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PREFACE

We wrote this book to provide you with a short, concise explanation of the most important
concepts and techniques in strategic management. There is no fluff in this book. Essentials of
Strategic Management is significantly shorter than our other books, but we have not “dumbed
it down” or made it “cutesy.” It is a rigorous explanation of many topics and concerns in
strategic management. We condensed the content of the field into eleven carefully crafted
chapters. The key concepts and techniques are here. We cite only enough examples to help
you understand the material. Although the content is based on rigorous research studies, we
don’t report every study and we don’t provide endless footnotes. Our goal was to keep the
length of this book under 200 pages so that it could be easily affordable by all. For those who
want more research detail and illustrative examples, please see our other textbook, Strategic
Management and Business Policy.

WHAT'S NEW IN THIS EDITION

The fifth edition of Essentials of Strategic Management contains many new content topics plus
updated data and illustrations. Older examples have been replaced with newer ones, informa-
tion has been updated where appropriate, and a few errors have been corrected. In addition,
the following content topics have been added to the book:

* Added the natural physical environment to the discussion of the societal and task
environments in Chapters 1 and 3.

¢ Contrasted agency theory with stewardship theory in the section on corporate governance
in Chapter 2.

* Added paragraphs on sustainability and moral relativism plus information on enter-

prise strategy and social capital to the section on social responsibilities and ethics in

Chapter 2.

Added PESTEL analysis to environmental scanning in Chapter 3.

Added a discussion of brands to marketing resources in Chapter 4.

Replaced the section on advantages and limitations of portfolio analysis with a section on

strategic alliance portfolio analysis in Chapter 6.

Added open innovation to the discussion of R&D strategy.

Added purchasing and logistics strategies to functional strategies in Chapter 7.

Included offshoring in the discussion of outsourcing in Chapter 7.

Added real options to the discussion of risk in Chapter 7.

Included the concept of core rigidities in the discussion of the organizational life cycle

in Chapter 8.

* Added an explanation of integration managers to managing mergers and acquisitions
in Chapter 9.
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TIME-TESTED FEATURES

The fifth edition of Essentials of Strategic Management contains many of the same features
that made previous editions successful. Some of these features are the following:

* A strategic decision-making model based on the underlying processes of environ-
mental scanning, strategy formulation, strategy implementation, and evaluation and
control is presented in Chapter 1 and provides an integrating framework for the book.

* Michael Porter’s approach to industry analysis and competitive strategy (plus
competitive tactics!) is highlighted in Chapters 3 and 5. Hypercompetition and
cooperative strategies, such as strategic alliances, are also discussed.

* The resource-based view of the firm (including Barney’s VRIO framework), in
Chapter 4, serves as a foundation for organizational analysis. Sections on business
models and value-chain analysis are also used to assess a company’s strengths
and weaknesses and to identify core and distinctive competencies.

¢ Functional analysis and functional strategies receive major attention in Chapters 4
and 7. Sections on R&D and R&D strategies emphasize the importance of technology
to strategy and product-market decisions.

* Strategy implementation deals not only with organization design and structure,
but also with executive leadership and succession, reengineering, Six Sigma,
TQM, MBO, and action planning in Chapters 8 and 9.

¢ Chapter 10, on evaluation and control. explains the importance of measurement
and incentives to organizational performance. Benchmarking and economic
value-added measures are highlighted.

¢ International considerations are included in all chapters and are highlighted in
special sections in Chapters 3, 6, 8, 9, and 10.

e Environmental scanning and forecasting is given an emphasis equal to that given
to industry analysis in Chapter 3.

* Suggested EFAS and IFAS Tables and a SFAS Matrix in Chapters 3, 4, and 5 enable
the reader to better identify and evaluate strategic factors.

* Top management and the board of directors are examined in detail as strategi
managers in Chapter 2. ‘

* Social responsibility and ethics are discussed in Chapter 2 in terms of their impor-
tance to strategic decision making.

