that done, the parent should ask the SBUs to come forward with their plans. For such a purpose the parent must (third step) provide, the SBUs with five types of information:
	the (new?) general structure;

	(details on) the present strategy;

	the definition of industry;

	the relevant region; and

	some market information on both the latter.


It is up then to the SBUs (and divisions) “to show what they are worth”, that is the best they can do in creating value for the corporation. This 4th step requires them to present their business plans, to the parent which will then accept, modify or reject them.
The parent of the company must then (5th step) decide on the planned abandonment of SBUs, or of geographic areas, as well as which new industries to embrace (6th and 7th steps).
The key concept here is synergy, which happens when the average profitability of two SBUs (divisions) is different from what it would be if the SBUs (divisions) were independent companies.
Notice that it was said different, not greater, since synergy can indeed be negative, as well as positive.
As briefly discussed in the previous chapter and as shall be further analyzed later on4, negative synergy can have several causes: negative transfers of know-how, resource sharing costs, divisions with conflicting images or cultures and cannibalism (when two segments with different margins overlap).
Steps 8th and 9th focus on finding the future which has already happened using three tools: the T-rule; the international life cycle; and Peter Drucker’s enlarged list of opportunities.
Michael Porter (1947-), Professor at Harvard Business School, is author of what can be considered the first book ever, mostly dedicated to corporate (not business) strategy: The competitive Advantage of Nations, Free Press, 1985. A book that the interested reader will find very useful to complement this work. Generally recognized as one of the fathers of the modern strategy field, Professor Porter has recently devoted considerable attention to the study of the health care industry (see, e.g. Redefining Health Care with Elizabeth Teisberg, Harvard Business School Press, May 2006).


The final steps (10th and 11th) involve comparing all alternative strategies and the company implementing the best through: 1) structure (organization chart); 2) processes; 3) objectives; and 4) staffing5.
So, the planning process is first top down; then bottom up; and finally top down again. And before any changes in the present strategy, a company aims at optimizing what it has by:
	1) creating the best possible structure;

	2) providing the SBUs both with overall information regarding present corporate strategy and market information; and

	3) giving the benefit of the doubt to the SBUs (by asking them to come forward with their plans).


Only then – if need be – does one abandon (subsidiaries) or/and expands (geographic areas plus industries). That is, the simplest way to maximize shareholders value.
Nothing more is needed.
Since this is a practical oriented book it is beyond its scope a detailed discussion of the various theoretical reasons underlying the choice of the above sequence of steps.
For our purposes it is enough as tests that, as the reader follows through the book, it will all make sense. And that from start to end, the use of the case-study of World Motors Corporation, will illustrate both the simplicity and the power of the method at work.
However let’s open an exception to briefly mention why three of the steps that literature usually stipulates for corporate strategy, are either impractical or redundant (and thus unnecessary): namely to define the objective at corporate level; the mission at both corporate and SBU level; and the fit between parent capabilities and market opportunities.
Some authors argue that one should start with the corporation indicating its objectives. Its objectives? Well that’s quite simple: as much profitability as possible (in the average/long run) in order to maximize shareholder’s value. Profit maximization, pure and simple.
There are a few special cases, though. In the case of a regulated monopoly, for instance, profit maximization must be achieved within the limits established by regulation. And in the case of a nonprofit, the objective is customer (external or internal members) value maximization. But in general, one can assume profit maximization as the general goal of companies.
Other authors stress the importance of defining the mission. That is a sentence which indicates how each SBU by itself, and the corporation as a whole, makes a living6. However, that is something that can only be done after the selection of the segments, industries and geographic areas. That is, after both business (SBU) and corporate (parent) strategies have been set. Ex-post, not ex-ante.
There are still other books which base corporate planning on the fit between the (headquarters) parent capabilities and (market) opportunities.
The parent capabilities are important. But so are those of the SBUs. Since both can be sources for synergy.
And synergy, the key concept used throughout this book, depends on both the parent and SBUs characteristics.
Thus the eleven steps required in defining corporate strategy are only those summarized in figure 2-1 which synthesizes the backbone of the book.
 Figure 2-1
[image: image]




