1
40

Chapter – II

Strategic Planning and Risk Management

“I think there is a market for about 5 computers,” 

-Thomas J Watson, Chairman IBM
, 1943 

“There is no reason for an individual to have a computer at home,” 

-Kenneth Olsen, President, Digital Equipment, 1977

“64K ought to be enough for anybody,” 

-Bill Gates, CEO, Microsoft, 1981

Understanding the importance of strategic planning

The average life expectancy of a multinational corporation has been estimated by Arie De Geus, a former Shell executive, a scholar and an expert in strategic planning to be between 40 and 50 years. Most corporations are unable to survive long enough because they are unable to manage risks effectively.


De Geus’s research has revealed that enduring organizations excel simultaneously on various fronts. They are sensitive to their environment. They do not hesitate to move into uncharted areas when the situation so demands. They use money in an old fashioned way, keeping enough of it for a rainy day. In other words, long lasting companies manage the risks they face in a flexible way, backed by expertise across functions. As Collins and Porras (who have done some brilliant research on what creates lasting companies, in their book ‘Built to Last’) put it, “Visionary companies display a powerful drive for progress that enables them to change and adapt without compromising their cherished core ideals.”


All companies face threats in their environment-new competition, new technology, changes in consumer tastes but only a few of them manage these risks effectively. Those who do so are alert to changes in the environment and are willing to change internally to respond to them. The Swedish company Stora, for instance, has shown a remarkable ability to formulate strategies according to the needs of the hour. It has not hesitated to go outside its core business when the situation has demanded. Once it even fought the king of Sweden to retain its independence. To cope with the changing environment, the company has from time to time moved into new businesses - from copper to forest exploitation to iron smelting, to hydropower and later to paper, wood pulp and chemicals. In the process, the company mastered steam, internal combustion, electricity and ultimately, microchip technologies. Had Stora continued in one business line, it would not have survived. Consider Nokia, one of the most admired companies in the world today. Though Nokia has been in the limelight only in recent times, it is a fairly old company, having been around for more than 100 years. At one point of time, Nokia dealt in wood, pulp and paper. Today, it makes sleek cellular phones loaded with powerful software. 


The lesson from Nokia and Stora is that strategic planning plays the crucial role of enabling a company to anticipate and deal with risks. In this chapter, we shall try to understand the link between strategic planning and risk management. Strategic planning is all about positioning an organisation to take full advantage of opportunities in the environment while simultaneously reducing the vulnerability to threats. Thus, good strategic planning implies the ability to digest what is happening in the environment and reshape the organisation accordingly. It becomes easier to do this if an organisation is prepared for various eventualities. Then, as events unfold in the environment, it is in a better position to decide which strategy would work best. Strait-jacketed thinking, on the other hand, makes the employees of an organisation impervious to external developments. When changes do occur, they are taken by surprise. A simple example from our daily lives illustrates this point. A man who travels by bus daily to office would not be unduly worried about a prolonged railway strike as it does not affect him. But a man who knows there could be an occasional bus strike which would necessitate travel by train, would follow the strike with great interest. A company which has global expansion as one of its options would closely follow, all developments related to WTO, while an insular company would not. In short, by being open to various possibilities, and examining the possible course of action for each of them, strategic planning can to a large extent keep risks within manageable limits.

Dealing with uncertainty in the environment 

The essence of risk management is to help a firm to survive and grow. When the environment is unfavourable, the firm will concentrate on survival and when it is favourable, it will attempt to exploit new growth opportunities. The speed with which a company adjusts to the environment depends crucially on the ability of its senior managers to observe and understand what is happening outside and respond accordingly. 


De Geus has argued that strategic planning can accelerate the process of institutional learning provided its aim is not so much to draw up a course of action as to change the mental models in the heads of people. When managers are encouraged to think of various possibilities, they can better absorb and digest information and most importantly, act as the environment changes. This is especially valid during times of radical change. As Clayton Christensen of Harvard Business School puts it
: “The strategies and plans that managers formulate for confronting disruptive technological change therefore, should be plans for learning and discovery, rather than plans for execution. This is an important point to understand, because managers who believe they know a market’s future will plan and invest very differently from those who recognise the uncertainties of a developing market.”


Strategic planning in uncertain situations, must take into account various risks. If the prevailing uncertainty is not properly considered, the firm might end up facing threats it is ill equipped to deal with. At the other extreme, the firm may show too much caution and not exploit opportunities that have the potential to yield excellent returns. Many companies take strategic decisions relying totally on their gut instincts during times of uncertainty. This is obviously a wrong thing to do. Intuition has to be backed with some numbers for strategic planning to be effective.


Courtney, Kirkland and Viguerie
 provide a framework for strategic planning during conditions of uncertainty. They refer to the uncertainty which still remains, after a thorough analysis of all the variables in the environment has been done, as residual uncertainty. In a simple situation, strategies can be made on the basis of a single forecast. At the next level of uncertainty, it makes sense to envision a few distinct scenarios. At an even higher level, several scenarios can be identified. In the most uncertain situations, it is difficult to even visualise scenarios, let alone predict the outcome. 


Where uncertainty is less, companies are typically more worried about their competitive position within the industry. They take the industry structure as given and try to exploit the opportunities available and get ahead of rivals. Where uncertainty is high, firms have two broad strategic options. They can make heavy investments and attempt to control the direction of the market. Alternatively, they can make incremental investments and wait till the environment becomes less uncertain before committing themselves to a strategy. In the intervening period, the firm can collect more information, or form strategic alliances to share risks. In short, a firm has to arrive at an optimum portfolio of investments – heavy risky investments, small risky investments and heavy, not very risky investments
. The mix would depend on the degree of uncertainty in the environment.

Discovery-driven planning as a risk mitigation tool

In highly uncertain situations, conventional planning methods may not be appropriate. Rita Gunther McGrath and Ian C MacMillan
 suggest the use of discovery-driven planning in these situations. In uncertain ventures, many assumptions are usually made. So, as the project progresses, there is a compelling need to incorporate new data and revise these assumptions on an ongoing basis. Take the case of Eurodisney. A key assumption made before the execution of the project was that 50% of the revenues would come from admissions and the remaining 50% from hotels, food and merchandise. After the project was completed, Disney found that ticket prices were less than anticipated and that visitors did not spend as much as expected. So, in spite of reaching a target of 11 million admissions, profitability remained below expectations. Ticket prices had to be lowered due to the recession in Europe. Disney had expected people to stay in the hotel for four days but people spent two days on an average, since there were only 15 rides, compared to 45 at Disney World in the US. Disney had assumed that there would be a steady stream of people visiting the restaurants throughout the day, as in the US and Japan, but the crowds came in only during lunch time. Disney’s inability to seat all of them led to loss of revenue, dissatisfied customers and bad word-of-mouth publicity. Visitors to Euro Disney also purchased a much smaller proportion of high margin items such as T-shirts and hats than expected.


McGrath and MacMillan have summarised the mistakes made by companies while planning new projects with a great degree of uncertainty:

· Companies do not have precise information, but after a few important decisions are made, proceed as though the assumptions are facts.

· Companies have enough hard data, but do not spend adequate time in checking the assumptions made.

· Companies have enough data to justify entry into a new business or market, but make inappropriate assumptions about their ability to execute the plans.

· Companies have the right data and may make the right assumptions to start with, but fail to notice until it is too late that a key variable in the environment has changed.


The discovery-driven planning approach prescribes the use of four different documents, which are updated as events unfold:

i) a reverse income statement to capture the basic economics of the business. This statement starts with the required profits and works backward to arrive at revenues and costs.

ii) pro forma operations specifications that specify the activities associated with the business including production, sales, delivery and service.

iii) a checklist for ensuring that all assumptions are examined and discussed not only before the project starts but even as it is executed. 

iv) a planning chart which specifies the assumptions to be tested at each project milestone. This allows major resource commitments to be postponed until evidence from the previous milestone event signals that the risk associated with the next step is justified.


McGrath and MacMillan have pointed out some of the faulty implicit assumptions made by companies:

1. Customers will buy the product because the company thinks it’s a good product.

2. Customers run no risk in buying from the company instead of continuing to buy from their past suppliers.

3. The product can be developed on time and within the budget.

4. The product will sell itself.

5. Competitors will respond rationally.

6. The product can be insulated from competition.


Many of these assumptions do not turn out to be valid as the project evolves. If cognizance is not taken of this, there could be serious problems at a later date.

Futility of conventional appraisal techniques

Where uncertainty is high, conventional appraisal techniques such as Net Present Value
 (NPV) are of little use. According to David Sharp
, “NPV’s effectiveness for investment appraisal is limited; the present value of an investment’s cash flows excludes the valuable options embedded within the investment. These options give the company the ability to take advantage of certain opportunities later. For projects with long-term strategic consequences, the options are frequently the most valuable part of the investment. Since NPV calculations understate value, a selection process driven by NPV will reject more potentially profitable projects.” In other words, when evaluating projects with a very high degree of uncertainty, companies may not take a risk worth taking, due to the use of conservative appraisal techniques.


Ultimately, the objective of risk management is to facilitate value adding investments. In the real world, the demand for a product and the price which it can command in the market are uncertain. So, there is considerable uncertainty about the cash flows which will be generated. How do we decide which project is the right one? Like Sharp, Martha Amram and Nalin Kulatilaka
 suggest the use of real options while evaluating a project. Thus, a timing option, in the form of a delayed expansion in capacity could create value in a situation of uncertain demand. Putting up a plant in an overseas market currently fed by exports may generate new growth options. An exit option in the form of a plant closure increases the value of the investment decision. By looking at strategic decisions in terms of options and then using information from financial markets to value these options, risk can be greatly reduced. Oil companies for example can predict the future price of oil through the futures markets.


Decision makers will not be able to draw information from the financial markets for all decisions. Some decisions typically involve uncertainties which are insulated from the market mechanism and are specific to a company. Amram and Kulatilaka call these ‘private risks’. But as more and more risks become securitised
, the options approach may become more and more feasible. 


Amram and Kulatilaka argue that traditional valuation tools which view business development in terms of a fixed path are of little use in an uncertain environment. In the real world, a new business or a major investment in capacity expansion may result in a variety of outcomes that may demand a range of strategic responses. Plans to change operating or investment decisions later, depending on the actual outcome, must form an integral component of the projections. Thinking of the investment in terms of options, allows uncertainty to be taken into account.


As Amram and Kulatilaka put it: “The real value of real options, we believe, lies not in the output of Black-Scholes or other formulas but in the reshaping of executives’ thinking about strategic investment. By providing objective insight into the uncertainty present in all markets, the real options approach enables executives to think more clearly and more realistically about complex and risky strategic decisions. It brings strategy and shareholder value into harmony.”


In any investment appraisal process, managers should identify the embedded options, evaluate the conditions under which they may be exercised and finally judge whether the aggregate value of the options compensates for any shortfall in the present value of the project’s cash flows. However, as Sharp puts it, options are of value only in an uncertain environment. Thus investment decisions, whose primary objective is to acquire options, must be made before uncertainties in the environment are resolved. Sharp says
, “Unlike cash flows, whose value may be positive or negative, option values can never be less than zero, because they can always be abandoned. Embedded options can therefore, only add to the value of an investment. Options are only valuable under uncertainty: if the future is perfectly predictable, they are worthless”. 

Scenario planning

From time immemorial, man has had to prepare himself for various eventualities. Just to survive, he has had to ask questions like: What if it snows? What if there is a poor harvest? Indeed, it is this type of thinking which made man think of taking various steps, such as storing food, building dams, etc.

3M: Strategic planning through story telling

Many companies prepare their plans in structured formats using bullet points. 3M, one of the most innovative companies in the world does strategic planning differently. The process it uses, may look unstructured at first sight, but has been highly effective in energising and motivating people to take calculated risks and achieve their goals. 3M, realises that the essence of writing is thinking and developing clarity in the thought process. But regimented formats allow people to skip thinking and also do not incorporate the critical assumptions made while preparing the plan. So 3M uses strategic stories while preparing business plans. It transforms a business plan from a list of bullet points into a compelling narrative that describes the environment, the challenges it faces in trying to achieve its goals and how the company can overcome these obstacles. In the process of writing the narrative, the writer’s hidden assumptions tend to come to the surface. Readers get to know the thought processes of the person preparing the plan. According to a 3M manager
, “If you read just bullet points, you may not get it, but if you read a narrative plan, you will. If there’s a flaw in the logic, it glares right out at you. With bullets, you don’t know if the insight is really there or if the planner has merely given you a shopping list.”


Source: Gordon Shaw, Robert Brown and Philip Bromiley, “Strategic Stories: How 3M is Rewriting Business Planning,” Harvard Business Review, May-June 1998.


