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			CHAPTER ONE

			WHAT STRATEGY PARADOX?

			Most strategies are built on specific beliefs about the future. Unfortunately, the future is deeply unpredictable. Worse, the requirements of breakthrough success demand implementing strategy in ways that make it impossible to adapt should the future not turn out as expected. The result is the Strategy Paradox: strategies with the greatest possibility of success also have the greatest possibility of failure. Resolving this paradox requires a new way of thinking about strategy and uncertainty.

			Here is a puzzling fact: the best-performing firms often have more in common with humiliated bankrupts than with companies that have managed merely to survive. In fact, the very traits we have come to identify as determinants of high achievement are also the ingredients of total collapse. And so it turns out that, behaviorally at least, the opposite of success is not failure, but mediocrity.

			There is more at stake here than simply observing that accomplishing anything worthwhile requires at least making the attempt, while those who venture nothing can only ever avoid disappointment. Theodore Roosevelt, the twenty-sixth president of the United States, explained this much to us when he argued that the credit belongs to those actually “in the arena,” whose faces are marred by “dust and sweat and blood.”1 His point was that victory demands valiant action, and that valiant action necessarily brings with it the risk of defeat.

			In business, the kinship between these antipodes runs far deeper, to the nature of the actions one must take in order to prevail. Therein lies the strategy paradox: the same behaviors and characteristics that maximize a firm’s probability of notable success also maximize its probability of total failure.

			

			

			THE SIMILARITY OF OPPOSITES

			Many opposites are not nearly as different as they first appear. For example, as Nobel Peace Prize winner Elie Wiesel observed, the opposite of love is not hate, but indifference; for at a minimum, to love or hate someone is to have intense emotions toward them.2 We see how the similarities between love and hate often outweigh the differences when one is transformed into the other, a phenomenon that literature—from Gilgamesh to Shakespeare to Harlequin Romances—has exploited and explored for millennia.

			The psychological proximity of love and hate is part of the hard-wiring of the human psyche. Dan Gilbert explains, in his book Stumbling on Happiness, that the same neurocircuitry and neurochemistry triggered in response to stressful events (“flight or fight”) are also triggered in response to sexual arousal.3 As a result, when we are stressed in the presence of a person we find sexually attractive, we have a tough time telling what we are responding to: are our passions inflamed (hate) because of a stressor, or are we aroused (love) because of the attractive person?

			In the 1994 movie Speed starring Keanu Reeves and Sandra Bullock, Bullock’s character, Annie Porter, appeals to this possible confusion when she notes, upon finding herself in the hero’s arms after several near-death experiences, that “relationships that start under intense circumstances, they never last.”

			Call it an “emotional paradox”: two very different dispositions—loving and hating—can have far more in common with each other than a seemingly intermediate state.

			


			The strategy paradox is visible only when we can put under the microscope strategies whose only flaw was that they flopped. Chapter 2 explores two such strategies: Sony’s Betamax VCR and its MiniDisc music player. In both cases, the company never set a foot wrong by the lights of how one is supposed to build a successful strategy: it understood its customers, identified viable market segments, developed cutting-edge products, executed flawlessly, and monitored and responded to its competitors’ countermoves. Yet, in both cases, Sony came up short because the commitments the company had to make in the pursuit of greatness were undermined when the perfectly reasonable assumptions behind those commitments turned out to be wrong. Sony’s failures were not a consequence of bad strategy, but of great strategy coupled with bad luck. Sony did everything necessary to maximize its chances of success, yet those same actions exposed it to the possibility of near-total defeat. In other words, when key uncertainties broke against it, Sony became a victim of the strategy paradox.

			The purpose of this book is to describe how the strategy paradox can be resolved. In what follows, a new principle I call Requisite Uncertainty and a new management tool I call Strategic Flexibility provide a way for managers to implement the kinds of strategies that can deliver outstanding results while minimizing exposure to the vagaries of fate.

			1.1 HIDDEN IN PLAIN SIGHT

			Why is this the first you have heard of the strategy paradox? After all, there is no shortage of well-designed and well-executed studies offering useful insights into the defining characteristics of successful firms. Similarities to failed firms and the importance of luck have not featured prominently.

			The reason most business research misses the strategy paradox is that few studies ever examine failure. In some cases, this is because pursuing the secrets of success seems more rewarding than picking through the wreckage of failure. In other cases, it is simply a flawed method: researchers embrace the idea that by studying winners they can discern their defining characteristics, forgetting that the factors differentiating winners from losers can be identified only by analyzing both. Finally, there is the reality that failures are often harder to document because failed companies are typically no longer available for study.

			In light of these difficulties, researchers often compromise, comparing companies that have been very successful over ten or fifteen years (focal companies) with companies that have been less successful over that same time period (comparison companies). Some studies look for firms that have done very poorly over that time, and others look for comparison companies that have actually done pretty well—just not nearly as well as their focal companies. Either way, however, comparison companies have at least survived for the period in question, and over a ten-year period, mere survival is actually a pretty high bar.4

			What this means is that most studies of the determinants of success have based their conclusions upon comparisons of the exceptional with the mediocre. Studies that systematically seek out successful companies will necessarily find those that in the past made the right commitments. And because the comparison companies are always firms that have performed less well, but not failed completely, they will tend to be firms that have avoided high-risk, high-return strategies. A review of more than thirty empirical studies, published in academic journals over the past twenty years, exploring the relationship between strategy and performance found none that had accounted for this bias.5

			By examining primarily those companies that have guessed right and comparing them with those that have avoided guessing, what has been largely missed is the critical importance of managing uncertainty. The gallant charge and the cowardly retreat are not the only alternatives to catastrophic defeat. There is a way to boldly go, yet mitigate risk without compromising performance. Describing that solution is the promise of this book.

			Accepting the strategy paradox forces us to accept mediocrity, giving up a chance at greatness as the price of our continued corporate existence. Resolving it will free us from a debilitating trade-off between risk and return and allow us to strive to be first without giving up the hope that we will last.

			1.2 MUST COMMIT

			The cause of the strategy paradox is as obvious as it is overlooked. A successful strategy allows an organization to create and capture value. To create value, a firm must connect with customers. For a firm to capture value, its strategy must be resistant to imitation by competitors. Satisfying customers in ways competitors cannot copy requires significant commitment to a particular strategy, that is, strategic commitments, to unique assets or to particular capabilities.