2.2. The planning manual
It is the job of the corporate planning staff (which reports to central headquarters), to make sure that all eleven steps above in figure 2-1, run smoothly.
By establishing who does what and when: who will be envolved at headquarters and the deadlines for each step, including for the submission of the divisions’ plans to the parent (and leaving up to the latter setting the deadlines for their own SBUs to present their own strategic plans). And finally when the meetings will take place.
That who, what and when is the content of the so-called planning manual, an example of which is given in figure 2-2.
Figure 2-2
[image: image]



The planning manual defines a cycle which – if repeated every year or two years – makes the plans horizon irrelevant. They can be one, five, ten years ahead. Whatever. As long as they are revised periodically. More important than drawing a plan is designing a system to re-evaluate it.
And so we are now in condition to start implementing each of the eleven steps of figure 2-1 and using in each chapter the practical example of World Motors Corporation, in order to bring ideas home.
We start by defining the (nuts and bolts of the) present corporate strategy.
[image: image]



1.  The term division is a synonym for subsidiary. And SBUs (strategic business units) are profit centers. A subsidiary/division can contain one or more profit centers as shall be seen, next. For instance in figure 4-14 (page 84), there are two divisions: machinery and non-machinery; and five SBUs.

2.  There is a saying in architecture that design should support function. Thus great design means that something is structured in such a way that its purpose is well served.
The same principle holds true for organizations: if the organization chart is flawed, they simply won’t perform well. Then, structure must be redesigned so that it supports the function, or business strategy, well.

3.  Michael Porter in his classic Competitive Advantage (Free Press, 1985) argues for the same (pp/368), namely the importance of first identifying all interrelations. Here, we go a step further (chapter four): first we identify the existent interrelations; and then we organize the corporation to take advantage of them.

4.  See for instance figure 10-1.

5.  Alliances will also be briefly discussed.

6.  We are in the luxury business – Vêndome; Fast mortgages for everyone through an automated process in the UK – GMAC-RFC; Foot comfort in the US – Scholl; etc.




Chapter III
First step:
DEFINING THE PRESENT STRATEGY
Summary:  This chapter analyzes the first step in setting up a new corporate strategy: taking a close look at present 1) industries, 2) relevant regions and 3) the company’s organizational chart.


3.1. The starting point
The first step in corporate planning is to analyze the present strategy in high detail. For two reasons.
First, for better or worse, it was present strategy that assured company’s survival, so far. And even if the company is losing money, only some, not all areas, may require withdrawal from.
So, it makes sense to start by taking a close look at where we are. Now. Before deciding if we should keep on being where we are (both in terms of geographic areas or/and industries), or not. That is, whether we should maintain, or change strategy. Otherwise why to change the certain for the uncertain?
The second reason to start with present strategy is that it is easier to defend than to attack, as summarized in figure 3-1.
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Figure 3-1
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First of all, when a company enters into a new industry or geographic area, it will generally have lower size than its (new) direct competitors.
Consequently the company will benefit from (lower) scale economies and experience effects (learning curve, etc.), market power (to extract better conditions from suppliers, control of the distribution channels and impose premium prices on consumers); also the new entrant will have to invest in creating market share (spending more on promotion and lowering prices) while the market1 leaders are already reaping profits from their conquered market share; then generally the newcomer knows the market worse than the other companies already present in the market, enjoys lower synergy levels and has to face up to the usual consumers resistance to change: risk aversion; identification of the product with the leading brand (how many people recall that Aspirin or Kleenex are not products, but brands?); and even after having tried (the new product), some consumers will return to their old, previous, pattern of purchases due to rationalization.
In short, the uncertainty of the new and the superiority of defense over attack, requires that the first step in redefining corporate strategy be to revisit where we are. Both in terms of industries and geographic areas.
But how do we define an industry? And a relevant geographic area?