Formal scenario planning seems to have emerged to reduce uncertainty during the second world war, when it was used as a part of military strategy. The countries involved in the war had to prepare themselves for different contingencies and accordingly develop plans of action. Since then, the use of scenario planning has become increasingly popular. The US Air Force, for example, has been conducting war-game exercises for many years with the aid of computer simulations. In the late 1960s, Herman Kahn of the Stanford Research Institute modified the scenario planning concept so that businesses could also use it. IBM and GM were among the first companies to adopt scenario planning. Both companies however, failed to use scenario planning effectively. Being industry leaders, they probably had an exaggerated notion of their ability to predict and control the environment. The scenarios they envisaged essentially reflected their existing paradigms. For example, GM totally overlooked the change in consumer preferences in favour of smaller cars and the threat from Japanese car makers. Similarly, IBM failed to foresee the decline of mainframes and the emergence of smaller, less powerful but more user-friendly computers. On the other hand, Shell seems to have achieved great success in the use of scenario planning. (See Case at the end of the chapter).


Today, many leading companies accept that adapting blindly to external events is not desirable. Learning about trends and uncertainties and how they interact with each other enables companies to prepare for different future scenarios. It also helps a company to identify the scenarios for which its strengths and competencies are particularly suited. It is then in a position to understand how it can influence the emerging trends in the environment through a combination of innovations, managerial actions and alliances. By identifying the scenarios for which it is least prepared, it can invest in building the required competencies. In extreme cases, it can even withdraw from businesses, especially those which do not promise strategic benefits in the long run. According to Robin Wood
: “Given this level of change in our environment, the only response is to accelerate our capability to learn and change so as to adapt, which then buys us time to produce a more desirable future state for ourselves. Scenarios are the most powerful technology we have encountered to accelerate learning and provoke change, in both individuals and organizations.” 

Surviving an industry shakeout

Some of the greatest risks which companies face are during times when the industry is witnessing a shake-out. The old paradigm may change, or some players may become very powerful. As a result, many weaker players find the going tough and in extreme cases may even quit the industry. While shake-outs threaten virtually all companies in the industry, those who see it coming can create new opportunities. George S Day
 has provided some useful insights on an industry shake-out. Day refers to two kinds of shake-out syndromes: the boom-and-bust syndrome and the seismic-shift syndrome.


The boom-and-bust syndrome typically applies to emerging markets and cyclical businesses. The dot com industry, is a good example. During the boom, many companies entered the industry leading to excess capacity. As competition intensified and prices fell, many players found the going tough. The companies which have succeeded are those with a high degree of operational excellence and those which focused on ruthless cost cutting. 


The seismic-shift syndrome is more applicable to mature industries. Such industries enjoy prosperity for years in a protected environment where competition is not very intense and margins are decent. This state of affairs is mainly due to market imperfections caused by factors such as patent protection and import barriers. A seismic shift takes place when these factors disappear. Deregulation, globalization and technological discontinuities are some of the factors that cause a seismic shift. This kind of a shift has a disruptive impact on players. A good example is the pharmaceutical industry before the emergence of managed health care. (See case on Merck-Medco at the end of the chapter) In a physician driven environment, price was not an important factor. Physicians did not hesitate to prescribe expensive medicines which drug companies gleefully marketed. The emergence of HMOs has reduced the importance of physicians. HMOs recommend the use of generics wherever possible and control costs wherever they can. Drug companies are struggling to adjust to this new environment. 

The Boom-and-Bust syndrome in India

The Boom and Bust syndrome is quite common in India. The experiences of some Indian industries in recent times offer useful lessons.

Granite

When the granite boom hit the headlines, many companies rushed to excavate mines and buy expensive equipment to cut and polish the stone. However, they could not cope with the complicated web of financial, technical, and bureaucratic intricacies that the granite business threw up. Of the 900 odd registered exporters that existed in the days of the granite boom, only about 160 remained in the middle of 2001 and no more than 60 were profitable. 


There are several reasons for the downfall of these entrepreneurs. To start with, mining granite was not as easy as entrepreneurs envisaged. Most entrepreneurs became embroiled in court cases over bad leases. Mining operations ravaged the land and antagonised locals. So, in some cases, governments suspended the leases. In other cases, companies, were forced to close down their mines. At the end of the day, the industry also did not see as much growth as expected because of limited markets. There was only so much granite that could be used in monuments, buildings, kitchen, and bathroom counters. The final nail in the coffin was driven by the dependence on the American market, where many orders were executed without letters of credit. Consequently, companies began to reel under big defaults, mainly from NRIs. 


According to Gautam Chand Jain, the CEO of Pokarna Granites, one of the few survivors in the industry, “We have grown by first learning about the quarry business, selling rough blocks and then acquiring sick, good quality units, which were available at a reasonable price.” Quite clearly Pokarna didn’t try to do everything at one go – or by itself. It was careful in selecting customers in the tricky American market. With 7 per cent of its turnover spent on marketing, Pokarna concentrated on strengthening relationships with customers, either through buyers’ guides or local contacts. For the quarter ended July 31, 2001, Pokarna generated profits of Rs. 2 crore on sales of Rs. 15.2 crore. Encouraged by his success, Jain has been busy implementing a Rs. 10 crore expansion plan.

Aquaculture 

Easy availability of finance and the lucrative Japanese market prompted many companies to enter the aquaculture business in the early 1990s. They dug up thousands of acres of coastal land, spent heavily on various equipment, feed, and housing. But when the white-spot disease (signalled by white spots on the shrimp) wiped out crops between 1994 and 1996, lending agencies pulled the plug, and funds dried up. 


Today, there are about 100 aquaculture companies along the coast. About half a dozen export goods worth Rs. 100 - Rs. 200 crore. Many of the others are small and medium players with exports in the region of Rs. 20 to Rs. 25 crore. Most of these companies have learned to spread their risks, by splintering the value chain into separate divisions or entire companies: one for farming, one for processing, one for exports, one for consultancy. A good example is Nekkanti Sea Foods of Visakhapatnam, which sources shrimps from farmers along the coast. Instead of shrimp farming, Nekkanti has focused its energies on processing, packaging and building its brands, Akasaka Star and Akasaka Special, sold in seven countries. According to an industry expert, “each aspect gets the dedication and focus it requires with people having the required skill sets.” Nekkanti has correctly understood that small passionate farmers can manage operations more efficiently than corporate executives with a 9-5 mindset.


The experiences of shrimp farmers are an indication of the risks involved in making very heavy early commitments in an emerging industry. The reverses seen by the aquaculture industry also stress the importance of concentrating on a small segment of the value chain.

Floriculture

The floriculture boom was sparked off by rising rose prices in the 1990s. As prices peaked worldwide, many entrepreneurs rushed to grow roses. But so did counterparts in other countries, as the great rush began to the great flower auctions in Holland.


By the middle of the decade, supply increased significantly while there was a worldwide floriculture downturn. Meanwhile, many Indian floriculturists had spent heavily on imported greenhouses, equipment and consultants. Some had even set up greenhouses in the scorching heat of the north. Many of these companies crumbled under soaring costs. The early players in fact imported green houses at double the price, plant material at three times the present day value, and paid huge technical collaboration fees –Rs. 40 lakh for projects of Rs. 7 to Rs. 10 crore. 


Companies which have made investments carefully and diversified their market risk have fared better. Take the example of CCL flowers (turnover of Rs. 7 crore in 2000-01). According to Nadeem Ahmed, CEO, “We survived mainly because of our economies of scale and indirect exports to markets other then Holland.” 


There are about 62 floriculture units today (40 in South India), but most have been crippled by their high cost strucutre. Those who have involved contract farmers in growing flowers have done better. Like in aquaculture, farmers with a stake in the crop, who do not mind getting their hands dirty and who have an intimate knowledge of the production process, have proved to be more efficient than corporates.



Managers need to develop antennae that can sense a shakeout before their competitors do so. They can detect early warning signals by systematically monitoring the rate of entry of new players, the amount of excess capacity in the industry and a fall in price. Scenario planning, discussed earlier, can focus attention on change drivers and force the management team to imagine operating in markets which may bear little resemblance to the present ones. Studying other markets which have already seen a shakeout, which are similar in terms of structure and are susceptible to the same triggers can also be of great help. Examining how the same industry is evolving in other countries and regions can also provide useful insights.


Day refers to survivors from a boom and bust shakeout as adaptive survivors and those from a seismic shift syndrome as aggressive amalgamators. Adaptive survivors successfully impose discipline in operations and respond efficiently to customer needs and competitor threats. Dell is a good example of an adaptive survivor. During the initial shakeout in the PC industry in the 1980s, Dell survived due to its lean build-to-order direct selling model. In the early 1990s, Dell stumbled when it entered the retail segment and its notebook computers failed to get customer acceptance. CEO Michael Dell did not hesitate to make sweeping changes in the organisation. He put in place a team of senior industry executives to complement his intuitive and entrepreneurial style of management. Today, Dell is the largest manufacturer of PCs in the world. Quite clearly, it has been an adaptive survivor in an industry, which has seen the exit of several players.


Aggressive amalgamators show an uncanny ability to develop the right business model for an evolving industry. They usually make one or more of the following moves: rapidly acquire and absorb smaller rivals, cut operating costs and invest in technologies that increase the minimum scale required for efficient operations. Arrow Electronics, one of the largest electronic components distributors in the US is a good example of an aggressive amalgamator. Between 1980 and 1995, Arrow made more than 25 acquisitions, expanded internationally and cut costs by rationalising its MIS, warehousing, human resources, finance and accounting functions. In the Indian cement industry, Gujarat Ambuja seems to be emerging an aggressive amalgamator. Not only has this company cut energy and freight costs aggressively, but it also has become active in the Mergers & Acquisitions (M&A) arena.


For companies which find it difficult to become adaptive survivors or aggressive amalgamators, there are alternative survival strategies. These include operating in a niche market segment, joining hands with other small players through strategic alliances and finally to sell out and get the best price possible. The timing of the sale is crucial. Selling at the right time will maximise revenues. Neither a desperate sale nor excessive procrastination is desirable.

A framework for making strategic moves

The strategic moves of a company can be broadly classified into three: capacity expansion, vertical integration and diversification
. All these moves involve some risk, as they are based on assumptions that may or may not ultimately turn out to be true. A careful understanding of these risks and of how they can be minimised if not eliminated is important. Let us examine each of these strategic decisions.

Managing capacity expansion

When firms add capacity, they may not be able to utilise their capacity fully. Not adding capacity is also risky as a competitor may do so and gain a large market share. The risk associated with capacity expansion is largely due to uncertainty regarding the following factors:

i) Future demand – quantity and price realisation

ii) Future prices of inputs

iii) Technological advances

iv) Reactions of competitors

v) Impact on industry capacity


Capacity expansion is often narrowly applied to manufacturing. In many businesses, manufacturing is a trivial or non-existing activity. So, capacity needs to be understood in terms of the investments made in the most critical area of the value chain. Thus, in the pharmaceuticals industry, capacity has to be defined in terms of scientific manpower and sales force. In a software development company, capacity has to be understood in terms of the number of programmers employed. Many Indian software industries, which recruited software engineers aggressively during 1999 and 2000, now seem to be in big trouble. Many of these engineers are now on the bench.

Strategic risks in e-business

The Internet has created new types of strategic risk. If a typical Fortune 500 company’s life span is 40-50 years, in the internet world, “pure plays” have been known to wind up in a couple of years and in some cases, even months. An understanding of the strategic risks specific to e-business is hence in order.


Online companies make several blunders while formulating their business strategies. Many give away products free without giving a second thought to profitability. Others bet on selling excess inventory, (due to demand supply mismatch) at discounted prices. Ironically enough, e supply chains work efficiently and eliminate excess inventory, the very basis for the business model. Many e-business companies also manage their order fulfillment activities poorly. Either they invest heavily in their own warehouses, without commensurate returns or they find themselves at the receiving end of outsourcing relationships.


In some cases, outsourcing activities may result in vulnerability. This would happen if the business is run on a non standard IT and e-commerce platform software available only with the hardware supplier. In some cases, e-business companies may tie up with another company, say for web hosting. If the website provider steals the business idea, the potential damage can be immense. The risks involved in outsourcing and strategic alliances must be examined carefully before decisions are made on what is to be outsourced and what is to be done inhouse.


Many e-business companies have made no attempts to understand the strategic drivers in the industry. Not only technology, but consumer behaviour must also be examined if change patterns are to be predicted. For example, are web-based transactions going to be driven by price or can brand loyalty be built? Will customers buy baskets of goods from the same website or will they buy products separately and fill their consumption baskets? By examining alternative scenarios, a company can decide what resources to build up, how to deploy them and how to block competitor responses effectively.


Website crash is also a strategic risk in e-business. When the website crashes, there is potential for immense damage – direct, indirect, quantifiable and non-quantifiable. Senior management should have clear ideas about how to deal with a website crash.