			Commitments are a powerful determinant of success because they make a strategy difficult to imitate. To reduce strategic risk, many firms invest only in what has been shown to work. Since these latecomers wait while some firms—the lucky ones—make what happen to be the right commitments, lucky firms enjoy a period of relatively little competition: it takes time to replicate capabilities so painstakingly created. For example, new products snapped together from off-the-shelf components are usually easily imitated by competitors, while those based on proprietary technologies developed over years are far likelier to be the foundation of a durable franchise. The downside of commitment is that if you make what happen to be the wrong commitments, it can take a long time to undo them and make new ones.

			The strategy paradox, then, arises from the collision of commitment and uncertainty. The most successful strategies are those based on commitments made today that are best aligned with tomorrow’s circumstances. But no one knows what those circumstances will be, because the future is unpredictable. Should one have guessed wrong and committed to the wrong capabilities, it will be impossible to adapt—after all, a commitment that can be changed was not much of a commitment. As a result, success is very often a result of having made what turned out to be the right commitments (good luck), while failed strategies, which can be similar in many ways to successful ones, are based on what turned out to be the wrong commitments (bad luck). In other words, the strategy paradox is a consequence of the need to commit to a strategy despite the deep uncertainty surrounding which strategy to commit to. Call this strategic uncertainty.

			New research detailed in Chapter 3 suggests that often the main factor separating success and failure is indeed luck. Firms that avoid strategic risk survive but do not prosper. Firms that accept strategic risk reap either great reward or utter ruin. For now, these seem to be the only alternatives to failure, and firms are forced to choose. There is no intrinsic merit in opting for greater returns over survival or vice versa; the problem is that firms must choose.

			The Sony examples, referred to earlier, are not unique. The strategy paradox is more than a theoretical possibility or a curiosity; it is a general condition. As recounted in Chapter 3, an analysis of the competitive strategies of several thousand operating companies reveals that organizations pursuing the most commitment-intensive strategies generate the highest returns, but they also suffer the highest mortality rates. Seen in this light, Sony’s failures were not a consequence of avoidable mistakes but the result of making commitments—the defining element of successful strategy—despite inescapable uncertainty. And when those uncertainties were resolved to Sony’s detriment, it paid the price.

			The strategy paradox rests on two premises: commitments cannot be adapted should predictions prove incorrect; and predictions are never reliably or verifiably correct. Are these premises true?

			1.3 CAN’T ADAPT

			For all we might think we know about how to make organizations agile, flexible, and adaptive, the data suggest strongly that, if anything, competitive advantage is eroding faster than ever. This acceleration is interpreted by some to mean that there is a greater need than ever for adaptable enterprises. Such an observation is entirely correct. Unfortunately, the acuteness of the need does not mean that it can be satisfied.

			Most organizations exhibit some degree of adaptability. However, as explained in Chapter 4, adaptability is far less useful than we might like. Specifically, adaptability is viable only when the pace of organizational change matches the pace of environmental change. When the environment changes either faster or slower than the organization, adaptability is no longer sufficient. The bad news is that every organization will at some point face one or both of two types of mismatch between the two rates of change, and each can prove devastating.

			Fast change leaves an organization’s capabilities optimized for an environment that suddenly no longer exists. For example, when the price of oil rose 400 percent in a matter of weeks in the early 1970s, North American automakers found that the mainstay of their product lines—full-sized cars—were singularly inappropriate to the new competitive conditions. Unfortunately, it took those same automakers years to design, manufacture, and market more fuel-efficient models, and they lost valuable market share to better-positioned competitors. (Ironically, the tide turned in their favor in the mid-1990s when cheap gas made SUVs all the rage; their good fortune began to evaporate once again in the face of high-priced petrol in the mid-2000s.)

			Slow change prompts an organization to adapt to incremental changes in the environment around it, and because of these incremental adaptations, the company often fails to see the need for a more fundamental transformation. The auto sector’s response to the current oil crisis may be subject to this slow change pathology. As oil prices have crept up, automakers have responded by extending the life of the internal combustion engine by dramatically increasing fuel economy and creating hybrid electric engines, among other technological advances. But the day may well come when, due either to the need to limit carbon emissions for environmental reasons or the inability of the general economy to absorb still further increases in oil prices, the internal combustion engine must be abandoned. Should that day arrive, companies that have been exploiting their adaptive capacity could well be overtaken by firms that are already aggressively pursuing alternative technologies intended to replace, rather than merely extend, a century-old technology.

			Compounding the difficulties of responding to fast and slow change is the fact that most competitive environments are characterized by multiple rates of change, creating the impossible organizational task of changing at different rates at the same time.

			As a result, adaptability cannot expect to resolve or even mitigate the strategy paradox.

			1.4 CAN’T PREDICT

			The first half of the paradox is commitment: companies cannot adapt their commitments should they turn out to be the wrong ones. Might we instead escape the paradox by predicting the future accurately enough to make consistently the right commitments in the first place?

			This will not work for three reasons, which are explored in Chapter 5. First, no one can legitimately claim to have a meaningful ability to foresee the future in anything like the level of detail required to make consistently successful strategic commitments. Any such claims are illusory: with so many people predicting so many things, it is inevitable that someone is going to get something right occasionally. Since we cannot know who that someone is going to be, or what they are going to get right, the fact that some predictions turn out to be accurate is useless.

			Second, predictions in the form of point estimates betray a fundamental misunderstanding of what the future actually is. The future is a range of possible outcomes, not a specific set of circumstances that will inevitably come to pass. A prediction of the future as seen from the perspective of today would have to describe each of the events that could happen and their associated probabilities. Unfortunately, there is no way to compare our probability-based description of the future with the true probabilities as they are today. For instance, if I say that there is a 10 percent chance of rain tomorrow, whether it rains tomorrow or not tells you nothing about the accuracy of my prediction, for either outcome is consistent with a 10 percent chance of rain.

			One could, of course, note all those days for which I predicted a 10 percent chance of rain and then see if it rained on 10 percent of them. When it comes to weather forecasting, this is reasonable, but when it comes to strategic forecasting, the outcomes of interest are rarely repeated events. As a result, this kind of track record is impossible to establish. Consequently, we have no way of determining if someone can provide accurate, probability-based descriptions of the range of possible future events.