3.2. Defining the industry
The simplest way to define an industry is by a three step process.
First of all what are the products that the company is offering? In the case of our example of World Motors Co they are: 1) machinery; 2) trucks; 3) cars; and 4) spare parts (sparkplugs, valves, bearings, etc. – see figure 3-2-A).
Figure 3-2
THE THREE STEPS TO DEFINE AN INDUSTRY
[image: image]



Figure 3-2 (CONT.)
THE THREE STEPS TO DEFINE AN INDUSTRY
[image: image]



Next, come two questions, one horizontal, the other vertical:
	how broad should a product be defined? Should, e.g., one distinguish between trucks and cars, or rather include both under the label of transportation vehicles? (figure 3-2-B); and then

	what should be considered a product on its own and what should be simply seen as part of a larger one? That question applies to spare parts (figure 3-2-C).


The first question applies to horizontal industries. The second to vertical industries which are at different stages of the production pipeline.
Let’s start by answering the first question. Since an industry is a group of models (of products or services), which serve roughly the same need, there must be a substitution degree among them.
So, for practical purposes an industry can be defined as a group of segments (models of products/services) among which, there is some price-quantity cross elasticity between most of them.
In other words, it belongs to the same industry everything that, if I raise prices by (say) 10% of some models, the quantity purchased of most other models increases by at least 5% (elasticity of 0,5), or in the very least 1% (elasticity 0,1)2.
Then there is another concept which – in top of price-quantity cross elasticity – can further help defining an industry’s domain: synergy.
That is why rather than 1) media/image industry, or 2) technologies of information, or still 3) communications, one talks of the information transmission industry, regardless if the communication occurs by voice, image, or data. As synergy among telecommunications, IT and media increased, those three industries converged to form a new and different one. But still, among an internet powered TV set, a laptop and a blackberry, there is a certain interchangeability.
[image: image]

Applying these principles to the products of World Motors Corporation in figure 3-2, machinery, trucks and cars come out as different industries, since – although there is some synergy among them, – they lack cross price elasticity: it is not because cars become more expensive by 10, 20, 30 percent that people start buying trucks. Much less machinery (see figure 3-2-B).
Then there is the second question which relates to spare parts in figure 3-2-C. Should they be considered a product (industry) on its own, or simply part of a larger industry (product), be it machinery, trucks or cars?
As per figure 3-3, World Motors Corporation (WMC), is selling spare parts in trucks and cars in Iberia and France, with both its WMC brand (used exclusively in the WMC repair centers) and a white brand sold to large repair chains (such as Precision, Midas and AD Trucks) and repair shops internal to the clients such as transportation companies. Independent (small) repair shops are also another type of clients3.
And sales to all repair centers outside WMC, are done through the net, the balcony (at WMC centers) and the (WMC) sales force (see figure 3-3).
Figure 3-3
SPARE PARTS AS A SEPARATE INDUSTRY
[image: image]



Based on this information, the conclusion to be taken is that spare parts must be considered, not only a separate activity, but also an autonomous industry for three reasons.
First, besides to WMC centers, spare parts are also sold to independent clients (transportation companies with their own internal repair centers, large chains, small shops, etc.). And these clients may or may not be also WMC clients for trucks and cars, as vehicles. So, clients differ (figure 3-2 C).
Second, spare parts can be used in various other trucks and cars brands, besides WMC’s brand, since white branded spare parts (batteries, spark plugs, thermostats, valves, bearings, etc.) can be applied to vehicles manufactured by several other companies.
Finally, even the models spare parts are applied to, can be distinct from those of WMC. As shall be seen next, the only type of cars manufactured by WMC are electric cars. However, the same type of bearings, valves and other components can also be applied to cars using gasoline and diesel fuels. Be they subcompact, compact, overcompact, luxury, etc. models. Whatever.
In short, the spare parts business has a life of its own, independent from others (cars, trucks, machinery), in terms of 1) clients, 2) brands and 3) models and so must be considered a product and an industry, on its own4.
And then of course that truck spare parts and car spare parts are also different industries from each other. Although there is considerable synergy between them, not only are clients different but most specially cross price elasticity is practically zero: the same parts (valves, bearings, etc.) have different physical characteristics (size, shape, etc.) for trucks and cars, and they are not substitutes.
As for the spare parts of machinery, there are also companies which manufacture only parts and not the machinery, both with and without service (see third column in footnote one of the previous page). Again, clients, brands and models served are specific. Thus machinery spare parts is an industry on its own, different from machinery.
However, 1) WMC carries only its own brand (no white brand is manufactured) and 2) they are not marketed to external repair centers (outside WMC). So WMC is not in the machinery spare parts industry. Contrary to what happens with spare parts for trucks and cars.
In short, WMC is in five industries: 1) cars, 2) trucks, 3) machinery, 4) spare parts for cars and 5) spare parts for trucks.