Industry over capacity is one of the important risks which companies have to consider while expanding their individual capacity. The risk of excess capacity is particularly high in commodity type businesses. In such industries, since products are not differentiated, firms tend to add capacity to generate economies of scale. Risk is also high when capacity cannot be increased in incremental amounts, but only in big lumps. Over capacity may also happen in industries characterised by significant learning curve advantages and long lead times in adding capacity. When there is a large number of players, when there is no credible market leader, and when firms expand indiscriminately, excess capacity usually results.


A pre-emptive capacity expansion strategy, which aims to lock up the market before competitors can do so, is quite risky. This strategy requires heavy investments. The firm should have the capacity to withstand adverse financial results in the short run. If competitors do not back down or demand does not rise as expected, the firm can land in big trouble. A firm adopting this strategy should have a certain degree of credibility. Pre-emptive expansion of capacity is generally not advisable when competitors have non-economic goals, consider the business to be strategic in nature and have substantial staying power. 


Take the example of the Indian Internet Service Provider (ISP) industry which saw the entry of many players during the dot com boom. According to the Internet Service Providers Association of India, 437 players had applied for licenses but only 120 of them were in business in mid 2001. In April 2001, Delhi had 22 ISPs providing services to 2.5 lakh subscribers. The five leading ISPs - VSNL, Mantra, Satyam, NOW and Dishnet, had most of the market share. The remaining catered to just 2352 subscribers on an average. This is clearly an untenable situation in an industry where the initial investment ranges from Rs. 70 lakhs to Rs. 2.5 crores (to offer about 10,000 connections). At least 30,000 connections are needed to make operations viable. To make the business viable, a national level player needs 500,000 subscribers spread over a few cities. The only realistic way of removing the excess capacity seems to be through a wave of mergers. Only five ISPs are expected to survive in the next 12 – 18 months at the national level. Players like Satyam who have a large customer base spread over many cities are still making losses.


Texas Instruments (TI) has a unique way of adding capacity without taking undue risk. As demand is cyclical, excess capacity built during the good times becomes a liability during a recession. At Dallas, TI manufactures a wide range of products – low cost DRAM memory chips, customised and expensive microprocessors and sophisticated integrated circuits. Much of the production process, which involves placing transistors in silicon chips, is common across products. Only in the final stages, do the customised chips undergo refinement. TI runs the plant at full capacity but cuts back on production of cheaper DRAM chips and increases that of more sophisticated items when required.


Solectron, a company based in Milpitas, USA, specialises in the manufacture of circuit boards for various customers whose demand can fall or rise from time to time. Solectron uses computer software to manage capacity in a flexible way. By reprogramming robots and other machinery, the Milpitas factory can make different types of circuit boards for different customers on the same production line.


The Japanese are masters in the use of flexible manufacturing systems. In 1992, Toyota
 built a new plant in which the entire assembly process could switch to a different model in just a few hours. The plant cost much more than a traditional plant where a switchover would have taken weeks. But Toyota was able to add value and minimise risk by generating more options in the same plant.

Managing Vertical integration

Most companies find it difficult to decide to what extent they must adopt vertical integration. While outsourcing an activity increases flexibility, doing it in-house gives the company a greater sense of control. Indeed, ‘Boundary of the firm’ decisions are often risky. What a company does in-house and what it outsources has significant strategic implications for the risk profile of a company. IBM, in a bid to get its PC project going fast, decided to outsource the operating system from Microsoft. The rest, as we know is history. 


The most important issue in outsourcing is that the resources or capabilities on which the present or future competitive advantage of a firm depends, should be developed in-house. Thus, those competencies which allow a firm to gain cost leadership or achieve differentiation must be protected and nurtured. Resources must be captured and developed by the firm before others understand their value. Only then would a sustainable competitive advantage result. This implies a certain degree of risk taking. If such resources are not developed in-house, but are outsourced, the long-term competitive position of the firm would be threatened. For example, the research efforts of global pharmaceutical companies involve tremendous risk, but cannot be outsourced. This is because research forms the basis for competition in the pharmaceuticals business. Or as Drucker puts it, this is a risk which is built into the very nature of the business.

Outsourcing of all non core activities or competencies can also create problems. Excessive dependence on suppliers can sometimes make the firm vulnerable. Where there is only a small number of suppliers who enjoy tremendous bargaining power, outsourcing can be a risky strategy. Vulnerability to suppliers can also be pronounced if vendors are selected too early in the procurement process. 


Outsourcing contracts are often finalised in uncertain environments on the basis of incomplete information. This is a flexible approach, but is risky because opportunistic outsourcing partners who develop bargaining power can renegotiate terms in their favour. The outsourcing transaction may require substantial, dedicated investments. If these are not shared with the supplier, the firm may find itself being exploited.


To summarise, three important points have to be kept in mind in order to minimise outsourcing risk:

· A company must not outsource those activities which are central to its competitive position

· A company should not outsource when suppliers are few in number unless they are exceptionally reliable

· A company must avoid dependence on the supplier.


While evaluating vertical integration projects, hard data alone is not enough Managerial intuition is crucial in understanding the strategic implications. As Michael Porter
 puts it, “The essence of the vertical integration decision is not the financial calculation itself but rather the numbers that serve as the raw material for the calculation. The decision must go beyond an analysis of costs and investment requirements to consider the broader strategic issues of integration versus use of market transaction as well as some perplexing administrative problems in managing a vertically integrated entity that can affect the success of the integrated firm. These are very hard to quantify.” We will now examine briefly some of the more complicated issues in vertical integration.


Millennium Pharmaceuticals: Forward integration to reduce risk

Drug development is an expensive and time consuming process. It can take up to 15 years and about $500 million to develop a drug from scratch and bring it to the market. Millennium Pharmaceuticals (Millennium) (set up in 1993) specialises in basic research on genes and proteins using automated R&D technologies. Millennium has been using robots to accelerate the process of identifying leads. Its scientists can manage dozens of experiments simultaneously and spend more time on analysing the results rather than actually doing the experiments. 


Though Millennium began operations in the most upstream end of the value chain, it has recently decided to move down the value chain, closer to the customers. The company’s CEO Mark Levin recently remarked 
: “It looks as though most of the really big leaps in basic scientific knowledge have been made. We’ve mapped the Genome and the information is publicly available… Value has started to migrate downstream, towards the more mechanical tasks of identifying, testing and manufacturing molecules that will affect the proteins produced by genes and which become the serums and pills we sell. At Millennium, we’ve anticipated this shift by expanding into downstream activities. Our ultimate goal is to develop capabilities and a strong presence in every stage of the industry’s value chain – from gene to patient.”


Millennium’s decision to shift from a specialist to a generalist looks quite risky at first glance. Expanding downstream in the pharmaceuticals industry requires big investments and strong capabilities in areas ranging from intellectual property protection to marketing. Levin is using partnerships and alliances to reduce this risk. He has signed a deal with Abbott Laboratories for a joint marketing agreement involving diabetes and obesity products. Levin has also tied up with Aventis in the fields of rheumatoid arthritis, asthma, multiple sclerosis and other major inflammatory diseases.


Levin is confident that Millennium can move smoothly into the downstream segments of the value chain. He feels it can leverage its gene-finding technologies to improve productivity in the testing stages of the value chain. Levin feels the scope to capture value justifies the risks involved: “It’s because (in the pharmaceuticals industry) there’s still only one really valuable product you can sell: the pill or the serum that the patient takes. The discrete stages that specialist companies can carve out ultimately do not carry enough of the product’s value, so margins tend to be quite small. No company will ever create any serious long-term value in our industry by staying in just one or two stages of the value chain.”


One of the tricky issues in vertical integration is striking a balance between the need to have control over crucial elements of the value addition process and the need to encourage technology development among suppliers: According to Hayes and Abernathy,
 “In deciding to integrate backward because of apparent short-term rewards, managers often restrict their ability to strike out in innovative directions (ability to absorb the most advanced technologies into the production process) in the future.” Hayes and Abernathy attach a lot of importance to the specialised technical capabilities of a supplier. They feel that where the basic raw materials are commodities, backward integration can help in cutting costs, but where they are sophisticated components, sourcing from specialised suppliers makes more sense. If parts are made in-house, the company may not only be locked into an outdated technology, but also distracted from its core job. Ted Kumpe and Piet T Bolwijn
 however disagree with this view: “No doubt, major manufacturers have to learn to get the most from suppliers. But manufacturing reform and backward integration are related in subtle ways to the three stages of production (components, sub-assembly and assembly) over which the big manufacturers preside. Without integration, technology-based corporations may wind up beggaring upstream components producers in order to earn premiums for downstream assembly and distribution operations, businesses that are comparatively flush. This cannot go on indefinitely.” Manufacturers who pursue an outsourcing model may enjoy some cash advantages in the short run. But in the long run they may find themselves at a disadvantage and in extreme cases may even become heavily dependent on vertically integrated competitors for supply of components. This is clearly an undesirable situation.

The perils of outsourcing

Many leading companies, who depend heavily on outsourcing have found themselves facing problems in recent times. Cisco which outsources much of its manufacturing from contract equipment manufacturers (CEM) is a good example. In early 2000, Cisco, faced shortages of memory and optical components that made it difficult to cope with rising demand. Later, when the telecommunications infrastructure industry witnessed a sharp slowdown and orders dried up, Cisco found itself burdened with excess inventory. Raw materials inventory increased by more than 300% from the third quarter to the fourth quarter of 2000. Ultimately, Cisco had to write off $2.25 billion.


Cisco is not the only company which has had to deal with outsourcing risks. In 1999, Compaq could not execute many orders for hand held devices, because of a shortage of LCDs, capacitors, resistors and flash memory. In September 2000, Sony could not ship out finished goods because of a shortage of graphics chips for its highly successful Play Station II computer game machines. Palm lost a lot of business recently because of a shortage of liquid crystal displays (LCD). In 2000, Philips’ production of telephones was disrupted because of an insufficient supply of memory flash chips.


A point often forgotten is that Original Equipment Manufacturers (OEMs) and CEMs have different business models. OEMs enjoy higher margins and would like to launch a variety of products in quick succession to meet the needs of different customers. CEMs on the other hand focus on cost cutting since they work on thin margins. While OEMs look for flexibility, CEMs want predictability. While OEMs are customer focussed and change the product mix based on market needs, CEMs try to avoid buying incremental, high cost inventory in the spot market, an unavoidable consequence of frequent product mix changes. 


An important point to be noted is that outsourcing relationships lack the type of informal exchanges which can smoothen out problems quickly and which are possible in a vertically integrated enterprise. Marketing and operations staff can stand near the water cooler or meet in the canteen to exchange notes. Such informal communication channels are not possible in outsourcing relationships.


As Lakenan, Boyd and Frey point out
, “Companies today are confronted by a new reality. Gone are the days when owning and controlling every part of business was desirable, or even possible. Outsourcing is here to stay. But just as traditional manufacturers stumble when their processes fail to scale, outsourced enterprises fail if their relationships cannot scale effectively on the upside and the down. For outsourcing to work, OEMs and CEMs must look beyond the deal. They need to step back and reevaluate their relationships, realign the processes and evolve as the market moves.”

A point often overlooked, when moving up or down the value chain, is that the dividing line between vertical integration and unrelated diversification is very thin. Firms often vertically integrate to reduce uncertainties in sourcing and marketing. They may also feel that control over a larger portion of the value chain, may facilitate differentiation. What is often forgotten is that different activities along the value chain may need different managerial styles. For example, manufacturing and retailing very obviously demand different sets of managerial skills. As Porter puts it
, “Organisational structure, controls, incentives, capital budgeting guidelines and a variety of other managerial techniques from the base business may be indiscriminately applied to the upstream or the downstream business. Similarly, judgements and rules that have grown from experience in the base business may be applied in the business into which integration occurs.” Companies must appreciate that experience in one part of the value chain does not automatically qualify management to enter upstream or downstream businesses. 


Drucker
 argues that forward integration typically results in diversification, while backward integration usually leads to concentration. This argument is not always valid. Consider a petroleum refinery forward integrating into petrochemicals. There is a very strong fit in terms of both technology and markets. On the other hand, if it moves backward, there are substantial differences between oil exploration and refining, especially when it comes to technology.

Vertical integration: Doing a Cost-Benefit Analysis

Benefits

· Bringing different elements of the value chain together can generate efficiencies.

· Integration lowers the cost of scheduling, coordinating and responding to emergencies.

· Integration reduces the need for collecting various types of information from the external environment and cuts transaction costs.

· Upstream and downstream stages can develop more efficient and specialized procedures for dealing with each other than would be possible with independent suppliers/ customers.

· The firm can gain more expertise in the technology associated with upstream and downstream businesses.

· Integration reduces uncertainty about supply of parts/raw materials and demand for finished goods.

· The bargaining power of suppliers and customers can be reduced. 

· By controlling a larger segment of the value chain, a firm has greater scope for differentiation.