¢ To aid in in-depth case analysis, a complete listing of financial ratios, recommen-
dations for oral and written analysis, and ideas for further research are presented
in Chapter 11. The strategic audit is proposed as an aid to case analysis. This
chapter is most useful for those who wish to supplement this book with cases.

e Each chapter begins with a brief situation vignette of an actual company that
helps illustrate the chapter content.

e Each chapter ends with a list of key terms (which are also boldfaced within the
text) and a set of discussion questions.

SUPPLEMENTS

Supplements are available for adopting instructors to download at www.pearsonhighered.
com/irc. Registration is simple and gives the instructor immediate access to new
titles and new editions. Pearson’s dedicated technical support team is ready to help
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instructors with the media supplements that accompany this text. The instructor should
visit http:/ /247 .pearsoned.com/ for answers to frequently asked questions and for
toll-free user support phone numbers. Supplements include the following:

¢ Instructor’s Manual with Test Bank—An instructor’s manual has been carefully
constructed to accompany this book. It includes a summary of the most important
concepts of each chapter, answers to discussion questions, a series of multiple-
choice questions, and a set of additional discussion/essay questions for use
in exams.

¢ PowerPoint Slides—The PowerPoint slides highlight text learning objectives and
key topics and serve as an excellent aid for classroom presentations and lectures.

COURSESMART

CourseSmart textbooks online is an exciting new choice for students trying to economize.
As an alternative to purchasing the print textbook, students can subscribe to the same
content online and save up to 50 percent off the suggested list price of the print version.
With a CourseSmart e-textbook, students can search the text, make notes online, print out
reading assignments that incorporate lecture notes, and bookmark important passages
for later review. For additional information on this option, visit www.coursesmart.com.
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concerns as best we could by providing a comprehensive yet usable text that is half the
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(complete with heartburn), we are offering you “lean cuisine.” This book should taste
good with fewer empty calories. Enjoy!

J. David Hunger
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PART| [INTRODUCTION TO STRATEGIC MANAGEMENT

BASIC CONCEPTS OF STRATEGIC
MANAGEMENT

How does a company become successful and stay successful? Certainly not
by playing it safe and following the traditional ways of doing business!
Taking a strategic risk is what Ford Motor Company did when top manage-
ment, led by its new CEO Alan Mulally, decided to change the way it made
automobiles. Already a successful CEO at Boeing, Mulally had been
handpicked in 2006 by William (Bill) Clay Ford, Jr., to replace him as CEO
of the company. This was a highly unusual selection, given that Mulally
had no previous experience in the auto industry. Led by Bill Ford as
Chairman, the board had wanted a CEO who would take a new approach
and break Ford Motor out of its bureaucratic lethargy. Even though the
company in 2006 was still profitable—thanks to its Financial Services
segment, it had not made a profit in autos since 2000. Top management had
already instituted a turnaround plan to lay off employees, close factories,
and modernize plants, but this was not enough to move the company
forward. The company needed a new direction.

As Ford’s new CEO, Mulally wanted to concentrate on making smaller,
more fuel-efficient cars and on matching production with consumer
demand. He supported a plan to redesign factories to make multiple mod-
els instead of just one. He also endorsed the global strategy of building one
auto for multiple markets worldwide instead of multiple models tailored to
national or regional tastes. The company had tried building a “world car”
before but had failed due to conflict among its regional divisions. To fund
these strategic changes, Mulally raised $23.5 million from 40 banks, using
all of the firm’s buildings, stock, intellectual property, stakes in foreign
automakers, and even its trademark blue logo as collateral. As CEO, he
overcame internal opposition to divest the money-losing, but prestigious,
Jaguar, Land Rover, and Aston Martin brands.

At that time, marketing, manufacturing, and product development
were competent, but needed “makeovers” to be competitive. For example,
the Mercury and Lincoln brands had lost their distinctive identities and
needed to be repositioned. Based on dealer suggestions, Lincoln would
emphasize premium sedans and SUVs, while Mercury would offer
premium small cars and crossover vehicles. Unhappy with the “deflated
football” design of the Taurus sedan, Mulally challenged Ford’s design

1
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team to deliver a new Taurus in 24 months using the existing platform, but with a new
look. Selected by CEO Mulally to be the head of global car development, Derrick Kuzak
worked with the company’s far-flung fiefdoms to collaborate on vehicle development
by improving interiors; building small, fuel-efficient engines; and creating cost savings
by ensuring that SUVs and trucks shared more parts. He aimed to reduce by 40 percent
the number of chassis on which vehicles were built.