			The third reason accurate prediction is impossible is the ubiquity of randomness. Randomness generally can be thought of as the absence of the kind of order that allows us to predict what comes next in a series. That is, we might be able to identify a pattern, but unless that pattern repeats in ways that allow us to foresee what follows, the series is ultimately random. It turns out that the systems we hope to understand and predict for the purposes of making strategic commitments are subject to two main sources of randomness.

			First, most every economy is subject to exogenous shocks such as new technologies or regulatory regimes that create new competitors or upset long-standing equilibria. It is tempting to believe that we can overcome this problem by simply expanding the boundaries of our analysis. Unfortunately, once we begin expanding the scope of our model, we do not know when to stop. Before long we find ourselves compelled to build a “theory of everything” in order to predict anything.

			Second, even if the dynamics of a particular system are predictable, competitive dynamics are highly sensitive to past commitments—what systems dynamics theorists call “initial conditions.” What constitutes the initial conditions of a system is a judgment call, and getting it wrong makes any subsequent predictions highly suspect.

			We can see these two sources of randomness at work in the evolution of Toyota from its humble beginnings to a world-class auto manufacturer. The oil crisis of the mid-1970s was an exogenous shock that created a surge in demand in North America for smaller, fuel-efficient automobiles. Toyota made precisely these kinds of cars, and many customers who would not otherwise have purchased a Toyota were motivated to purchase one for the first time. Many were pleasantly surprised at the value Toyota offered, and stayed with the brand even as the pressure on gas prices receded. The oil shock was, in a sense, the lucky break Toyota needed to gain access to the mainstream of the U.S. auto market.

			For General Motors to have predicted this shift in competitive fortunes, it would have had to focus not on its would-be competitor but on the geopolitics of the Middle East. GM would also have had to predict accurately the impact of that shock on consumer buying behavior, and that the “temporary” interest in Toyota would prove to have long-term implications.

			Why was Toyota better positioned than other car companies, such as Ford or Chrysler, to steal a march on GM? Was Toyota blessed with a prescience or adaptability that allowed it to exploit events that others were blind to? Hardly: in Toyota’s home market of Japan, gasoline had long been more expensive than in the United States, while economizing on space had long been a priority. These “initial conditions” are features of the Japanese market that can be attributed to geographical, political, and cultural traits that are centuries old. It is not as though Toyota had a “copy GM” strategy in the 1950s but changed course when it foresaw the oil crunch. Neither did Toyota adapt to the embargo when it occurred. Rather, as a consequence of home market pressures, the company since its birth had been committed to a strategy (small, fuel-efficient, inexpensive cars) that was eventually appropriate for the North American market for reasons few had foreseen. This takes nothing away from Toyota’s success; as Louis Pasteur put it, “Fortune favors the prepared mind.” But the corollary of this insight is that preparation without fortune—or worse, coupled with bad fortune—amounts to the wrong preparation.

			In sum, prediction cannot resolve the paradox any more than adaptability can.

			1.5 MANAGING STRATEGIC UNCERTAINTY

			The strategy paradox is a consequence of the conflict between commitment and strategic uncertainty. The answer to the paradox lies in separating the management of each, charging some with the responsibility of delivering on the commitments the organization has already made, and others with the task of mitigating risk and providing exposure to promising opportunities.

			The foundation for this division of labor is the traditional organizational hierarchy. As explained in Chapter 6, well-functioning hierarchies are defined by a clear separation between levels according to the time it takes for those at each level to know whether or not they have made the right decisions today. Most who work in large organizations have an intuition that this basis of organization is right. The CEO should be thinking about the long term, while divisional management (typically an operating division) is worried about the medium term, and in-the-trenches functional management has to deliver the goods.

			In the short run, there is very little strategic uncertainty. We typically know (even if we cannot implement) the best way to create and capture value in the present. We cannot know how best to create and capture value ten or twenty years from now, and the range of strategies that might be optimal in the future only expands as we lengthen the time horizon under consideration. Consequently, there is a great deal of strategic uncertainty when considering the long run.

			Senior management, because it is responsible for longer time horizons, should therefore focus its efforts on managing strategic uncertainty. Those lower down in the hierarchy, because they are responsible for shorter time horizons, should focus on delivering on the commitments already in place. This new organizing principle is called Requisite Uncertainty, because each level of the hierarchy is defined by its relationship to managing strategic uncertainty.

			The implications of separating the management of uncertainty from the management of commitments are more far-reaching than it might seem. In the first place, Requisite Uncertainty provides a foundation for the widely held yet often violated belief that senior management should not be concerned with short-term results. There is very little that pulling on the strategy lever can do to improve this quarter’s cash flow, and any CEO who is compelled to intervene frequently on issues that can affect current financial results is likely not able to pay enough attention to strategy.

			Explicitly identifying strategic uncertainties and requiring that senior management attend to them might well be quite different from the more bottom-up risk-management processes many organizations have in place. Focused on important but shorter-term uncertainties such as the supply chain, the company’s reputation, and so on, much of established risk-management practice overlooks the risk that the company has committed to the wrong strategy, and what to do about that.

			Perhaps more controversially, applying the principles of Requisite Uncertainty implies that CEOs should not see their role in terms of making strategic choices—that is, commitments. Rather, they should focus on building “strategic options,” that is, creating the ability to pursue alternative strategies that could be useful, depending on how key uncertainties are resolved. It implies also that the board should not concern itself so much with creating or reviewing the firm’s strategy as with determining the most appropriate exposure to strategic risk and opportunity. Only by shifting the emphasis at the top of the hierarchy from making and executing strategy to managing strategic uncertainty can corporations hope to mitigate strategic risk while simultaneously creating strategic opportunities.

			In Chapter 7, a case study of Vivendi Universal, a French media conglomerate, illustrates what happens when a CEO succumbs to the temptation of top-level, hands-on strategy making. Examinations of the diversified Canadian telecommunications company BCE Inc. and U.S. software company Microsoft highlight the benefits of an option-creating top management. In particular, the BCE and Microsoft cases show how corporations can manage strategic uncertainty in ways that investors cannot replicate.