· In some cases, vertical integration can raise entry barriers. 

· Forward integration can help generate better price realisation.

· Backward integration can help protect proprietary knowledge.

Costs

· Different segments of the value chain demand different competencies. 

· By increasing the fixed costs business risk is also increased.

· Integration reduces the firm’s ability to change partners as in-house suppliers cannot be asked to close at short notice. 

· Integration means greater capital investments, more debt and consequently greater risk.

· By integrating, the firm may lose the opportunity to tap the latest technology from its suppliers.

· Maintaining a balance between different stages of production may be difficult. 

· Because of captive relationships, the incentives for upstream and downstream businesses to improve may be limited.


John Hagel III and Marc Singer
 offer a very useful framework for resolving the vertical integration dilemma. They lay stress on the coordination of different players involved in a value chain activity. When the interaction costs can be reduced by performing an activity internally, a company will vertically integrate rather than outsource. Reduction in interaction costs leads to a fallout in the industry and changes the basis for competitive advantage. The emergence of information technology in general and the internet in particular has dramatically lowered interaction costs. So, the chances are that specialized players will hold the aces. 


Hagel and Singer argue that there are three different core processes which are integral to any business and the competencies needed to manage them are quite different. These are customer relationship management, product innovation and infrastructure creation. 


Customer relationship management focusses on attracting and retaining customers. It involves big marketing investments that can be recovered only by achieving economies of scope. A wide product range and a high degree of customisation to suit the needs of different customers are the critical success factors in customer relationship management.


Product innovation aims to bring out attractive new products and services to the market in quick succession. Speed is important because early mover advantages are often critical. Small organizations with an entrepreneurial style of management are often better at innovation than large bureaucracies.


Infrastructure creation is necessary to handle high volume repetitive transactions efficiently. Economies of scale are vital for recovering fixed costs. Standardisation and routinisation are the essence of this process.


When these three processes are combined within a single corporation, conflicts are bound to arise. Scope, speed and scale cannot be achieved simultaneously. So, many industries like newspapers, credit cards and pharmaceuticals are splitting along these lines. Consultants like BCG call this the deaveraging of the value chain.


Once a company decides which of the three processes to handle in-house, it will have to divest the other two. Then, scale or scope will have to be built by mergers and acquisitions. In other words, restructuring will take place through a process of unbundling and rebundling. Companies may find opportunities to build scope or scale in one industry and then stretch it across other industries. 


Once interaction costs start falling rapidly, reorganization of the industry will ensue at a rapid pace. Under such circumstances the sources of strength of a vertically integrated player can turn into sources of weakness overnight. This is precisely the type of risk which needs to be avoided.

Managing Diversification 

Many companies prefer to concentrate on one business. The main argument in favour of concentration is that managerial resources can be focussed on a few opportunities instead of being spread thin over several ones. Yet, concentration beyond a point is a risky strategy as demonstrated by Arvind Mills’ excessive dependence on the denim business. Diversification is a powerful way to manage risks. In this section, we shall look at some of the risks that companies face when they diversify.


According to Peter Drucker,
 “Every business needs a core – an area where it leads. Every business must therefore specialize. But every business must also try to obtain the most from its specialization. It must diversify.” Drucker argues that while the central core of a business should decide which businesses it enters, diversification is a must in this era of fast changing markets and technologies. 

Amul: Bold attempts to diversify

Consider the Gujarat Co-operative Milk Marketing Federation (GCMMF)
, best known for its Amul brand. For long, Amul has been equated with butter and cheese. Over the years, Amul has moved into milk chocolate, ice-cream, curd, mozzarella, cheese and condensed milk. Its latest move to offer pizzas at a price of Rs. 20 has created a furore in the markets. Amul is also planning to launch a coffee brand, in association with the coffee cooperatives of south India. Amul’s low cost operations, zero debt and very low working capital requirement (Rs. 22 crore on sales of Rs. 2300 crore, according to finance chief L S Sharda
), make it well placed to continue offering products for the mass markets. Managing director BM Vyas is very confident
: “This dairy, non diary thing is a producer’s distinction. For the consumer, Amul just stands for quality foods.” Chairman Verghese Kurien is equally upbeat
: “Amul is a brand worthy of the trust of 100 million Indians. Why should it just be a label for butter?” 


But clearly Amul is taking some big risks in its bid to emerge as a diversified foods company with a targeted turnover of Rs. 10,000 crore by 2006-07. The big question is whether Amul can leverage its existing brand equity in these new businesses. As Amul diversifies, risk of diluting its brand equity cannot be underestimated. Past experience indicates that diversification is not all that easy. Take the case of chocolates, which Amul entered in the 1970s. Amul’s market share is only 2% against market leader Cadbury’s 70%. 


However, Amul is no pushover. Its ability to keep prices low is well established. Moreover, its distribution network includes 100,000 retailers with refrigerators, an 18,000 strong cold chain and 500,000 non refrigerated retail outlets. In ice-creams, which Amul entered in the mid 1990s, it has a creditable 27% market share compared to market leader HLL’s 40%. The Amul girl has proved to be an effective brand mascot. It has given the company’s ads a great deal of visibility, has helped it gain instant recognition and kept advertising expenses down to just 1% of its revenues. Amul’s competitors spend between 7 and 10% of their revenues on ads. Amul has also got much more out of its advertising by allocating 40% of its advertising budget to umbrella branding through its Taste of India campaign.

These comments were made by Drucker more than 30 years back. Today, the business environment has become much more volatile and dynamic. So, diversification cannot be avoided. The right question to ask, more often than not, is not whether to diversify, but where and how to diversify. Drucker offers a general guiding principle in this context: “A company should either be diversified in products, markets and end-uses and highly concentrated in its basic knowledge area; or it should be diversified in its knowledge areas and highly concentrated in its products, markets and end-uses. Anything in between is likely to be unsatisfactory
.”
 


Another famous management guru, Gary Hamel
 contends that excessive dependence on a single market may be a high-risk gamble. Hamel advocates a broad portfolio to increase a company’s resilience in the wake of rapidly shifting customer priorities. For Hamel, a portfolio can consist of countries, products, businesses, competencies or customer types. Infosys believes in the same strategy. (See interview with Infosys Managing Director Nandan Nilekani in Chapter I).

The pros and cons of diversification

In general, entry into a new business is advisable only if it is likely to have a beneficial impact on the existing businesses. Benefits may be in various forms - better distribution, improved company image, defense against competitive threats and improved earnings stability. When entering a new business, the firm must be able to offer a distinct value proposition in the form of lower prices, better quality or more attractive features. Alternatively, it should have discovered a new niche or found a way to market the product in an innovative way. Jumping into a new business just because it is growing fast or current profitability is high, is a risk that is best avoided. This is precisely why many software companies based in Hyderabad have gone bust after the slowdown of the US economy. Opportunistic diversification has also been the main reason for the downfall of several Indian entrepreneurs in the granite, aquaculture and floriculture businesses (See box item).


The portfolio theory states that unsystematic risk, the risk particular to a company or an industry, can be eliminated by building a diversified basket of stocks. In fact, Harry Markowitz, William Sharpe and Merton Miller won the Nobel prize in 1987 for their theory of portfolio diversification. The fortunes of all industries do not move in tandem. So, the downs in one industry can be compensated by the ups in another. Knowledgeable investors consequently attempt to build a diversified portfolio, which is vulnerable only to systematic risk, i.e., the swings in the economy as a whole. 


However, many feel that it is cheaper for investors to build a diversified portfolio than for companies to diversify risk on behalf of investors. Indeed, this view is supported 

by the theory of core competence which has dominated management thinking in recent times. In the 1960s and 1970s, many companies diversified, hoping to stabilize earnings, gain administrative economies of scale and reduce risk. But in the 1980s, many consultants and academicians argued that risk reduction could be better achieved by individual investors. They were in favour of diversified businesses being broken into smaller units, each of which could concentrate on the industry and activities it knew best.

ITC: Entering new businesses aggressively

A good example of a company attempting to diversify away its risk is ITC. Today, almost 80% of ITC’s sales come from cigarettes and tobacco. By 2006, ITC has plans to reduce this to 60%. Among the businesses which ITC is looking at seriously are apparel retailing and branding, ready-to-eat packaged foods, confectionery items, hotels, infotech, paper and boards. While businesses like hotels and paper have been around for some time, others are quite new.


 Over the years, the cigarette business has been quite profitable for ITC. In the last fiscal year, ITC generated cash flows of over Rs. 1,150 crores and its reserves have grown to about Rs. 3300 crore. ITC has retired much of its debt taking full advantage of its healthy cash flows. But it still has a lot of cash that can be invested to generate faster growth. This has prompted the company to look at new businesses. Moreover, there are major question marks about the cigarette business. On November 2, 2001 the Indian Supreme court banned smoking in public places and public transport. The judgement was interpreted by the markets as a major blow to cigarette companies. The ITC share fell by 10% on the NSE as soon as the judgement was made.


ITC’s diversification moves in the past have met with mixed success. Hotels and paper have been relatively successful, but the company burnt its fingers when it entered financial services and international trading. The company’s image also took a beating after the Enforcement Directorate accused the international trading division of violating FERA rules. Looking back, it is clear that ITC rushed into some of these businesses without understanding the strengths it could bring to the table.


Now, a wiser ITC under the leadership of Yogi Deveshwar is making a renewed effort to build new businesses. Press reports indicate that new ideas are being carefully screened, tested, nurtured and incubated before being launched. Take apparel retailing. ITC hopes to take full advantage of its formidable expertise in distribution and the Wills brand name. Similarly, the paper division’s capabilities in manufacturing high quality paper will be leveraged for the recently launched greeting cards business. ITC is also counting on its brand management expertise as it moves into businesses like confectionery.


ITC is increasing its investments in hotels and paper. It hopes to expand the number of hotels from 41 (in 2001) to 80 by 2005. Sales are projected to grow from Rs 250 crores (2000-2001) to Rs 1500 crores by 2006. The paper business is planning to expand capacity from 204,000 tonnes per annum to 400,000 tonnes per annum in the next few years. ITC may invest as much as Rs 1000 crores in this business in the next few years.


Can ITC successfully manage this wide portfolio of businesses? Top management sources explain that there should not be a problem as ITC is rapidly becoming a holding company with a venture capital mindset. The company is confident that it can use its existing skills to manage new businesses. In the lifestyle retailing business, ITC feels its strong branding capabilities backed by good quality will help it to stay ahead of competition. As Chief Executive Sanjiv Keshava explains
, “Most of our competitors have category products, which means they specialise in certain products: either shirts or trousers. All of them have a manufacturing background and therefore, those are the products they’ve been able to bring out in the market. We started on a different premise with no manufacturing background, but we source from the best manufacturers in the country … We have got our products designed internationally and we have come out with what is called a wardrobe brand.”


Notwithstanding the optimism of ITC’s senior executives, the fact remains that the company is taking quite a bit of risk in its new ventures. Rivalry in many of the new businesses is much higher than in the cigarette business. Only time will tell how successfully ITC’s existing competencies can be leveraged in these new businesses.


How valid is the theory of core competence today? Many successful companies have a portfolio of businesses rather than just a single one. And the dividing line between core and non-core activities, related and unrelated businesses is tenuous. Consider Microsoft. Starting with operating systems, it diversified into applications software. In recent times, it has moved aggressively into businesses such as enterprise software and web hosting and management services. While software may be the common thread running through these activities, the technical and management capabilities required to manage these activities are obviously diverse and the markets are quite different. Yet, Microsoft sees entry into these new businesses as a means of maintaining growth and profitability. Similarly, the highly successful company, Cisco has one of the broadest portfolios in the data networking business. Cisco is far less dependent on the fortunes of any single technology than its competitors.


GE is an even better example of how diversification can be used to reduce risk and create new opportunities. One of the stars in GE’s portfolio is GE Capital, a business which is as different as one can imagine from its traditional engineering industries. GE is today in many businesses, ranging from plastics to aircraft engines. Its diversified portfolio has lent a degree of stability to earnings, which may not have been possible had it focussed on one single industry . No large company has been able to match GE’s ability to maximise value for shareholders.


The risks associated with diversification should be weighed against the opportunities it provides. Indeed, some companies have missed great opportunities by not embracing a new business. A good example is AT&T, which refused an offer from the National Science Foundation (NSF) of the US to transfer its internet operations at no cost. AT&T felt that the Internet offered an inferior technology that would have an insignificant role to play in telephony. AT&T lost the opportunity to get a monopoly on what has turned out to be the most powerful communication medium in recent times. Due to strait-jacketed thinking and an inability to visualise alternative scenarios, AT&T gave up a golden opportunity to build a business that could have operated across the value chain, combining the operations of a telecom company, Internet service provider and switching equipment manufacturer.