By 2009, some of the changes had begun to pay off. At a time when General
Motors and Chrysler were asking for government assistance and declaring bank-
ruptcy, Ford had enough cash to continue operations without government help.
Although the company was still losing money, all three Ford domestic brands were
rated “above average” in J. D. Power and Associates’ 2009 Vehicle Dependability
Study. Thanks to its successful Ford Fusion mid-size hybrid sedan, Ford had become
the largest domestic maker of hybrid cars. The “world car” strategy would be tested in
2010 when the company began selling the same cars in North America as it did in
Europe. The first of these autos were the carlike Transit Connect utility vehicle, a Fiesta
subcompact, and a new Focus subcompact codesigned for both continents. Would this
be enough to make the company profitable once again? Would Ford Motor Company
soon be competitive with industry leaders Toyota and Honda? According to Jim
Farley, Group VP of Marketing and Communications, a Toyota veteran who had been
hired by Mulally, “Ford reminds me of what Toyota was like 20 years ago.” At Ford,
“there is a single-mindedness to the business plan and the product execution.”!

Ford’s actions suggest why the managers of today’s business corporations must
manage firms strategically. They cannot make decisions based on long-standing rules,
historical policies, or simple extrapolations of current trends. Instead, they must look to
the future as they plan organization-wide objectives, initiate strategy, and set policies.
They must rise above their training and experience in such functional and operational
areas as accounting, marketing, production, or finance, and grasp the overall picture.
They must be willing to ask three key strategic questions:

1. Where is the organization now? (Not where does management hope it is!)

2. If no changes are made, where will the organization be in one year? two years?
five years? ten years? Are the answers acceptable?

3. If the answers are not acceptable, what specific actions should management
undertake? What risks and payoffs are involved?

1.1 THE STUDY OF STRATEGIC MANAGEMENT

Strategic management is that set of managerial decisions and actions that determines
the long-run performance of a corporation. It includes environmental scanning (both
external and internal), strategy formulation (strategic planning), strategy implementa-
tion, and evaluation and control. The study of strategic management therefore empha-
sizes the monitoring and evaluating of external opportunities and threats in light of a
corporation’s strengths and weaknesses in order to generate and implement a new
strategic direction for an organization.

How has Strategic Management Evolved?

Many of the concepts and techniques dealing with strategic planning and strategic
management have been developed and used successfully by business corporations
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such as General Electric and the Boston Consulting Group. Nevertheless, not all
organizations use these tools or even attempt to manage strategically. Many are able to
succeed for a while with unstated objectives and intuitive strategies.

From his extensive work in this field, Bruce Henderson of the Boston Consulting
Group concluded that intuitive strategies cannot be continued successfully if (1) the
corporation becomes large, (2) the layers of management increase, or (3) the environment
changes substantially. The increasing risks of error, costly mistakes, and even economic
ruin are causing today’s professional managers to take strategic management seriously
in order to keep their companies competitive in an increasingly volatile environment. As
top managers attempt to better deal with their changing world, strategic management
within a firm generally evolves through four sequential phases of development:

Phase 1. Basic financial planning: Seeking better operational control by trying to
meet annual budgets.

Phase 2. Forecast-based planning: Seeking more effective planning for growth by
trying to predict the future beyond the next year.

Phase 3. Externally oriented strategic planning: Seeking increased responsiveness to
markets and competition by trying to think strategically.

Phase 4. Strategic management: Seeking a competitive advantage by considering
implementation and evaluation and control when formulating a strategy.

General Electric, one of the pioneers of strategic planning, led the transition from strategic
planning to strategic management during the 1980s. By the 1990s, most corporations
around the world had also begun the conversion to strategic management.

Has Learning Become a Part of Strategic Management?