			However, it will be apparent from these examples that the success of an options-based corporate strategy has depended largely on the charisma, influence, and power of the CEO—it has required people such as Bill Gates to do this successfully. Not every company is led by such a titan. Consequently, we need an explicit, process-based description of how managers at all levels can contribute to managing strategic uncertainty in ways that mitigate risk and position a firm to capture emerging opportunities. This is the subject of Chapter 8, a case study of how Johnson & Johnson (J&J), the diversified U.S. pharmaceutical, medical devices, and consumer products company, has tackled this challenge.

			J&J is breaking new ground in the management of strategic uncertainty. The company’s operating divisions are not exclusively responsible for managing long-term strategic uncertainty. Rather, divisional leadership’s primary role is to commit to a specific strategy, because making a commitment is the only way to create and capture value. But the range of strategies available to the operating divisions is a function of the opportunities created by the corporate office. In other words, because J&J’s corporate level explicitly manages strategic uncertainty, J&J’s operating divisions enjoy true strategic flexibility—a deliberate oxymoron that qualifies the irreversibility of strategic commitments without undermining their competitive power.

			Operating divisions that manage their own long-term strategic uncertainty will most likely end up mediocre performers, avoiding high-risk bets to increase their odds of survival. In addition, since great performance demands relentless focus on a particular strategy, devoting resources—especially management time and attention—to creating options is typically beyond the capacity of an operating division. Consequently, Strategic Flexibility is not something a successful operating division can typically create for itself. Only by focusing the corporate office on the management of uncertainty can the overall corporation achieve high results (thanks to commitment-focused divisions) at lower risk (thanks to the uncertainty-focused corporate office).

			Highlighted here is the profound difference between “growth” options and true strategic options. Often, companies will make a small investment in a new venture and see it as an “option” on future growth: if the venture takes off, then invest more in it; if it falters, let it wither, or perhaps even expedite its demise. Strategic options, however, enable established divisions to pursue fundamentally different strategies. A strategic option is an option on an element of an alternative strategy that might or might not be implemented, not simply an option on further investment in a new business that might or might not succeed.

			Making the corporate office responsible for managing uncertainty is a significant break from much current thinking about the role of the corporate office. Most prescriptions on what a corporate office should do start with the premise that all competition takes place at the product market level—that is, in the domain of operating divisions.6 This is true, but the conclusion that all corporate office activity must, therefore, be directed at improving the current competitiveness of operating divisions—by, for example, facilitating the capture of synergies—does not necessarily follow.

			Drawing too direct a line between the actions of the corporate office and the performance of the operating divisions is an unhealthy side effect of our collective obsession with generating returns. The frameworks for developing competitive strategy that have emerged over the last thirty years have given us unparalleled insight into how companies can succeed. And competitive strategy remains enormously important, but it should be the preserve of divisional management. But just as there can be no left without a right, there is no return unaccompanied by uncertainty: operating divisions worry about competitive strategy to create and capture value; corporate strategy should be focused on the management of strategic uncertainty. Requisite Uncertainty delegates to corporate management responsibility for managing strategic risk and opportunity, leaving operating divisions to create and capture value. Strategic Flexibility is the corporate-level framework for managing strategic uncertainty through the creation of strategic options.

			It would be a mistake to think that the distinction between corporate and competitive strategy, and hence Requisite Uncertainty, applies only to Fortune 500 corporations. Any organization with greater size and complexity than a sole-proprietor corner store—or even just the ambition to exceed that size and complexity—can benefit from thinking carefully about separating how to generate returns from how to manage uncertainty. If your organization has operating managers who report to still more senior managers, there is not simply the chance but the likelihood that there is an unhealthy overlap between the jobs each level thinks it is doing. In fact, the smaller the organization, the greater the temptation of senior management to involve itself in operating decisions, with the unfortunate consequence of leaving the management of uncertainty largely to chance.

			1.6 THE TOOLKIT

			J&J teaches us that strong results arise from driving individual operating divisions to pursue the kind of high-risk, high-return strategies that stand-alone divisions tend to avoid. Pushing divisions in this direction is done using a set of constraints defined by the corporate office. Resource constraints limit the time horizon a division can consider and the investment level it can support. Structural constraints restrict the operating scope of a division and enforce specific size parameters. And strategic constraints ensure that relentless attention is paid to particular customer groups and that the risk profile of a division remains within well-under-stood boundaries (typically enforcing a floor, not a ceiling).

			Fighting the drift toward mediocrity is only half the battle: if J&J’s corporate office did nothing more than drive its divisions to high-risk, high-reward strategic positions, overall corporate returns would likely show high variability and an average no better than any other portfolio of investments. What makes J&J special is that it goes beyond simply driving performance to actively managing risk without undermining the operating divisions’ focus on results.

			With divisions focused on generating returns, J&J manages uncertainty through a highly specialized organ of the corporate office that identifies the relevant strategic unknowns and devotes resources to creating the options needed to overcome them. Beyond simply “facilitating communication” or “investing in blue-sky opportunities,” J&J is pioneering a new role for the corporate office, giving structure and repeatability to the insights and intuition that have traditionally been the preserve of a “heroic” CEO. The resulting framework, called Strategic Flexibility, has four phases:

			

			Anticipate: build scenarios of the future

			Formulate: create an optimal strategy for each of those futures

			Accumulate: determine what strategic options are required

			Operate: manage the portfolio of options

			

			You might recognize here the silhouette of one or more established management tools—scenario-based planning, strategic planning, or real options, to name three of the more obvious ones. But Strategic Flexibility is not a pastiche of existing approaches. Integrating these tools and grounding them in a validated theory of organizational hierarchy creates something that is quite different from any of these tools on its own, or in mere combination with the others.7

			Chapter 9 illustrates the first two phases using the case of Alliant Energy’s mooted entry into the unregulated electricity-generating business. Alliant Energy is a $3.3 billion Wisconsin-based energy-utility holding company, and in 2002 the firm was considering whether to invest in nonregulated (“merchant”) generating assets. Rather than commit heavily to a particular merchant generating strategy, the company considered a series of scenarios designed to capture the full range of possible futures over the relevant time horizon—about ten years. There is, of course, a well-developed body of work describing how to build scenarios; this case study describes which threads of that work are most relevant to the Anticipate phase of Strategic Flexibility.