3.3. Defining the relevant regions
Together with industries, it is also up to headquarters to choose the geography the corporation will be in, as that is the second part of corporate strategy.
Within geography there are two distinct concepts: the relevant regions, that is the geographic boundaries set by headquarters for each SBU; and the geographic areas within each relevant region, that the SBU decides to occupy at any given moment of time.
Within its relevant region each SBU can move freely, (provided their plans are approved by headquarters). But they cannot go outside as in order for the total corporation to be a coherent whole5, SBUs can be autonomous but not absolutely independent. And of course, the various relevant regions can be the same, or distinct for the several SBUs.
But how to define a relevant region? An economic block? A group of countries as Scandinavia, as Benelux (Belgium, Netherlands and Luxembourg)? A single country? Or smaller entities such as federal states (Florida e.g.) or administrative/autonomous regions (Galicia e.g.)? Or still solely a part of the latter, when its population possesses a strictly distinct culture?
The advantage of defining a relevant region as large as possible, is that it will endow the SBU with greater strategic flexibility: it can move within it as it seems fit. And after all, it is the SBUs which are at the trenches, in the forefront of the battlefield: so who better to define the path to follow?
But then there is also an advantage of defining relevant regions as small as possible, namely greater homogeneity: the smaller the boundaries of a relevant region, the lower the risk that the SBU will extend its activities into very dissimilar, heterogeneous areas.
And by homogeneity/heterogeneity, it is here meant the greater or smaller similarity/diversity in one or more of three things:
	the competition (which type and strengths); and/or

	the clients (their criteria of purchase, number, price willing to pay for the product and rate of growth); and/or

	the context (laws, regulation, bureaucracy, etc.).


In short, homogeneity/heterogeneity, in terms of the way of doing business, which depends (as figure 3-4 indicates) on:
1st – the level of political autonomy; and/or
2nd – differences in legislation; and/or
3rd – bureaucracy; and/or
4th – culture.
And naturally certain industries will be more sensitive to some of these variables, than others. Rarely industrial products, such as those of WMC (machinery, trucks, cars, spare parts), will be dependent on culture. By opposition, companies selling food, entertainment, gifts, etc., may find useful to take into account culture when defining the limits of their relevant region.6 
Figure 3-4
[image: image]



A few aspects are noteworthy on defining relevant regions. First, a relevant region is a concept which respects each SBU, not the company’s divisions where it is integrated. Because SBUs are at the trenches, while divisions are not. And since divisions exist as coordinating devices to impose uniformity and exploit economies of scale (although these are affected by the level of diversity within the division).
Second, more likely than not, each SBU will have a different relevant region. Because to start with, they are already in distinct locations around the globe. Since the variables of figure 3-4 (culture, legislation, etc.) differ in relevance depending upon the product of each SBU. And finally because each region has its own history and idiosyncratic characteristics: the US market, e.g., is much more integrated than the European Union’s.
Thus a relevant region can be larger or smaller (Iberia and France for spare parts and only France for cars and merely Iberia for trucks)7.
So, in practice it is up to headquarters to define what are the relevant regions8 by taking into account 1) the four variables of figure 3-4; 2) how important is their impact on the products sold by the SBU; 3) the location of each SBU and 4) the History and characteristics of geography.
And as said, the end result can be an economic block, a group of or a single country, a federal state, an autonomous region, or simply a geographic area defined by a distinct culture, as the northern part of a small country such as Portugal. Whatever.
In the case of our example of World Motors Corporation, it defined its relevant regions as: the whole USA, the whole Iberia (including both Portugal and Spain), France and the latter two together9 (depending upon the type of product of figure 3-2).
The final point is that a SBU can, naturally, occupy all or only part of its relevant region, as there may be differences in terms of attractiveness10 among locations within a relevant region, just as among relevant regions, due to political, legislative, administrative and cultural distinctions. Indeed, as figure 3-5 indicates, World Motors Corporation SBUs occupy only part (the areas in red) of the relevant regions of the USA and Iberia but all France11.
So attractiveness is a term which applies both to industries and geographic areas (part or total of a given relevant region).
Figure 3-5
THE GEOGRAPHIC AREAS OCCUPIED BY WORLD MOTORS CORPORATION (IN RED) WITHIN THE RELEVANT REGIONS OF THE USA, IBERIA AND FRANCE
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Industry attractiveness is the result of present sales volume multiplied by the product unit margin and by the forecasted sales growth at three, five years. Beyond that time span, forecasts (which may respect to the whole industry, or only to the segments a company’s SBU is in) become less accurate and useful.
And the attractiveness of a geographic region can be measured by its national income, that is the gross internal product minus the outflow and plus the inflow of capital, due to interests, rents and dividends (the so-called national income), to which again the forecasted growth rate for 3/5 years should be applied.12