The message is clear. Diversification as a means of reducing risk is a strategic tool which cannot be ignored. Yet, if this strategic tool is handled wrongly, disaster can result. A good example is Metal Box (India) Ltd, the metal packaging company which diversified into bearings. This move destroyed the company. Even after divesting the bearings division, Metal Box continues to be a troubled company. Similarly, Zap mail cost Federal Express $600 million before the new fax service was withdrawn. Polaroid lost heavily (about $200 million) when it diversified into instant movies. Sony had a hellish time when it acquired Columbia Pictures.

Making diversification work

Under what circumstances does diversification work? Milton Lauenstein
 has an interesting explanation for the success of some diversified companies. He argues that in well-managed conglomerates, the mediocre performance of unit managers is not tolerated. On the other hand, in focused firms, the CEO is rarely sacked unless the performance is disastrous. Moreover, well managed conglomerates tend to have a corporate staff who go through the annual budgets and long range plans of the operating units with a microscope. In contrast, directors of a focused company often do not spend enough time, going into details. As he puts it: “When conglomerates succeed it is not because of their strengths. It is in spite of their weaknesses. The hidden reason why diversification can work and often does, lies in the operation of the system of governance of independent corporations. Boards of directors are not prepared to improve performance standards in a manner comparable to that required by a corporate management.” If a conglomerate selects able unit mangers, energises them with a strong corporate purpose, monitors their progress and provides guidance and support when needed, it can outperform the boards of many independent companies. This is exactly what GE, the most successful large diversified company in corporate history, seems to have done under the leadership of Jack Welch. 


However, diversified corporations must avoid heavy bureaucracy. They must focus on basic governance using a small corporate staff. As Lauenstein puts it: “If it begins trying to coordinate the activities of various units, it will be drawn into operating management functions. The corporate office will expand and begin making decisions which would be better made by executives in operating units. It then becomes an easy mark for a well managed independent competitor.” Lauenstein also points out that in focused firms, the top management’s role is to understand the industry, make the key operating decisions and run the business. In a conglomerate on the other hand, the top management must govern, not run operations. Its focus must be on selecting, motivating and mentoring the general managers of individual units. 


At GE, Jack Welch has done all this and more. He has killed bureaucracy, encouraged innovation and selected extraordinarily talented managers to manage each of the diverse businesses. Welch has also been ruthless with non-performers. Of course, Welch adopted a hands-on approach when it was necessary. In his autobiography, he refers to his attempts to intervene directly in the activities of business units as “deep dives.” Welch admits that he acted as a ‘virtual project manager’ for CT Scanners, MRI machines and ultra-sound imaging. In the early 1990s, Welch asked John Trani, the head of the Medical unit, to report directly to him on the ultra-sound imaging project. Welch says
, “I got involved in everything my nose told me to get involved in, from the quality of our X-ray tubes to the introduction of gem-quality diamonds. I picked my shots and took the dive. I was doing this up until my last days in the job.” It remains to be seen whether Welch’s successor Jeffrey Immelt will be able to hold GE’s disparate business units together.


In India, JRD Tata successfully built a portfolio of diverse businesses, even though his management style was quite different from that of Welch. But like Welch, Tata had the extraordinary knack of selecting some truly outstanding managers to run the different companies. He kept Russi Mody at Tata Steel, Sumant Mulgaonkar at Telco, Darbari Seth at Tata Chemicals and Ajit Kerkar at India Hotels. JRD’s successor, Ratan Tata has attempted to rein in individual companies and impose various forms of control. Many analysts have lauded these moves but the danger here is that bureaucracy may creep in at the headquarters in Bombay House. And as Lauenstein has pointed out, bureaucracy is extremely dangerous for a diversified conglomerate. 

Concluding Notes
Strategic planning lays the foundation for effective risk management. It provides the broad road map for an organization based on the company’s internal profile and the characteristics of the external environment. Strategic planning enables organizations to come to grips with uncertainties in the environment and formulate strategies more effectively. Tools such as scenario planning (See case on Royal Dutch Shell at the end of the chapter) can sensitise the organization to the various risks faced and more importantly, help it to frame concrete action plans to manage them. Diversification, vertical integration and capacity expansion are all risky decisions. By collecting information systematically, analysing it and visualising alternative scenarios, the risks associated with these decisions can be mitigated if not eliminated. This chapter examined some contemporary strategic planning tools that organizations can use to manage risk.

Case 2.1 - Scenario Planning at Royal Dutch /Shell


“Every organization must think ahead, but how? We look out into the future, trying our best to make wise decisions, only to find ourselves staring into the teeth of ferocious and widespread uncertainties. The future is complex, uncertain and not in our control, but the future is where the strategies we enact today will lead us.”

Shell Website. 

Introduction

Oil companies are exposed to a variety of uncertainties - price fluctuations, market risks, physical hazards and environmental risks. Oil prices have fluctuated between $4 and $40 per barrel in the last 15 years. An accidental spill can cost an oil company up to $3 billion. (See box item on the Exxon Valdez Oil Spill in chapter V). Shell, one of the largest oil companies in the world, has developed a technique called Scenario Planning to deal with uncertainty. Over the years, Shell has refined Scenario Planning. In the 1970s and 1980s, business units in Shell used scenarios in a structured and regimented manner. In the 1990s, Shell realised that Scenario Planning had to be less frequent and less regimented to be more creative and effective. A recent survey of 20
 companies has revealed that five out of them follow virtually the Shell methodology, six use a variation and six use more simplified versions of Shell’s methodology. This case looks at the evolution of Scenario Planning in Shell and how it has facilitated risk management. The case also brings the reader up-to-date with Shell’s current scenarios. 

Table I

Application of Scenario Planning at Shell

1970s
· Global scenarios

· Addressing macro economic and oil industry issues

· Preparing for uncertainty and change




1980s
· Broad based global scenarios

· Improved understanding of socio political developments and energy markets




1990s
· Both global and focused business scenarios

· Wider range of applications

The evolution of Scenario Planning

Scenarios are stories of how the external environment may develop in the future. They draw attention to important forces that can push the future in different directions. Scenario Planning facilitates a more detailed examination of long-term forces that are normally not considered, but which are likely to catch the company unawares. Shell begins the Scenario Planning exercise by identifying the issue or decision involved; and then links it to the company’s strategic agenda, making reasonable assumptions whenever required. Shell uses a combination of global and local scenarios to guide its strategic planning activities.


Shell has used Scenario Planning to deal with uncertainty in various ways. The company can come to grips with what it does not know well but which might be critical to the business in future. Scenario Planning can also help deal with things which may be familiar to Shell, but which bring about discontinuities frequently. Scenarios also help Shell to build different mental maps about the world and enable it to recognise better and understand signals emerging from the environment. As Shell puts it, “Scenarios can help us to think the unthinkable, anticipate the unknown and utilise both to make better strategic decisions.” In short, scenarios help Shell to understand complex situations better by facilitating organisational learning.


Shell draws an important distinction between Scenario Planning and forecasting. Forecasting is useful only when things continue like in the past. Discontinuities in the form of geographical changes, societal changes, environmental impact and technological advances, can create surprises and throw forecasting out of gear. Scenario Planning is much more flexible. It not only helps managers in visualising different possibilities but also indicates how they should be equipped to deal with them.


For Shell, scenarios are plausible and challenging stories, not forecasts. They do not extrapolate the past to predict the future, but instead offer two very different stories of how the future might look.


Circumstances played an important role in encouraging Shell to use Scenario Planning. In 1972, Shell was the second largest oil company in terms of sales, but was regarded as the weakest among the top seven oil companies. Shell was vulnerable (because of a shortage of oil reserves) to oil shocks due to the influence of the OPEC cartel. The domination of OPEC by Islamic countries intensified this concern.


When it introduced Scenario Planning in the early 1970s, Shell asked its managers to give up a strait-jacketed one-line approach. It wanted them to look at each scenario as an imaginative story about the future. Scenario planners considered various variables: Social values, technology, consumption patterns, politics and currency movements. They studied the interaction between various external factors such as Middle East politics and their company policies such as capital expenditure. Scenario stories were tested and quantified with the help of simulation models and the company’s data banks on energy and economics. Shell’s top management asked managers to consider the various possibilities indicated in the scenarios and passed a decree that annual capital and operating budgets should be defended against the background provided by the scenarios. 


To make Scenario Planning more scientific, Shell took a closer look at the strategic interests of oil producers, consumers and companies. It analysed the major producer countries according to their oil reserves and their dependence on oil revenues for economic development. Shell also examined the requirements of oil consuming countries and looked at the impact of high oil prices on their Balance of Payments and inflation rates. This enabled Shell to anticipate possible responses to higher oil prices.


 Over the years, Shell has constructed various scenarios. One of the earlier ones was the Sustainable World where major international economic disputes were resolved, trade wars were absent and free trade expanded. In this scenario, more attention would be given to environmental issues, stricter operational norms would emerge and there would be increased expectation for compliance. Another scenario was Global Mercantilism, characterised by trade wars, recession, and destabilization. Here, trade blocs would be created and environmental issues would be hotly debated. Shell also supplemented Scenario Planning with “War Gaming.” Units were expected to visualise disruptions in supplies and prepare contingency proposals to deal with the situation. 


Scenario Planning kept Shell well prepared for the 1973 and 1979 oil crises. In the early 1980s, while other companies accumulated oil following the outbreak of the Iran-Iraq war, Shell correctly anticipated a glut and reduced its stocks. During the Gulf War (1990), Shell found its crude supplies blocked. But it was still able to mobilise alternate crude supplies and deal with the crisis effectively. Shell also anticipated the breakup of the Soviet Union.

Scenarios 1992

Shell’s 1992 scenarios described two responses to the forces of globalisation, liberalisation and technology sweeping the world. In New Frontiers, these forces would gain acceptance. In Barricades, they would be resisted. A few years later, Shell came to the conclusion that There was No Alternative to these forces (TINA) and Barricades was not really on. Shell decided that future scenarios had to be built around TINA.

The benefits of Scenario Planning
· It sensitises managers to the outside world.

· It promotes ‘outside the box’ thinking.

· It makes risky decisions more transparent by identifying the major threats and opportunities.

· It facilitates evaluation of present strategies.

· It generates future options for the company and facilities their evaluation.

· It minimises crisis management.

· It facilitates gradual change.

· It enables managers to spot change early.

Scenarios 1995-2020

The 1995 scenarios emerged from a detailed analysis of what political, social, business and economic systems would best exploit the forces of TINA Shell looked at two scenarios for the period: 1995-2020 Just Do IT and Da Wo (Big Me).


In Just Do It, companies who were quick to innovate and compete effectively in a world of intense competition, customisation and self reliance would succeed. Ad hoc informal networks of people would come together to solve specific problems. They would dissolve once the task was completed. This scenario would demand individual creativity and excellent problem solving skills. Societies which valued freedom, autonomy, individual initiative and a feeling of control over one’s destiny would be at an advantage. The ability to be flexible and take quick, well-informed decisions would be important. This scenario implied a self-organising world in which groups were conscious of themselves and their own organising principles. The private sector would play an important role in managing services such as pension schemes, power utilities and even education. NGOs, businesses and local government officials would also play a significant role. Social security would become the responsibility of individuals. The role of the Government would be limited to providing basic safety nets. Technology, deregulation and attempts to conserve energy would become important. World energy demand would increase at about 1.3% per annum, the same rate as the population growth. Telecommuting, virtual reality and intelligent appliances would all reduce the energy consumed to GDP ratio. In this scenario, the US would retain its status as the world’s most important economic power.


 In the second scenario, Da Wo, trust and the enabling role of the Government would be important. Only governments and government institutions would be able to solve many of the problems caused by gobalisation. Governments would play an important role in infrastructure, education and primary research. Asian societies, where informal networks were more important than legal contracts would be better placed. Societies, which emphasised security and cultural identity and where people gave more in return would do well. Asian companies would do well because of their ability to blend ideas and technology acquired from outside the region with their own indigenous values and traditions that emphasised loyalty and trust. Businesses would be closely integrated with society and high standards of business behaviour would be expected. Managers would have to pay heed to the concerns of customers, shareholders, employees and the society. Companies that did not display good social behaviour would suffer in the marketplace and struggle to maintain good relationships with governments around the world. In this scenario, the emphasis would be more on responsibilities rather than rights. An educated, inspired and loyal workforce would be a critical success factor. Employees would be motivated by a clear understanding of the company’s vision. This scenario would probably encourage the consolidation of industries to generate larger market shares and as a consequence economies of scale. Companies like Shell would have to learn to build a web of alliances and relationships in the Asia Pacific region.

Table II

The New Game
People Power




· New global institutions
· Flowering of diversity

· Liquid and transparent markets
· Institutional obsolescence

· Kyoto works
· Energy growth and saturation

· Low oil prices
· Volatility

Scenarios 1998-2020

Shell realised that the force of TINA was as strong as ever. It looked at TINA operating at two levels – TINA above at the level of markets, financial systems and governments and TINA below at the level of individual people, who in many parts of the world were becoming wealthier, educated and free to choose.