			With scenarios in place, the next step is to Formulate an optimal strategy for each scenario. Again, there is an established discipline of strategy formulation that can be relied upon to provide guidance for building a successful strategy given a set of competitive conditions.

			In the context of Requisite Uncertainty, however, strategy formulation has very different objectives depending on one’s relative focus on managing uncertainty or delivering on commitments. As illustrated in the Alliant Energy case study, the objective at the board and corporate level is to create strategic options. At the divisional level, where commitments to specific strategies have to be made, the key is to hedge the downside attendant to the chosen strategy. How this can be done effectively is demonstrated by SBC (now AT&T) in its response to increasing competition in consumer voice and data services, also explored in Chapter 9. Finally, at the functional management level, where the emphasis is exclusively on delivering on commitments, the key is to learn as efficiently as possible how to make the most of the commitments already in place. We see this kind of approach to strategy formulation in Chapter 9’s final case study, Bell Canada’s integration of its wireline and wireless telephony divisions.

			With scenarios and strategies developed, the challenge now is to translate that analytical work into concrete action. The Accumulate and Operate phases are explored in the context of the M&A, joint venture, and partial equity stake investments that have been made in the financial services sector over the last ten years. Reinforcing the difference between simple growth options and true strategic options, examples from the investment banking and international finance sectors illustrate how the corporate office can create an ability for existing divisions to move in ways they could not if left to their own devices.

			Accumulating the right portfolio of real options creates an investment strategy that mirrors the uncertain nature of the need for a particular asset. The key to realizing option value is to ensure that the investing company has the control required to preserve and exercise the option it has created. This is a delicate balancing act. If an option-generating investment is granted too much freedom, it can evolve in ways that make the ultimate exercise of the option impossible. Too little autonomy could undermine the viability of the option as a stand-alone investment, making it prohibitively costly to preserve or abandon.

			Whether exercising or abandoning an option, there is a need for a healthy tension between divisional and corporate management when determining a course of action. Simple prescriptions of “top down” or “bottom up” belie the inevitable subtlety and nuance of corporate decision-making. Guiding principles for managing this tension are described in detail in Chapter 10, along with some observations on how to value a strategic option and how to ensure that the entire process is self-renewing.

			This book is not the first to observe that the future is unpredictable and that strategy making must take uncertainty into account. What is new is that here uncertainty is not an afterthought, not something one considers after commitments have been made. Instead, uncertainty is placed at the core of decision making at the highest levels of the organization, for only in this way can we hope to address the paradox created by uncertainty.

			In the context of Strategic Flexibility, scenarios are transformed from an adjunct to strategic planning into its foundation, for scenarios serve to define the key strategic uncertainties that a company faces (the Anticipate phase). Strategy development is no longer a determination of what commitments to make and is instead a process for identifying which risks a company will accept, hedge, or avoid (the Formulate phase). The Accumulate and Operate phases rely on the principles of Requisite Uncertainty, and make it possible for concrete investment decisions and ongoing strategic action at every level of the hierarchy to reflect the appropriate emphasis on commitment and uncertainty. The result is an integrated approach to creating greater value at lower risk. That is about as close as we can hope to come to getting something for nothing.

			1.7 A NEW STRATEGIC CONVERSATION

			I collaborated with Clayton Christensen on a book called The Innovator’s Solution.8 That book describes how organizations can create and sustain profitable growth. But there are no returns without risk, and I have come to think of the ideas in this book as the other side of the risk/return equation. As we seek value, what risks do we run, and how can we reduce those risks without abandoning our quest?

			The strategy paradox is that the prerequisites of success are often the antecedents of failure. Faced with this painful trade-off between the returns to bold commitment and the risk of making the wrong commitment, most organizations forgo the possibility of glory for an existence bereft of greatness.

			Not all business failures are a result of traits typically associated with success: incompetence, hubris, denial, and many other causes of catastrophe are decidedly not the stuff of victory.9 But at least some failures are caused by a good strategy and solid execution. Only by understanding the strategy paradox’s root cause can we build strategies that succeed deliberately, rather than only when fortune smiles upon us.

			To mitigate the role of luck in success, we must expand our strategic conversation to include not merely the commitments required for success but also the uncertainties that will determine which commitments will succeed. We know a great deal about how to make and manage commitments. Our understanding of how to identify and manage uncertainties is far less well developed. As a result, expanding our strategic conversation in this way will require a new language and a new set of tools.

			Requisite Uncertainty provides the foundation for separating the management of uncertainty from the management of commitment. The connection between hierarchical level, time horizon, and the degree of strategic uncertainty faced is the basis upon which responsibility for managing uncertainty is delegated primarily to the corporate office, while making and delivering on commitments falls mainly to the operating divisions.

			This is only the first step: a better allocation of decision-making responsibilities is a necessary but not sufficient condition for resolving the strategy paradox. The rest of the answer lies in a new toolkit, Strategic Flexibility, which provides a step-by-step process for each level to address the uncertainties it faces and to deliver on its commitments. Combining these two concepts will further any organization’s attempts to achieve the results it desires at a level of risk it can tolerate.

			The strategy paradox has been largely ignored for too long, despite its ubiquity and its influence over the choices managers make. The goal of this book is to fuel the hope that although the future is uncertain, your fate does not have to be.

			

			The strategy paradox arises from the need to commit in the face of unavoidable uncertainty. The solution to the paradox is to separate the management of commitments from the management of uncertainty. Since uncertainty increases with the time horizon under consideration, the basis for the allocation of decision making is the time horizon for which different levels of the hierarchy are responsible: the corporate office, responsible for the longest time horizon, must focus on managing uncertainty, while operating managers must focus on delivering on commitments. This is the principle of Requisite Uncertainty. A critically important tool in applying Requisite Uncertainty is Strategic Flexibility, a framework for identifying uncertainties and developing the options needed to mitigate risk or exploit opportunity.
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			CHAPTER TWO

			THE BEST-LAID PLANS

			Success demands commitments to hard-to-copy, hard-to-reverse configurations of resources and capabilities that are aligned with the competitive conditions of a market. These commitments take time to bear fruit and so they must be based on beliefs about the future. These beliefs can turn out to be wrong. As a result, otherwise excellent strategies can fail simply because the conditions under which those commitments would have been appropriate did not materialize. Sony’s attempts to create new consumer electronics formats—Betamax in video and MiniDisc in audio—illustrate how brilliantly conceived, carefully planned, and flawlessly implemented strategies can come to grief because of the antinomy of commitment and uncertainty.

