Chapter 9: Responding to the Environment-Developing Business Strategy
What is Strategic Management
· Consists of analysis, decisions, implementations and evaluations a firm undertakes in order to create and sustain its competitive advantage
· Managers of a firm constantly analyze their external and internal environments, make decisions about what kinds of strategies they should pursue, implement the strategies and evaluate the outcomes of the implementations and make changes
· For performance and survival in that an effective prices of strategic management can allow a firm to sustain its competitive advantage, enhances its performances and survival chances
· Goals of most publicly traded firms are normally to maximize shareholders' returns through various means
Analyzing the External Environment
· The Five-Forces Model:
· Allows us to systematically assess the industry environment
· Thrust of the model is that the relationships between these five forces and the incumbent firms determine the attractiveness of the industry environment which helps us make strategic decisions in terms of how to achieve organizational goals or find the position to defend against competition
· Threats of New Entrants:
· Mew start-ups, diversification of existing firms in other industries
· Desire to gain market share and resources 
· May impost threat, thus incumbents consider to create entry barriers
· Economies of Scale: refer to spending the cost of production over the number of units produced
· Cost of the unit declines as the number of units per period increases
· New entrants POV-entry barrier increased when incumbents enjoy benefits of economies of scale
· Capital Requirements: establish new firm is significantly high, 
· level of capital required for entering industry creates barriers, new entrants decrease as capital requirements increase
· Switching costs: refer to the costs associated with changing from one supplier to another from the buyer perspective
· When minimal-customers can easily switch buying products, creates opportunity for new entrants to gain customer
· New entrants increases as the switching costs decreases
· Access to Distribution Channels: can be entry barrier for potential new entrants, potential entrants would find it difficult to distribute their products/services
· Threat of new entrants decreases as accessibility to distribution channels decreases
· Cost Disadvantage Independent of Scale: some advantages held over potential entrants are independent of economic factors
· Bargaining Power of Suppliers:
· Focus is on the firms, organizations and individuals that provide raw materials, technologies or skills to incumbents in an industry
· Suppliers can exert bargaining power over incumbents in an industry by demanding better prices or reducing quality of purchased goods or services
· When raw materials suppliers provide are critical to incumbents they're in good position to demand better prices
· Number of suppliers available relative to number of incumbents in an industry give them power to negotiate prices
· Bargaining Power of Buyers:
· Focused on power held by individuals or organizations that purchase incumbents products or services
· Buyers affect performance demanding lower prices, better quality or placing them against each other
· Switching Costs: bargaining power of buyers increases as switching costs decreases, when buyers can easily switch incumbents with little cost in terms of products/services, incumbents have little power over the buyers to enhance perf
· Undifferentiated Products: allow buyers to find alternatives from other incumbents, also provide opportunity to buyers to play against incumbents for better price, quality, service
· Importance of Incumbents' Products to Buyers: when products or services that incumbents offer are important or critical to buyers, power of buyers would be diminished
· Number of Incumbents Relative to Number of Buyers: bargaining power of buyers could be diminished when there are relatively few incumbents offering products or services the buyers need since the buyers do not have many alternatives to choose from
· Threats of Substitutes: 
· All firms in an industry compete with firms in another industry where firms provide substitute products or services with similar purpose
· Rivalry Amongst Existing Firm:
· Lack of Differentiation or Switching Costs: products are significantly differentiated are minimal customer choices are based on price and service
· Incumbents experience pressure to launch more strategic action in attempt to attract more customers or keep existing customers by enhancing their short-term performance
· Numerous or Equally Balanced Competitors: when there are many incumbents in an industry the likelihood of mavericks is great. Some firms believe that they can initiate strategic action without bring noticed, rivalry tends to be highest when the firms are similar size and resources
· High Exit Barriers: refer to economic, strategic and emotional factors that keep firms competing even though they may be earning low or negative returns on their investment
· Model provides managers with an assessment of the industry structure to help get some sense of industry attractiveness
· Helps potential entrants understand potential competitive environment of the industry and to made entry on decisions
· Asses position in industry relative to rivals, overall picture of industry to allow exit DM
· Does not take roles of technological changers, government regulations and the effect of the power relationship between forces, assumes same power relationship w/forces
Analyzing the Internal Environment
· In order for managers to effectively organize firm resources and capabilities to enhance firm performance and survival, they need to know what kinds of resources and capabilities the firm has
· Include: financial, hum, physical and organizational assets used by the firm to develop, manufacture and deliver products or services to customers
· Organizational Resources: history, relationship, trust and organizational culture that are groups of individuals associated with a firm 
· VRIO Model:
· Question of Value: managers need to ask if their firm's resources and capabilities add any value to capture market share or enhance profitability either through exploiting emerging opportunities or neutralizing threats
· Question of Rareness: although valuable resources and capabilities help firms to survive, those resources and capabilities need to be rare. Have to be controlled by small number of firms to obtain competitive advantage, managers need to assess their valuable resources and capabilities uniqueness among competitors
· Question of Imitability: valuable and rare resources and capabilities can provide firms with competitive advantage, how long it lasts depends on how quickly imitation could occur. Diminishes the degree of rareness, erodes the value of resources and capabilities. Managers need to ask if their resources and capabilities are difficult to be imitated by other firms and determine how to create barriers for them
· Question of Organization: whether the firms can be organized in effective and efficient ways to exploit their valuable, rare and difficult-to-imitate resources and capabilities to maximize their potentials. 