In the first scenario, The New Game, Shell envisaged the continual reinvention of businesses and the strengthening of global institutions. On the other hand, in the second scenario, People power, consumer choice, rising personal expectations and grassroots pressure groups would thwart attempts to impose rules. 


In the New Game, companies would successfully adjust to the TINA forces. People would come together to reconstruct old institutions and strengthen new institutions. The New Game would see a shakeout. A few players would dominate and pocket most of the profits. Increasing transparency and competition would result in commoditisation. Companies would have to reposition themselves from time to time to stay ahead of competitors and regulators. Nations would create minimal safety nets and instead concentrate on creating a level playing business environment. A new set of international institutions would emerge and set standards on a wide range of issues, from internet access to the environment. The formation of a World Environment Organisation was very much likely. Global GDP would grow at about 4% per year. The ability to identify the most profitable area of the value chain and to cut costs would be critical success factors. Companies good at identifying the constantly shifting profit zone of the value chain would do well. Organizations would need to create an environment that encouraged fast, cheap and effective learning.


In people power, growing affluence would allow people to express their views freely. Liberalisation, education, technology and more wealth would enable people to behave more openly, with less inhibition. Many long-standing social institutions and norms of behaviour would be weakened. This would include marriage, obedience to authority and norms of sexual expression and public behaviour. The result would be a volatile and unpredictable world with fragmented political parties and widely divergent views that would make it difficult to build a consensus. Institutions would be challenged by the speed of change and find it difficult to reform themselves or their spheres of activity fast enough to address current problems. Issues such as pensions and the impact of aging populations would remain unresolved. People would complain and feel insecure. But increased innovation and personal initiative would lead to a dynamic world. There would be a great degree of volatility in the energy markets and oil prices would fluctuate. Energy marketers would exploit aggressively new information and technology to differentiate their services according to time and occasion-of-use, location and demography and provide a range of newly bundled energy services. In spite of rising energy demand, a plethora of energy saving devices and shift to services would result in a stagnant demand for energy. Communities might protest against oil, coal and automobile companies. Corporations would maintain high standards of social accountability. Creative entrepreneurs would be needed for organisations to survive. People would be the key to developing creative solutions to cope with the unpredictable environment. Attracting and retaining good people would be a major challenge. Leaders would have to provide a strong sense of values and purpose and leave it to frontline entrepreneurs to make decisions.

Current Scenario

On October 13, 2001, Shell announced the latest refinement of its scenarios, going up to the year, 2050. It zeroed down on two scenarios – Dynamics as usual and The spirit of the coming age. In the first scenario, Shell expected a gradual shift from carbon fuels, through gas, to renewable energy. In the second scenario, Shell expected a technical revolution to create unusual dynamics. One new variable which Shell is taking more seriously is the rise of Islamic fundamentalism, which has raised the possibility of civil war in some Islamic countries and more terrorist strikes on developed nations.

Case 2.2 -Merck: Forward integration to reduce risk

Introduction
Merck, the global pharmaceutical company had long been a technological leader and leading marketer of high premium, sophisticated medicines. Its huge sales force sold a wide range of popular drugs. Like other top drug makers, Merck’s strategy had been to develop so called annuity drugs-medicines for common chronic diseases, such as high blood pressure. Patients consumed such medicines for years. In the early 1990s, pressure mounted on governments and private medical plan sponsors to cut healthcare spending. Managed health care organizations increased their clout significantly. Merck’s annual income growth after climbing 24% to 34% a year in the 1980s slowed down to 10% in 1993. Thereafter, it slid into single digits. As the company’s block buster drugs began to lose market share to lower priced drugs, Merck’s stock slid down by 38% from the near record highs a year earlier. In 1993, Merck decided to spend $6.6 billion to buy Medco Containment Services, the fast growing Pharmacy Benefit Manager (PBM). Medco was a full service PBM. It had the capability to check a patient’s prescription drugs history irrespective of location. It had an efficient mail service which delivered drugs through 13 pharmacies. It also had a retail card program for prescriptions dispensed from participating retail pharmacies. Merck saw Medco as an opportunity to link pharmacists and physicians together through an information network. It believed this would be very useful in an era of rising health care expenditures and intense price competition. At the time of its acquisition by Merck, Medco handled drugs worth about $3 billion.

The growth of Pharmacy Benefit Managers

Pharmacy Benefit Managers (PBMs) provided a range of services to large self-insured employers, insurance carriers, managed care organizations and government health plans. They designed the pharmacy benefit plan, processed prescription drug claims, reviewed prescriptions, encouraged the use of lower cost, generic and branded drugs and dispensed drugs through mail service pharmacies. Essentially, PBMs reduced the cost of health care by improving efficiency of the usage of prescription drugs without compromising with the quality of patient care.

In the past, success in the pharmaceuticals industry had been driven by research and development and clever marketing to develop branded, prescription drugs, protected by patents. This paradigm came under attack in the early 1990s. With health care spending in the US having reached almost 12% of G.N.P, employers became increasingly concerned about the rising health care costs. Drug makers began to be accused of profiteering. The then US President, Bill Clinton set up a task force to control health care spending. The Clinton plan asked large employers to tie up with healthcare providers. Individual employers would contribute 80% of the cost of the healthcare premium while employees would make up the remaining 20%. The healthcare industry saw a shift from a physician driven environment to a managed care one. 

Large employers and regional alliances began to work with Health Maintenance Organizations (HMOs)
, which received fixed periodic payments and provided a range of health services to members. The HMO essentially bore all the risk. As traditional insurers raised their premium in the early 1990s, HMOs gained in popularity. Another phenomenon was the emergence of PPOs (Preferred Provider Organizations) consisting of networks of physicians. PPOs provided healthcare at discounted rates, hoping to attract large numbers of patients. PPOs provided choice to the patients, unlike HMOs for implementing health plans. Employers would foot 80% of the bill and individuals the remaining 20%. Due to all these developments, the share of drugs sales accounted for by non-managed care/private office physicians in the US, fell from 60% in 1986 to 43% in 1992. 

In the new environment, price and cost cutting became critical success factors. Managed Care Organisations (MCO) depended on cost control for their profitability and survival. They preferred cheaper generic drugs whose share of total prescriptions increased from 22% in 1985 to 43% in 1995. The increasing clout of the HMOs increased the distance between sales reps and doctors. Only drugs listed by the HMO could be normally prescribed by doctors. Many HMOs also prohibited visits by sales reps to doctors.

Initially, PBMs focussed on claims processing. Later, they looked at various other ways to control costs. They negotiated big discounts with pharmacy networks and branded drugs manufacturers. PBMs also analysed the usage of drugs by patients and did not hesitate to contact doctors if they felt that inappropriate drugs had been prescribed. When an enrollee presented a prescription, the PBM’s information system determined whether there was a cheaper alternative. The pharmacist was provided the alternatives on the screen. Physicians and pharmacists fell in line because the PBMs represented big clients and gave them large volumes of business. 

PBMs also saw an opportunity to cut costs through disease management. They educated patients and physicians on measures to be taken to prevent diseases wherever possible. PBMs worked with patients to make them accept good health practices. They stayed in touch with patients through newsletters and information hotlines.

The Medco acquisition

Merck had been traditionally opposed to managed health care. But later, Merck felt that the combination of research and a managed health care organization would eliminate information gaps in the drug delivery system. While announcing the acquisition of Medco, Merck announced its vision was to create a system that optimised discovery, development, selection, delivery, utilisation and value of prescription drugs. In 1992, Merck had sales of $9.6 billion while Medco had sales of $1.8 billion.

The Medco acquisition was the consequence of a study initiated in 1992 by Merck to examine the role of pharmaceuticals in the larger context of health care. Merck realised that drug companies had to view themselves as health care solution providers rather than as suppliers of medicines. Merck also realised that drugs were becoming commodities due to generics and HMOs. Merck felt that the acquisition of a PBM would provide access to key players in the health care industry such as physicians, employers, pharmacists and patients. The huge amounts of drug utilization data available with Medco could also reduce the risk associated with research and development, which accounted for 8% of Merck’s sales.


Medco certainly looked an attractive acquisition. Its sales had been growing impressively at 35% a year. Some of its noted customers were General Motors, General Electric and the California Public Employment Retirement System. Medco used its substantial market clout, to negotiate lower prices with drug makers. It also changed the way doctors (who in the past had rarely worried about costs) prescribed drugs. If a doctor in a health plan that employed Medco prescribed more expensive medicines, pharmacists based in Medco’s 11 distribution centers would call and urge him to use nearly identical but cheaper generics or chemically different, cheaper patented products. In addition, Medco’s sophisticated computer system helped its pharmacists to examine the patients’ medication records and call doctors if a new prescription appeared unnecessary, redundant or dangerous.


Medco on the other hand realised the need for more clinical expertise as it moved into areas such as patient profiling. It began to look for a partnership with a leading pharmaceutical company to gain access to expertise in research & development. 


The benefits emerging out of the acquisition of Medco could be categorised as follows:


1. Sales force substitution: Increasingly, more and more physicians were having their choices limited by formularies that listed insurance reimbursable products. Consequently, the importance of traditional direct selling had diminished. In the new environment, Medco’s marketing network would come in handy.


2. Information: The sale of pharmaceuticals traditionally involved a one-way flow of information. Sales representatives called on physicians who neither wrote sales orders, nor provided direct feedback on the effectiveness of the drugs. Indeed, it was difficult to know what drugs a physician was in fact prescribing. By consolidating patient records, pharmacy benefit managers generated useful information. Treatment history could be captured on a patient-by-patient basis. For the first time, Merck could get data on how its products were actually being used. This would allow it to improve the effectiveness and efficiency of its sales and marketing efforts.


3.Compliance: Studies indicated that 50% of patients failed to take their prescribed drugs at the recommended dosages and intervals (25% under dosed, 15% prescriptions unfilled and 10% overdosed). Non-compliance led to ineffective treatment, potential medical complications and higher total medical costs. It also resulted in a substantial loss in revenues for pharmaceutical manufacturers. The Medco acquisition gave Merck access to patient behavior data. Proper use of Merck products would increase their efficacy.


4.Disease Management: Through the Medco acquisition, Merck hoped to transform itself from a company that sold drugs to one that applied its knowledge and expertise to manage diseases and reduce healthcare costs for both patients and sponsors. Merck had invested billions of dollars in understanding the mechanisms and treatment of diseases. Traditionally, it had been using this information only while obtaining FDA (Federal Drug Administration, the US regulatory authority for pharmaceuticals) approval. Merck could transform its information and expertise into a performing asset. Earning a per patient fee, Merck could provide more cost-effective patient treatment. Medco would enable Merck to establish a direct linkage with health care providers and gain access to the patient information necessary to develop the most effective treatment mechanisms.


To preserve the best of both cultures, Merck-Medco was given an independent structure. The move also made sense since no single pharmaceutical company had a sufficiently broad product line to fulfil its customer’s needs. Merck-Medco could work with various pharmaceutical companies.

Concluding Notes

By 1996, Merck’s share of Medco’s $9 billion drug spending had risen to 15%. The number of disease management programs offered by Medco increased from two in 1993 to 20 by 1998. A diabetes program cut costs by $440 per patient per year due to reduced hospital stays. This more than compensated the higher drug outpatient and doctor visit costs. Encouraged by the success of this program, Merck-Medco launched similar programs for other diseases like high cholesterol, hypertension and arthritis. It continued to invest heavily in its information systems, including a state-of-the-art data centre and a sophisticated data warehousing system. Medco shared months of patient history, prescription claims and patient information. It had three dedicated call centers and a number of other regional centres to make telephone contacts with doctors, patients and pharmacists.

Table

Acquisition of Pharmacy Benefit Managers

Company
PBM
Year





Merck
Medco
1993

SmithKline
Diversified Pharmaceutical Services
1994

Eli Lilly
PCS Health Systems
1994


Merck-Medco is currently the leading PBM in the US, serving about 65 million Americans. It manages more than 450 million prescriptions per year though 13 home delivery pharmacies and retail stores. In 2000, Merck-Medco generated revenues of $23 billion. Only 6% of drug claims handled by Merck-Medco are Merck drugs. Merck-Medco’s sales are expected to cross $25 billion in 2001 or 50% of the parent company’s revenues. The company hopes to sell $750 million worth of prescription drugs over the Internet in 2001.

Note 2.3 - Managing the risks in Globalisation

Introduction

Like capacity expansion, vertical integration and diversification, globalisation also has strategic implications. So, understanding and managing the risks involved in globalisation is a must for any corporation with global ambitions.


Globalisation essentially means arriving at the right balance between global standardisation and local customisation to serve as many markets as possible in the most efficient manner. Globalization calls for a high degree of coordination among the subsidiaries and the parent company and constant knowledge sharing across the worldwide system.