			Whatever the medium—be it music, movies, games, or, increasingly, literature—our gateway to the messages that capture, reflect, and create the meaning of our lives promises always to be an electronic gizmo of some description. Across audio, video, data, and text, installed and portable, the market for these devices is a $120-billion-a-year arena of winner-take-most (if not all) contests for supremacy.1

			One of the great strategic blunders of the modern consumer electronics industry was Sony’s Betamax video cassette recorder (VCR).2 Sony created a mass market for the VCR when it introduced Betamax in 1975. For the next eighteen years, Sony offered consumers perhaps the best, most innovative product available, yet the format was a failure. Sony withdrew Betamax from the U.S. market in 1989, its market share a pitiful 0.3 percent, while Matsushita’s VHS design dominated the market utterly.

			A second strategic debacle is Sony’s MiniDisc. Launched with great fanfare and promise in 1993, the device held out the possibility of translating Sony’s stupefying success with the Walkman compact audiocassette players into the “disc age.” Yet, despite heavy investment in the technology and associated content from its own record label, Sony was unable to gain any traction outside of Japan, and even there has been steadily losing ground since 2000 to “digital portables,” e.g., MP3 players and Apple’s iPod.

			Why did Sony’s Betamax and MiniDisc strategies fail? The company is, after all, hardly an example of sustained incompetence. From the transistor radio to the Walkman to PlayStation, Sony is as much an icon of success as anything else. Did they forget to follow their traditional recipe when cooking up Betamax and MiniDisc?

			These failures are traditionally attributed to arrogance, a lack of foresight, and stubbornness. Critics claim that Sony did not work closely enough with other manufacturers, did not foresee the emergence of the video-rental market, did not collaborate with Hollywood studios, and refused to cut prices when the low end of the market, not the quality-obsessed videophiles, ended up determining who would ultimately succeed. In the zeitgeist of modern strategy, all of these errors were either avoidable or remediable at the time. What Sony teaches us, in the standard strategy curriculum, is that you must strive to understand your industry—even an entirely new one—and see far enough into the future to be able to make the right choices today. At the same time, you must find a way to build an organization that can adapt so that, should you have gotten it wrong in any material respects, you can bob and weave as required in response to any surprises that crop up.

			Much of this analysis is polluted by hindsight. If we put ourselves in Sony’s shoes and think about the choices Sony made from the perspective of when Sony made them, we learn a very different lesson. Sony made entirely reasonable commitments to strategies that had every chance of succeeding. Sony made those commitments because it felt they were necessary if great success was to be even a possibility. And the commitments it made were entirely reasonable given what was known when Sony felt it had to commit.

			In other words, by the prescriptions of standard competitive strategy formulation, Sony was an exemplar of strategic analysis and implementation. The company’s strategies failed not because they were bad strategies but because they were great strategies. Sony succumbed to the strategy paradox: in both the Betamax and MiniDisc cases, it committed when and how it did because that was the only way to achieve dominance. But it was also the best way to create the possibility of total failure. A detailed examination of these campaigns reveals that each initiative had all the ingredients of a successful competitive strategy. Unfortunately, each failed due to insufficient attention to the salient uncertainties that ultimately determined the outcome.

			This explanation of the fates of Betamax and MiniDisc is not the strategic orthodoxy. The failures of the iconic Betamax and the undeservedly neglected MiniDisc are typically attributed to Sony’s having made avoidable mistakes. Many believe that somehow Sony should have known better, or could have done something to respond as it became clear that their initial choices were fundamentally flawed. I disagree. I believe that in each case unforeseeable events derailed a strategy that any reasonable person would have given an excellent chance of succeeding and very little chance of failing as completely as it actually did. The disagreeable outcomes were not a consequence of bad strategic planning; they were a function of the nature of strategic planning itself.

			As you read this chapter, ask yourself, “Is my strategy as carefully thought-out as Sony’s was? Is it as consistent with my organization’s core competence and culture? Is it as clearly positioned against specific customer segments and as powerfully differentiated from the competition? Have I learned from my past mistakes as effectively as Sony did?” Chances are that the answer to at least some of these questions will be “no,” and many of you will conclude that even though Betamax and MiniDisc failed, Sony can still teach us a great deal about formulating and implementing a sound competitive strategy.3

			Then ask yourself, “What assumptions are my strategies based on, and what reasons do I have to believe those assumptions will prove correct? Am I on firmer ground than was Sony? Am I any better at predicting what I need to do today in order to succeed tomorrow?” Again, my guess is that you will answer “no” to at least some of these questions. And if you have planned your strategies no better than Sony, and forecast the future no more accurately, what guarantee do you have that your results will be any more favorable, or are any less dependent on luck?

			My hope is that when you finish this chapter you will have a new appreciation for (1) the inescapable reliance of traditional strategic plans on specific beliefs about the future; (2) how that need creates the strategy paradox, undermining the utility of such planning in guiding a company toward success with any reliability; (3) the degree to which the strategy paradox afflicts your organization’s strategy.

			2.1 YOU OUGHTA BE IN PICTURES

			Masura Ibuka and Akio Morita founded Sony Corporation in 1946, focusing on audio electronics.4 Expanding beyond audio, the company added video to the mix in the late 1960s as it sought to create a mass-market version of Ampex Corporation’s video recorder for television broadcasting.5 Like many other companies working to extend Ampex’s technology, however, Sony was unable to escape the design trade-offs between picture quality, price, convenience, and ease of use that kept the device beyond the reach of average consumers.

			Undeterred by early failures, and in keeping with the company’s traditions of technical excellence, Sony was the first to realize the breakthroughs that made a home-use video recorder possible, and was ready to go to market in 1970 with a recording technology that it felt would be widely adopted. Recognizing that a single format would increase customer acceptance, Sony sought to avoid a format war by cooperating with Matsushita, a much larger Japanese electronics firm that had been developing its own technology.6 Matsushita proved unable to mass-produce Sony’s initial design, and so allowing Matsushita to participate demanded several technical compromises, including wider tape, a larger cassette, and a bulkier housing. The resulting device, called the U-Matic, was too expensive and ungainly for home use, and found a market only with schools and other institutions.