· ALL this provides managers with important guidelines to assess their comparative advantage relative to their competitors
· Answers in favour of firm = sustainable competitive advantage, not in favor of firm = temporal competitive advantage
· VRIO helps determine what needs and capabilities and firm needs to sustain competitive advantage
· Also examine trends to assess opportunities and threats in external environment
Different Levels of Strategies
· Business-level Strategy:
· Cost Leadership Strategy: gain competitive advantage by reducing economic cost below that of all competitors
· Requires aggressive construction of efficient-scale facilities, vigorous pursuit of cost reductions from experience, tight cost and overhead control, avoidance of marginal customer accounts and cost min in RD, services, sale forces, marketing, adverting, general admin 
· Economy of scale, learning curve economies-where firms can reduce marginal costs by experiences and low-cost access to factors of production, referring to access to low costs of raw materials, labour, location
· Product Differentiation: about firm's attempts to gain competitive advantages by increasing the perceived value of their products or services relative to that of other firms' product or services
· Firms can create value of their products or services to differentiate themselves from other firms in many ways, managers need to keep in mind that the existence of product differentiation always a matter of customer perception
· Products sold by two different firms may be very similar but if customers believe the first is more valuable than other the first has differentiation advantage
· Competitive advantage defend pressures from 5 forces, threats from new entrants and substitutes will be lower 
· Pressure to increase the prices of raw materials, firms could transfer the increased costs to the customers as long as the new prices do not exceed the value the firms created
· Product differentiation need to consider if the value they are going to create is sustainable
· Focus: targets a particular buyer group, segment of the product line or geographic market
· Firm is able to compete efficiently or effectively by targeting particular group
· Firms can achieve differentiation by meeting the needs of a particular buyer group of lower costs in serving this group or both
· Corporate-level Strategy:
· What business or markets in firm should compete in and how these businesses markets can be managed so they create synergy
· Issues managers deal with concern determining which markets their firms should diversify into an attempt to create synergies for the firm and then achieve high perf
· Managing diversification can give a firm enormous profitability and competitive advantage
· Diversification: situation where a firm operates in more than one market 
· Motives for Diversification:
· Intre-firm dynamics: include means to growth and managerial self-interest
· Single markets will face difficulties to continue growth in the markets even if they have sustainable competitive advantage
· Diversifying new markets, firms have opportunities to share related activities which in turn achieve economies of scope and then increase profitability and revenues
· Economies of Scope: the situation where the total costs for serving two markets or producing the products for two markets are less than the costs for serving them or producing them alone
· Inter-firm dynamics include market power enhancement, response to competition and imitation
· Diversification the firm can increase its market power within the industry it operates in
· Firms can be better position to negotiate better prices, higher quality with its suppliers due to higher volume of purchases
· Competition in an industry, a firm can either diversify into related markets or pursue vertical integration
· Diversifying into related markets allows the firm to sustain growth or enhance distribution channels
· Diversification can be driven by inter-firm to secure and control their raw materials of economic motives
· Types of Diversification:
· Related Diversification: the situation where a firm expands its core business into related business or markets
· Involves horizontal integration across different business or market domains
· Enables firm to benefit from economies of scope and enjoy greater revenues
· Can create synergies through sharing activities and leverage resources and capabilities
· Gives greater market power to compete against its competitors and grater bargaining power over its suppliers and customers
· Unrelated Diversification:  firm diversifies into a new market that is not similar to its current market domains
· Provide little synergies from firm, fewer opportunities for sharing activities or leveraging resources and capabilities
· Has synergies created through corporate office management skills
· Vertical Integration: refers to an extension or expansion of firm value changing activities by integrating preceding or successive productive processes 
· Incorporates more processes toward source of raw materials or to customers
· Benefit with security of raw materials, better control on quality and profits, can create profit margins
· Absorbing new activities into internal structure, the complexity of administration further increases
· Means to Diversity:
· Diversification through internal development: firms have full control of the process of diversification and solely capture the potential revenue and profitability
· Allows firms to solely absorb the potential returns it also implies that the firms have to bear alone the risk associated with diversification
· Diversifications through mergers and acquisitions: mergers refer to two firms merging together to create a new firm with a new identity. Acquisitions refer to a firm's acquiring the majority of shares of another firms 
· Strategic Alliance: refer to two or more firm or organizations working together to achieve certain common goals
· Non-equity alliance: the participating firms working together based on contractual agreements
· Equity Alliances: one firm having partial ownership in the other firm and two firms working together pursue common goals
· Joint Venture: two or more firms contributing to certain resources to form an independent entity
· Provide firms with quick access to new resources and capabilities contributed by alliance partners
· Less costly and less resource commitment 
· Firms need to carefully select partner – for success 
· 
Page 5 of 7