Figure I
A framework for global value chain configuration



Globalisation can help companies to generate new growth opportunities and strengthen their competitive position. Yet, many global companies have found it difficult to integrate their far-flung business units. While globalisation offers scope for realising tremendous benefits, there is an equal possibility of heavy damage if it is handled wrongly. Companies need to examine carefully the various opportunities, provided by globalisation along with the risks involved.


At the outset, it must be noted that there is no standard recipe for success in globalisation. Flexibility, discipline and constant readjustment of strategies hold the key to success. A careful understanding of what can be standardised across markets and what needs to be customised for individual markets is a must. (See Figure I).
Global value chain configuration 

Global value chain configuration increases competitive leverage by helping companies access global resources and capabilities and by taking an integrated view of their worldwide activities, to generate higher efficiencies. Having said that, managing a network of activities spread across the world is inherently more difficult and complicated. Bad management of globally dispersed value chain activities can create problems instead of generating competitive leverage.


Both comparative and strategic advantages are important while configuring the global value chain. If a company is following a cost leadership strategy, comparative advantages are more important. If it is following a differentiation strategy, strategic advantages are more relevant. Companies like Benetton (Italy) and Swatch (Switzerland) do much of their manufacturing in their home country in spite of relatively high wages. A truly global firm follows a flexible approach that allows value chain activities to be relocated quickly, in response to shifts in strategic and comparative advantages. (See Figure II).


Figure - II

A framework for combining efficiency and effectiveness*


The challenges in global marketing

While choosing new markets, MNCs need to consider several macro and micro factors. Some of the macro issues to be examined include the political/regulatory environment, financial/economic environment, socio cultural issues and technological infrastructure. At a micro level, competitive considerations and local infrastructure such as the transportation network and availability of mass media for advertising are important. It often makes sense to do a preliminary screening on the basis of different criteria and then do an in-depth analysis of the selected countries. The factors which need to be examined carefully, include legal and religious restrictions, political stability, economic stability, income distribution, literacy rate, education, age distribution, life expectancy and penetration of television sets into homes. 

How to enter

While entering new markets, an MNC has various options. These include contract manufacturing, franchising, licensing, joint ventures, acquisitions and full-fledged greenfield projects. Contract manufacturing avoids the need for heavy investments and facilitates a quick flexible entry into a new market. On the other hand, it may result in supply bottlenecks if production does not keep pace with demand. Maintaining the desired quality levels using contract manufacturers may also be difficult. Franchising, like contract manufacturing involves limited financial investment. But fairly intensive training is needed to orient the franchisees. Quality control is again an area of concern in franchising. Licensing
 offers advantages similar to those in the case of contract manufacturing and franchising. But, it offers limited returns, builds up a future competitor (if the licensee decides to part ways) and restricts future market development. Quality control is again a source of worry in licensing. A joint venture helps in spreading risk, minimises capital requirements and provides quick access to expertise and contacts in local markets. However, most joint ventures lead to some form of conflict between partners. If the conflicts are not properly resolved, the partnership tends to collapse. An acquisition gives quick access to distribution channels, management talent and established brand names. However, the acquired company should have a strategic fit with the acquiring company. The integration of the two companies, especially when there are major cultural differences, has to be carefully managed. Greenfield projects are time consuming. They also involve big investments. But, they usually incorporate state-of-the-art technology which maximises efficiency and flexibility. 


One risky decision which TNCs have to make is to choose between simultaneous and incremental/ sequential entry into different markets. Simultaneous entry involves high risk and high return. It enables a firm to build learning curve advantages quickly and pre-empt competitors. On the other hand, this strategy consumes more resources, needs strong managerial capabilities and is inherently more risky. In contrast, incremental entry involves less risk, less resources and a steady and systematic process of gaining international experience. But, it also gives competitors more time to catch up. Also, the scale economies associated with a global launch would not be available. 


Timing is another important issue while entering new markets. An early entrant can develop a strong customer franchise, exploit the most profitable segments and establish formidable barriers to entry. But, an early entrant may have to invest heavily not only in promotional activities but also in distribution infrastructure, especially in developing countries. Competitors may enter later and reap free rider advantages.

The peculiarities of emerging markets

For TNCs planning to enter underdeveloped or emerging markets, a careful understanding of the local conditions is crucial to success. The problems in emerging markets are often quite different from those faced in developed countries. Gillette’s experience in China illustrates how easy it is to misread an emerging market. In the early 1990s, Gillette set up a $43 million joint venture
 with the state owned Shanghai Razor & Blade Factory (SRBF). At the time of commencing operations, SRBF had a 70% share of the market, consisting mostly of cheap blades of the double-edged carbon variety. Gillette felt that it would not be too difficult to persuade at least a fraction of these customers to switch to more sophisticated blades. Gillette also assumed that SRBF’s distribution network would enable efficient and fast coverage of consumers throughout China. Only later did Gillette realise that Chinese men not only shaved less frequently but also preferred cheaper blades. SRBF’s distribution network also proved to be highly ineffective. State owned distributors lacked customer orientation. They used to collect their quotas from consumer goods manufacturers. Gillette’s experience illustrates that in emerging markets, what counts is unsparing attention to detail. An unwarranted focus on the upper end of the market, losing sight of the ground realities, can lead to serious marketing problems.

In contrast to Gillette, Eastman Kodak seems to have understood the Chinese market better after a failed initial attempt. Kodak entered China in 1927 and gradually popularised its brand name in the country over the next twenty years. Small volumes, political unrest and lack of purchasing power forced Kodak to wind up its Chinese operations in 1951. 

In the early 1980s, Kodak faced intense competition from Fuji. The Japanese company’s rapid global expansion began to worry Kodak. Finding it difficult to penetrate the protected Japanese markets, Kodak looked for other growth opportunities. The company decided to return to China in 1981, to set up trading operations. By the late 1980s, even though volumes had started to pick up, the company faced several problems - piracy, heavy import tariffs on finished film and a highly inefficient state owned distribution network.

George Fisher who became Kodak’s CEO in 1993 decided to strengthen the company’s commitment to the Chinese market. The new CEO improved ties with the Chinese government. In 1998, Kodak acquired Shantou Era, a local state owned film manufacturer for $159 million after driving a fairly tough bargain. The company did not assume Shantou Era’s debts which had piled up to about $580 million over the years. Kodak retained only 480 of the 2500 employees on the original payroll. It revamped the poorly maintained plant, which was in a shambles at the time of the take over and introduced modern management practices. Gradually, the factory’s competitiveness improved. Later, Kodak decided to invest in a $650 million greenfield project for consumer film manufacturing in Xiamen. Kodak also took steps to strengthen its distribution network, appointing some 4000 branded outlets across China as licensees. Even though the loyalty of these small non-exclusive ‘mom and pop’ stores remains suspect, they can play a useful role in spreading brand awareness across the country.


Notwithstanding Kodak’s heavy investments, the Chinese market is unlikely to yield significant profits for some time to come. Some analysts reckon that it might take upto ten years for China to become as important a market as, say, the US. Fisher’s successor, Daniel Carp is expected to show the same commitment to China as Fisher himself. Whatever be the outcome of Kodak’s investments, Fisher, according to Fortune
, ‘has addressed the issue of how to make serious money in China more single handedly than any of his US corporate peers to date.’

Entering developed markets

Just as MNCs based in developed countries face major challenges while entering emerging markets, companies from Third World / newly industrialized economies have to plan their entry into western markets very carefully. Consider the example of the Taiwanese computer manufacturer, Acer, established in 1976. Founder chairman Stan Shih’s aggressive growth strategies have made Acer the third largest PC manufacturer in the world. In 2000, Acer generated 45% of its sales in Taiwan, 11% in Europe, 6% in North America and 38% in other regions. Total worldwide sales amounted to $4.754 billion in 1998. Acer currently employs around 34,000 employees in 42 countries, offering a wide product range, including PCs, servers, notebook computers, networking solutions, ISP services and various types of peripherals. Acer has appointed more than 10,000 resellers in 100 countries. 


After developing a strong presence in south east Asia and Latin America, Acer decided to target the US market with its popular Aspire Home PC. It soon found itself being outmanoeuvered by stronger rivals such as Dell, who had superior marketing capabilities. As the Aspire line began to pile up losses, Acer announced that it would concentrate on its Power PCs, backed by a $10 million marketing campaign to target small and medium businesses. Acer also indicated that it would seriously consider launching low cost computer appliances called XCs priced $200 or lower once they were established in Asia. Notwithstanding these moves, Acer’s market share slipped from 5.4% (late 1995) to 3.2% (late 1998) and it began to incur losses in the US market. 


Shih had once told his executives that a strong presence in America was vital to the development of a global brand
: “It’s almost a mission impossible but all of our people are ready to fight for that mission.” These hopes however were belied and after losing $45 million in the US, in 1999, Acer began to retreat from the US consumer market. Acer’s experience illustrates that substantial financial resources and strong marketing capabilities are required to enter developed markets such as the US, where cut throat competition exists.
Developing a global mindset

Probably the most important requirement in globalisation, is depth of management talent. Global companies have to invest heavily in developing managers through training, job rotation and posting in different markets. The process of developing managers is expensive and has to be carefully managed.


Substantial expenses are incurred by MNCs in helping managers and their families to cope with new business environments. Expatriates typically take time to settle down and become productive in their new job. While it is desirable to give as many managers as possible cross-country experience, time, effort and money are the constraining factors. So, global organisations need to define their priorities clearly. For a company like Ford, it may make sense to select managers from strategically important countries such as Germany or Brazil for cross-country stints. For Unilever, India is an extremely important market. Thus, many Indian managers are sent overseas to work in different environments and broaden their outlook. Many of them move on to the Unilever headquarters to assume senior management responsibilities.


Another point to keep in mind is that attempts to spread a global culture in an organisation need to be realistic and kept within limits. Obviously, all the employees in a TNC need not have a global orientation. Many employees must have a local orientation to discharge day-to-day business functions. Both ABB and Nestle have firm views in this regard. According to Percy Barnevik, former CEO of ABB
, “I have no interest in making managers more global than they have to be. We can’t have people abdicating their nationalities saying ‘I am no longer German. I am international.’ The world doesn’t work like that. If you are selling products and services in Germany, you better be German.” According to Peter Letmathe, CEO of Nestle
, “Unlike US companies which try to transform local hires into American businessmen, we are not trying to export a lifestyle.” Nestle has also not found the need to pretend to be a local company in many markets. Letmathe explains
: “It would be foolish to pretend to be a Chilean company or a Chinese company, just because we have a very strong local presence in those markets.”


While developing their managers, MNCs need to appreciate that the concept of a global manager may be illusory. It is more realistic to develop three broad categories of specialists – business or product managers, country managers and functional managers. The challenge for the top management is to manage the interactions among these three categories of executives to achieve simultaneously global efficiencies, local responsiveness and effective knowledge sharing. Indeed, these are the three pillars of a world class global corporation.

Case 2.4 - Wal-Mart: Globalisation to reduce risk

Introduction

The retailing industry has seen aggressive international expansion by most leading players in recent times. Wal-Mart has been active in Europe. Carrefour has been rapidly expanding across Asia and Latin America. Royal Ahold has been strengthening its presence in Poland, Spain, the US and Argentina. Tesco, the British retail chain, has recently entered Korea. Other retailers who have been aggressively expanding overseas are The Gap (US), Hennes & Mauritz (Sweden) and Zara (Spain).


The global expansion of retail chains in Europe and the US has been driven by the need to locate the best merchandise wherever available across the world and to generate new growth opportunities. Yet, for most retailers, global expansion has not been very rewarding.


Early efforts to globalise by retailers such as Woolworth, Sears and 
J C Penny ended in failures. Carrefour had to withdraw from the US after facing stiff competition from Wal-Mart. The famous UK retail chain, Marks & Spencer also had a far from happy experience in North America. The UK health and beauty products retailer, Boots decided to sell its Dutch stores to Royal Ahold. The leading retail chains, still make most of their profits at home.


Retail chains have begun to realise that benefits from globalisation will take time to realise. The sophisticated distribution infrastructure and information systems they have in their domestic markets, are difficult to replicate in overseas markets, where their market share is low. Another impediment to globalisation has been differences in tastes and preferences across countries. Barriers to entry also exist in some markets.


Notwithstanding these difficulties, the bigger retailers are realising that the long-term benefits of globalisation are too significant to be ignored. They are making serious efforts to leverage on their brand image and core strengths to penetrate overseas markets. 

Global expansion

Wal-Mart is the largest retail chain in the world. The company is the largest private sector employer in the US, with more than 800,000 people. Content with serving a huge domestic market, Wal-Mart did not have any overseas operations till the early 1990s. In 2000, Wal-Mart generated revenues of $32 billion in international markets, 17% of its total sales of $191 billion. It had more than 1100 stores in nine countries. (Argentina, Brazil, Canada, China, Germany, Korea, Mexico, Puerto Rico and the United Kingdom). In the first half of 2001, overseas sales have grown by 9.6% and operating profits by 39%. Wal-Mart has allotted 26% of its $9 billion in capital expenditure this year to its international operations.