			Partly as a consequence of this delay, Palo Alto–based Cartridge Television, Inc. (CTI), was the first to offer a consumer-oriented VCR device, the Cartrivision.7 Launched in 1972 with retail distribution primarily through Sears, the Cartrivision was sold as a TV/VCR bundle at first, to compensate for nonstandard video interfaces in commercially available televisions.

			Designed as both a recording and movie-playing device, CTI lined up a deal with Columbia Pictures to make a small number of movies available, and ran the “Cartridge Rental Network” through a series of agreements with third-party retailers. The rental process was very involved. Rental shops carried no inventory due to the high cost of the tapes and the uncertainty of the market. Customers were therefore required to order a movie at a retail location. The retailer would then place an order with a distributor, who in turn would ship it to the retailer, from whom the customer could pick up the movie. In addition, Columbia stipulated that the cartridges be designed so that they could be rewound only by the distributor: if a customer wanted to see a movie at a theater multiple times, they had to buy multiple tickets, and the studio wanted to be sure that multiple home viewings would require multiple rentals.

			With a 114-minute recording time, the Cartrivision fell just short of the two-hour bogey required for taping movies from broadcast television. Worse, as Christmas 1972 arrived, the entire stock of tapes, both blank and prerecorded, were found to have decayed in their warehouses. Plagued by technical glitches, an inability to kick-start the positive feedback between device sales and movie rentals due to an inconvenient retail channel, and impatient financial investors, Cartrivision went bankrupt by mid-1973, barely over a year after launch.8

			It is difficult to know what Sony, or the industry generally, learned from CTI’s failure. There was a lot wrong with it that could explain the disappointing results. The Cartrivision was relatively expensive, had low-quality video reproduction, offered limited and inconvenient movie viewing, required replacing one’s television, and was technically unreliable. How would one know which of these to improve first, and by how much, in order to realize a more positive outcome? Nor do we know whether what Sony intended to launch in 1970 would have been better than the Cartrivision. If nothing else, however, it demonstrated that mass-market video technology was “in play,” and that delay in introducing a new product was not costless: a more aggressive competitor might steal a march on hesitant rivals at any moment. Combining forces with Matsushita on the U-Matic format might well have motivated the quasi-commercial market to embrace video recording technology more quickly, but Sony’s willingness to cooperate had cost it the chance to be the first to launch a consumer device.

			Sony therefore had a choice to make: continue cooperating on the evolution of the U-Matic with Matsushita, or go its own way. Either path had material implications on the choices available to Sony in the future, a phenomenon known as “path dependency”: what you do now affects what you can do later. If Sony pursued further cooperation, it would continue to be limited by Matsushita’s inferior technical capabilities. If Sony chose to go it alone, it would have to make do with fewer resources and run the risk of a format war. Sony had contributed the lion’s share of the technology to the U-Matic, and then it had been held back by Matsushita. Confident in its ability to create better products faster, and convinced that the best products would dominate the market—or at least be successful enough—Sony pursued VCR technology on its own under the Betamax brand.

			Much to Sony’s shock, Matsushita proved able to develop a VCR on its own, the VHS. Despite continuing technical advances by both companies, material trade-offs between cost and quality remained. Higher picture quality demanded more expensive parts and faster-moving tape, which served to increase costs and reduce recording times. Less expensive parts and slower-moving tapes resulted in less expensive machines and longer recording times, but lower-fidelity picture and sound.

			These technical constraints precipitated Sony’s next strategic choice: to focus on high quality or low cost. Matsushita had a long-standing tradition of driving down cost by optimizing its designs for manufacturability and exploiting economies of scale; it was a natural cost leader. Sony’s historical emphasis on technical excellence gave it an edge on various dimensions of quality. In a manner that both reinforced and foreshadowed the company’s commitment to product differentiation, Sony optimized high-fidelity recording and playback. Stung by the U-Matic experience, and in keeping with Morita’s vision for the company—“Always lead, never follow”—Sony was also unwilling to make any design concessions to potential licensees. Since Matsushita could barely keep up with the manufacturing demands of Sony’s designs, it will come as no surprise that Sony’s intransigence on product quality severely limited the number of contract manufacturers it was able to enlist in support of the Betamax format.

			The cumulative impact of these choices was that Sony was able to maintain its commitment to quality, but at the expense of manufacturing capacity, marketing budget, and distribution. Weighed against these disadvantages was the promise that in the event of Betamax’s success, Sony would be able to scale up its own production organically and capture wholesale margins, which would exceed any licensing fees, while enjoying better pricing power due to lower levels of competition. In other words, Sony made a fundamental strategic bet: it pursued a product-differentiation strategy, with all the trade-offs that implied.

			Matsushita’s strategy was the mirror image of Sony’s. Matsushita chose to back away from Betamax’s level of performance on picture and sound and instead focus a higher proportion of R&D resources on manufacturability. This created two key performance differences between VHS and Betamax. First, the VHS was cheaper, and second, due to its larger cassette and slower tape speed, it had the two-hour recording capability required for taping movies broadcast on television.

			In addition, because the VHS was easier to manufacture, Matsushita could license its technology more widely than could Sony. With more VHS makers investing in the format and more vigorous competition among those makers to improve the technology, Matsushita might have hoped that in time VHS would catch up to Betamax’s performance levels. Furthermore, collectively the VHS makers could easily outspend Sony on marketing and advertising, and this, coupled with a more extensive distribution network, might have been seen as a way to compensate for any performance disadvantages. In other words, Matsushita made the opposite strategic bet, pursuing a cost-leadership strategy, with all the trade-offs that implied.