Strategic management has now evolved to the point where its primary value is to help
the organization operate successfully in a dynamic, complex environment. Strategic
planning is a tool to drive organizational change. Managers at all levels are expected to
continually analyze the changing environment in order to create or modify strategic
plans throughout the year. To be competitive in dynamic environments, corporations
must become less bureaucratic and more flexible. In stable environments such as those
that have existed in the past, a competitive strategy simply involved defining a compet-
itive position and then defending it.

As it takes less and less time for one product or technology to replace another, com-
panies are finding that there is no such thing as a permanent competitive advantage. Many
agree with Richard D’Aveni, who says, in his book HyperCompetition, that any sustainable
competitive advantage lies not in doggedly following a centrally managed five-year plan,
but in stringing together a series of strategic short-term thrusts (as Intel does by cutting
into the sales of its own offerings with periodic introductions of new products).?

This means that corporations must develop strategic flexibility—the ability to shift
from one dominant strategy to another. Strategic flexibility demands a long-term
commitment to the development and nurturing of critical resources. It also demands that
the company becomes a learning organization: an organization skilled at creating,
acquiring, and transferring knowledge and at modifying its behavior to reflect new
knowledge and insights. Learning organizations avoid stagnation through continuous
self-examination and experimentation. People at all levels, not just top management,
need to be involved in strategic management: scanning the environment for critical
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information, suggesting changes to strategies and programs to take advantage of envi-
ronmental shifts, and working with others to continuously improve work methods,
procedures, and evaluation techniques. For example, Hewlett-Packard uses an extensive
network of informal committees to transfer knowledge among its cross-functional teams
and to help spread new sources of knowledge quickly.

What is the Impact of Strategic Management on Performance?

Research has revealed that organizations that engage in strategic management generally
outperform those that do not. The attainment of an appropriate match or “fit” between
an organization’s environment and its strategy, structure, and processes has positive
effects on the organization’s performance. Strategic planning becomes increasingly
important as the environment becomes unstable. For example, studies of the impact of
deregulation on the U.S. railroad and trucking industries found that companies that
changed their strategies and structures as their environment changed outperformed
companies that did not change.*

Nevertheless, to be effective, strategic management need not always be a formal
process. Studies of the planning practices of organizations suggest that the real value of
strategic planning may be more in the strategic thinking and organizational learning
that is part of a future-oriented planning process than in any resulting written strate-
gic plan. Small companies, in particular, may plan informally and irregularly. The
president and a handful of top managers might get together casually to resolve strategic
issues and plan their next steps.

In large, multidivisional corporations, however, strategic planning can become
complex and time consuming. It often takes slightly more than a year for a large company
to move from situation assessment to a final decision agreement. Because a strategic
decision affects a relatively large number of people, a large firm needs a formalized, more
sophisticated system to ensure that strategic planning leads to successful performance.
Otherwise, top management becomes isolated from developments in the divisions and
lower-level managers lose sight of the corporate mission.

1.2 INITIATION OF STRATEGY: TRIGGERING EVENTS

After much research, Henry Mintzberg discovered that strategy formulation is typically
not a regular, continuous process: “It is most often an irregular, discontinuous process,
proceeding in fits and starts. There are periods of stability in strategy development, but
also there are periods of flux, of groping, of piecemeal change, and of global change.”” This
view of strategy formulation as an irregular process reflects the human tendency to contin-
ue on a particular course of action until something goes wrong or a person is forced to
question his or her actions. This period of so-called strategic drift may simply be a result
of the organization’s inertia, or it may reflect the management’s belief that the current
strategy is still appropriate and needs only some fine-tuning. Most large organizations
tend to follow a particular strategic orientation for about 15 to 20 years before they make a
significant change in direction. This phenomenon, called punctuated equilibrium, describes
corporations as evolving through relatively long periods of stability (equilibrium periods)
punctuated by relatively short bursts of fundamental change (revolutionary periods).
After this rather long period of fine-tuning an existing strategy, some sort of shock to the
system is needed to motivate management to seriously reassess the corporation’s situation.