3.4. Putting industries and geography together
We can now summarize the present strategy of World Motors Corporation as per figure 3-6, which shows that the company is in five geographic areas (in the USA), plus five in Iberia (four in Spain and one in Portugal) and all France. In top of five industries: machinery, trucks, cars, spare parts for trucks and spare parts for cars. As spare parts are different industries than cars and trucks, the former are sold in both France and Iberia (for both trucks and cars) in spite of the fact that cars are sold solely in France and trucks only in Iberia (see figure 3-7-A and 3-7-B).
Figure 3-6
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Figure 3-7
COMPAIRING WMC’S CORPORATE STRATEGY OF SPARE PARTS AND VEHICLES
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3.5. The present World Motors
Corporation organization
In order to implement its strategy, World Motors Corporation is presently organized as figure 3-8 shows, with six SBUs:
1 – USA machinery;
4 – Iberia machinery;
5 – Iberia trucks;
6 – Iberia spare parts for trucks and cars;
7 – France cars; and
8 – France spare parts for trucks and cars.
In the organization chart of figure 3-8 which indicates how up to the present WMC chose to organize itself and implement its strategy, some functional departments are centralized (planning13, production/operations, etc.), while others remain decentralized (marketing, finance, and so on). Why that is so will be discussed next in chapter
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The first ever recorded mention of synergy refers to Agrippa, Consul of Rome
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In the year 494 B.C., protesting against their lack of economic and political rights, the
plebeians of Rome massed together and marched out of the city. They went to a nearby hill
and declared their intention to found a new city on that spot. The Roman patricians, who
remained behind, soon began to wonder who would work in the fields and the workshops,
and who would serve in the army. In an effort to persuade the plebeians to return to their
former tasks, so the legend goes, they sent a certain Menenius Agrippa to negotiate.
Agrippa approached the plebeian camp and spoke thus:

In old days, when the various organs of the body used to speak to one another, the hands,
the mouth and the teeth decided to revolt, claiming that they did all the work of eating, but
only the stomach received the benefit. So the hands refused to pick up anything, the mouth
refused to open and the teeth refused to chew. By and by the body grew hungry, it weakened
and withered — the whole body, including the hands, the mouth and the teeth.

In this way, the plebeians, realized that even though only the stomach appeared to benefit
from eating, in fact, the entire body working together, each organ performing its own role,
produced a benefit that was shared by all. And so the plebeians saw that the welfare of all
depends upon the cooperation of the individual parts.

Today one speaks of the concept of synergy (different parts working together toward a
common end that is different from a simple sum of the contributions of the parts). And the
story of Agrippa illustrates that the concept is not necessarily a recent one. As the
Ecclesiastes say: Nil novi sub sole. What is new, however, is the emphasis that is being
placed on synergy nowadays. A consequence of increasing levels of complexity forcing
organizations to achieve ever higher standards of performance.
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