			Betamax was released in 1974 as a bundle with a Sony Trinitron television, and was made available as a stand-alone device in 1975. Sony touted its invention as a way to time-shift broadcast television. Television and movie producers were profoundly concerned. Television advertising revenues were threatened because consumers would record programs and skip commercials. The movie business would collapse as customers abandoned theaters in favor of royalty-free bootlegged copies of movies. In an attempt to kill off the new device, Universal Pictures and Walt Disney Studios launched a class-action suit in November 1976 on behalf of their industry, seeking to have the machines declared illegal.9 In 1976, almost two years after Sony’s launch, VHS debuted with first-year sales of 110,000 units to Betamax’s 1976 shipments of 175,000. Through 1977 Betamax continued to hold on to a slim lead, outselling VHS 56:44 while enjoying a 58:42 lead in installed base.

			Consistent with Sony’s strategy of differentiation, Betamax typically had a performance edge over VHS, albeit a small one, and usually was the first to introduce new features such as remote control, pause, and visible-picture scanning. With many more makers committed to VHS, however, any lead rarely lasted more than a few months before either Matsushita or one of its licensees was able to emulate Sony’s innovation. For the same reason, although no single VHS maker matched Sony’s product diversity, the total VHS line of VCRs available was invariably broader, covering a greater range of price, performance, and feature combinations.

			Furthermore, since VHS devices were supported by a broad array of companies that competed not only with Sony but also with one another, VHS makers were soon found along the full spectrum of strategies: product differentiation, cost leadership, and many points in between. With customer preferences distributed along this continuum, VHS—if no single VHS maker—could appeal to a larger total number of consumers. By the late 1970s, it was clear that VHS would continue to close the gap and ultimately surpass Betamax in market share. All else equal, however, it was perfectly reasonable to assume that there would remain a segment of customers who preferred the performance characteristics unique to Betamax, and so Sony could well have hung on to a sizable and profitable niche. Since Sony produced nearly as many VCRs as Matsushita, the largest of the VHS makers, Sony’s overall profitability would have been at least the same as that of any single VCR manufacturer, and quite likely higher since Betamax models were often premium priced.

			All else is rarely equal. Seeing its market share erode as customers chose VHS’s longer recording time over Betamax’s superior video and audio reproduction, Sony introduced the BII version of Betamax in 1977 (and so the original format came to be called BI). The increased recording time compromised Betamax’s video quality (although it was generally still better than similarly-priced VHS machines). Far more important was the incompatibility of the two versions of Betamax: tapes designed for BI could not be played on BII, and vice versa.

			No doubt Sony managers felt that the incompatibility of BI and BII was not going to be a significant factor for consumers. Some BI owners might delay trading up to BII because changing formats would require them to own two machines in order to watch their library of BI recordings. The VCR market was young, however, and maintaining or expanding its market share of new purchases was surely more important to Sony than defending a young and small replacement market.

			Unfortunately for Sony, 1977 was also the year that the video-rental market was reborn. Fox licensed fifty B-list feature films for distribution by a small entrepreneur. At that time the VCR market was split 50:50 between BI and VHS, since BII had just been introduced, so Fox made its movies available in the BI and VHS formats.

			The BII proved far more popular than the BI, and since Sony’s 1977 sales were almost two and a half times its cumulative sales since introduction in 1974, the BI was dropped in 1978, even though it was still close to 30 percent of Betamax’s installed base. This left Betamax at a sudden and significant market share disadvantage in the eyes of the small video-rental shops that were sprouting up all over America. These space- and capital-constrained mom-and-pop storefronts had little or no interest in carrying two versions of Betamax; carrying it at all was enough to ask. Given BII’s rapid ascendancy, they rationally chose to stock BII tapes. But since the introduction of BII and the licensing of movies for rent coincided, BII had not had time to establish significant market share. As a result, Betamax’s effective share for the purposes of renting out movies was more like 33:66—a swing of 25 percent in a single year.

			Betamax’s market share continued to shrink in subsequent years, driven now by two forces. First, the larger range of VHS models appealed to a greater number of customers. Second, and ultimately far more important, there were increasingly strong network effects due to the availability of rental tapes: more VHS tapes available to rent, more VHS sales, more VHS tapes available to rent.10 The explosive growth of the rental market—it doubled every year from 1982 to 1986, or a thirty-two-fold simple increase—drove Betamax to extinction in the U.S. market by 1989.

			Sony’s strategic bet was that the VCR would be used to time-shift television programming and that product quality would determine success. The company optimized its product for recording television shows with high-fidelity video and audio, and pioneered features that enhanced time shifting, such as visible picture scanning, which made it easier to skip over commercials. The nature of the technical trade-offs in video recording meant that these features could only be provided in a more expensive machine. Matsushita appealed to more cost-conscious consumers at the expense of inferior recording capabilities and other performance attributes.

			FIGURE 2-1 BETA AND VHS U.S. SALES FIGURES: 1975–1988
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			Through 1980, the battle between Betamax and VHS in the marketplace was essentially a fair fight. VHS overtook Betamax in annual production figures in 1978, and surpassed it in total installed base in 1979. In 1980, the cumulative market share split was 60:40 in VHS’s favor—by no means an insurmountable disadvantage in most markets. What sealed Betamax’s fate was the surprisingly strong network effect of the rental movie business, which amplified an otherwise unimportant market share lead in 1980, turning it into the basis of total market domination.

			


			

			FOR ADULT AUDIENCES ONLY

			One piece of the puzzle, notable by its absence in the published accounts I have found, is the role of pornographic video sales and rentals in the Beta/VHS battle. VCR technology made home movie-viewing a private affair. This was a boon to the adult entertainment industry, since it allowed consumers to avoid the social stigma of attending movie screenings in public theaters.

			Anecdotal evidence suggests that Sony did not make production equipment and duplicating technology available to adult video producers, while Matsushita was much more accommodating. This difference in the addressable market might have been an important part of what allowed VHS to make up quickly the market-share lead enjoyed by Beta from 1976 to 1978. These same accounts reveal that Sony is similarly resisting making Blu-ray high-definition DVD technology available to the adult entertainment industry, while Toshiba’s HD-DVD format is already widely available to producers.11

			The role of adult video in determining the eventual victor in the battle between high-definition DVD formats is almost certain to be material: there is good evidence that pornographic content created an early and highly profitable market for DVDs, broadband Internet, and video

			


			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			


			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			

			
			
			
			
			
			
			
			
			
			
			
			

			
			
			
			
			
			
			
			
			
			
			


			
			
			
			
			
			
			

			
			

			
			

			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
		

	
		
			To the future…whatever it may be.
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