 To put Wal-Mart’s globalisation efforts in context, we must understand the company’s core strengths. Wal-Mart’s extraordinary success in the US was built around the concept of discount stores established in small towns. These stores typically offered branded products at rock-bottom prices, but operations remained profitable because of large volumes and high inventory turnover. Wal-Mart’s founder, Sam Walton, an extraordinary leader and motivator, taught his employees the importance of customer service. For Walton, service essentially meant offering quality goods at the lowest possible prices. From its inception in 1962, Wal-Mart grew by leaps and bounds, expanding rapidly across the US.

Table – I

Wal-Mart: Profile ($ Billion)

Year ending
2000
1999
1998






Sales
165.01
137.63
117.96

Net Income
5.38
4.43
3.53

No. of domestic stores
2985
2884
2805

No. of international stores
1004
715
601

No. of associates
1,140,000
910,000
825,000



Source: Wal-Mart Annual Report


In 1991, Wal-Mart set up operations outside the US for the first time, by opening a Sam’s club, (a ‘members only’ warehousing club which serves high volume customers at very low prices, much of the profit being generated by membership sales) in Mexico City. In the mid and late 1990s, Wal-Mart entered several overseas markets including Argentina, Brazil, Canada, Germany, Mexico, Puerto Rico, China and Korea. 

 TABLE – II

Wal-Mart: Spread of Overseas Stores 

Country
Year of Entry
No. of Units





Mexico
1991
468

Puerto Rico
1992
15

Canada
1994
166

Argentina
1995
10

Brazil
1995
16

China
1996
8

Korea
1998
5

Germany
1998
95

UK
1999
239
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Source: Wal-Mart Annual Report

Wal-Mart, though late to the party, seems to have planned its international expansion well. The company first concentrated on North America and Latin America, regions which are not only close to its domestic market but also have a cultural similarity. After establishing itself in countries such as Mexico, Canada and Brazil, Wal-Mart began to look at Europe seriously. 


In December 1997, Wal-Mart completed the acquisition of Wertkauf, a 21-store German hypermarket chain. In January 1999, the US retail chain purchased 74 units of Spar Handels, another German hypermarket chain. In its German stores, Wal-Mart has widened the aisles and put in place computers to facilitate logistics management. The retailer has also cut prices sharply on a range of items. Due to restrictive labour laws, Wal-Mart cannot operate its German stores round the clock. However, the retailer opens its stores quite early in the day, at about 7 am., unlike other retailers who start business at 9 am. Profitability still remains a major concern. Wal-Mart incurred a loss of $200 million on sales of $3 billion during 2000 and analysts are not sure about when the German operations will become profitable.

Wal-Mart entered the UK after making a $10.8 billion bid for the country’s third largest super market chain, Asda with 232 stores in England, Scotland and Wales. Though Asda’s stores are much smaller than typical Wal-Mart stores in the US, the two companies share several similarities in terms of pricing, employee relations and customer service. In the UK, Asda is seen as a maverick, quite different from other retailers. It believes in offering low prices every day. Wal-Mart hopes to learn how to operate smaller stores from Asda. One of Asda’s important strengths is its private label George, the fastest growing apparel brand in Europe with annual sales of over $830 million. Asda is also the biggest retailer of Indian food and the world’s largest Indian ‘takeaway’ food retailer. 

It has not been entirely smooth sailing for Wal-Mart in Latin America. In Argentina, Wal-Mart initially faced difficulties in modifying its merchandise and store layouts to suit the local culture. Heavy traffic also overwhelmed the stores’ relatively narrow aisles. Wal-Mart changed its product mix and widened the aisles. It added specialised cuts of meat to the stores and modified the jewellery line to emphasize simple gold and silver, in keeping with the local tastes. In Brazil, Wal-Mart found that customers disliked Colombian coffee, while its small car parks and store aisles could not handle the weekend rush.

In Mexico, a market with huge potential, Wal-Mart had to address various problems. In Mexico City, Wal-Mart initially sold tennis balls that would not bounce in the high altitude. The retailer built large parking lots, but found that many customers travelled by bus and had to walk across the large parking spaces, carrying heavy packages. To get around this problem, Wal-Mart introduced bus shuttles for customers. 


Wal-Mart can justifiably be proud of its track record in Canada. At the time of acquisition, in 1994, the 122 store Canadian chain Woolco was losing millions of dollars annually. Currently, the operations are quite profitable and the Canadian stores are among Wal-Mart’s most productive. Wal-Mart now has 166 stores in Canada, with a market share of 35% in the country’s discount and department store retail segment. Wal-Mart considers its Canadian operations to be a model for overseas expansion. 


Wal-Mart’s presence in Asia is still marginal. However, it is a growing market that Wal-Mart is looking at seriously. Unique tastes and customer preferences are a major challenge in this region. In Indonesia, Wal-Mart found that local shoppers preferred the next door local outfit, Matahari, where people can bargain and buy fresh fruits and vegetables.

Concluding Notes

Wal-Mart’s early efforts to expand globally have not been an unqualified success. Many overseas operations are still unprofitable. And in regions like Asia, Wal-Mart is still a marginal player. Yet, 
Wal-Mart executives believe that the company has no choice but to expand rapidly abroad. Analysts are used to double digit growth. As growth in the US slows down, overseas markets will play an important role in meeting investor expectations. Yet, the challenges involved in globalisation are formidable. Only time will tell how Wal-Mart handles these challenges.

Case 2.5 – Exxon: Diversification to reduce risk

Introduction

Exxon, one of the largest companies in the world is a leader in the oil business. In the 1960s, the Exxon management began to apprehend that oil and gas reserves would be inadequate to meet the world’s energy needs. So, the company attempted to transform itself from a petroleum company into an energy company by entering non-petroleum energy businesses.

Exxon’s attempts to diversify

Oil shale (Colony project)

Oil shale had been a constant lure that promised huge quantities of oil. However, no known technology was available to produce oil cheaply from shale so that it could be commercially viable. 


The basic process involved extracting shale from large underground mines and heating above 900 degrees Farenheit to release the hydrocarbons in the rock. The hydrocarbons were then cooled, liquified, and purified to remove arsenic, sulfur and nitrogen compounds from the liquids. The plant also separated the raw oil into light boiling and heavy boiling fractions. A process called coking converted heavy fractions into light components.


Exxon acquired a 60% stake in the oil shale project named “Colony,” along the banks of the river Colorado. The company’s partner was Tosco, one of the pioneers in oil shale technology and referred to by some industry observers as ‘the Exxon of oil shale.’ 


Initial support came from the government in the form of federally guaranteed loans, but with a cap on the total project cost of $4.2 billion. However, during the next two years, oil prices slumped. The Reagan administration slashed budgetary support in sharp contrast to the previous president Jimmy Carter’s active support for the Synthetic Fuel industry. The overall result was a 22.5% drop in the net income and a 28% drop in the operating earnings from the project, in the first quarter of 1982 from that of 1981. 


Exxon could no longer sustain any losses, partly because the project cost exceeded the ceiling of $4.2 billion by about $2 billion. The company reluctantly pulled out of the venture. Exxon workers and the local community were disappointed, while the company’s image itself took a beating. 

Coal 

In the 1960s, Exxon’s studies revealed that the US coal reserves were sufficient for 400 years (estimated reserve of 200 billion tons as against the annual production of 500 million tons). Carter Oil Company, an Exxon subsidiary responsible for coal activities, started purchasing undeveloped coal mines. Coal marketing activities began in 1967. 


Electric utilities consumed 75% of the coal in the US. After a 1968 sales contract with an electric utility, Commonwealth Edison, Carter formed a subsidiary called Monterey Coal Company to develop its first mine in Southern Illinois. With a maximum capacity of three million tons of coal per year and an employee strength of around 500 people, Monterey commenced production in the mid-1970s. Another mine with a capacity of 3.6 million tons was opened in 1977 to supply coal to Public Service Company of Indiana. 


By 1982, two surface mines had become operational in Wyoming by Carter Mining Company, another Carter subsidiary (formed especially for development of mines in the western states). Outside the US, Exxon had coal mining properties in Columbia, Canada and Australia. In Columbia, Exxon was a partner in a $3 billion project to construct and operate a coal mine, railroad and port for export of coal. 


Exxon’s coal business did not become profitable till 1980. Well into the 1990s, Exxon’s coal business was still not as profitable as its other businesses. In spite of achieving a record production of 15 million tons, the return on average capital employed on ‘coal, minerals and power’ in 1997, was a modest 9% (as against 13% from refining and marketing operations, 21% from exploration and production, 17% from chemicals and 16.5% overall). 

Nuclear energy

In the mid-1960s, the demand for electricity was expected to grow twice as fast as that for total energy. Nuclear power was expected to contribute as much as 30% of the electricity production by the 1990s. Exxon anticipated a surge in demand for uranium and nuclear fuels. 


The different activities involved in the nuclear fuel business were uranium exploration, mining and milling; uranium enrichment and fabrication of nuclear fuel assemblies. The process also included chemical reprocessing of the spent fuel assemblies to recover uranium and plutonium for recycling into the fuel cycle. 


The exploration, mining and milling project was initiated in 1966 and after a decade, there were four uranium discoveries, two of which commenced production while the other two were under various stages of evaluation. Exxon’s petroleum business helped in locating uranium. Once, uranium was discovered on a piece of leased land originally intended for petroleum exploration. In another instance, the geophysical exploration studies for hydrocarbons discovered the presence of uranium. In 1977, Exxon owned about 5% of US uranium reserves. Reserves held by the company were assessed as commercially viable and Exxon signed contracts with utilities for supply. 

Nuclear Fuel Fabrication

In the 1970s, Exxon entered into uranium marketing and also into design, fabrication and sale of nuclear fuel assemblies to electric companies generating nuclear power. The company also provided fuel management and engineering services to these companies. A new subsidiary, Exxon Nuclear Inc. was created. Exxon competed only in the market segment for refuelling nuclear reactors. Refuelling was done every 12-18 months during the 30-40 year life of the reactor. Exxon’s competitors were Westinghouse, General Electric, Combustion Engineering Inc., and Babcock & Wilcox Co. Exxon Nuclear was the only player not engaged in the sale of reactors. Exxon supplied about 6% of the domestic fuel fabrication market. Though the nuclear division made losses during the 1970s, the company was optimistic about the growth prospects of the nuclear industry and continued construction of nuclear plants all over the world. 


However, in 1983, reduced demand and poor industry outlook caused Exxon to stop its uranium mining operations in the US and put on hold any further nuclear exploration. During mid-1984, the Wyoming uranium mine was closed. Exxon continued only in the fuel fabrication segment. 

Solar 

In 1970, Exxon commenced a research program to develop advanced low-cost photovoltaic devices. Throughout the 1970s, Exxon attempted to develop applications for photovoltaic devices for use in microwave transmitters and ocean buoys. In 1979, Exxon’s Solar Power Corp. recorded a 33% increase in unit sales of its solar photovoltaic products. The company obtained government contracts for major demonstration projects. However, Exxon’s efforts yielded poor results and operations in the solar energy division were terminated during the mid-1980s. 

Batteries and Fuel Cells

Since 1960, Exxon Research and Engineering had been studying fuel cells, which were devices that converted special fuels such as hydrogen to electricity. In 1970, Exxon entered into a tie up with a French electrical equipment manufacturer to develop a more efficient power supply for electric vehicles and to replace generators driven by engines or gas turbines. Project expenses were $15 million till 1975. Even after a decade, in 1985, technical progress remained insignificant. 


Exxon also initiated a Battery Development program in 1972. Batteries with increased energy density were viewed as useful storage devices that could help electric utility firms meet peak electricity demand. These batteries could also be used as power sources for electric vehicles. The technological challenge was to create a battery that could store 2-5 times more energy per unit weight than any conventional battery and also be rechargeable hundreds of times without deterioration. In 1978, Exxon’s Advanced Battery Division was selling a titanium disulfide button battery for use in watches, calculators and similar products. However, by 1986, Exxon had still not made any significant progress in batteries or fuel cells. 

Laser fusion

Exxon was one of the sponsors of a program at the University of Rochester (started in 1972) which aimed to use laser-ignited fusion of light atoms for the economical generation of power. Exxon’s share was limited to $917,000 out of the estimated project cost of $5.8 million. Exxon also loaned scientists for the project. However, there were no satisfactory results for a decade and by the mid-1980s, Exxon could not report any major breakthrough.

Current scenario

Today, Exxon after its merger with Mobil primarily operates three businesses – oil and natural gas production, refining and petrochemicals. It has oil and gas fields in 200 countries in six continents and 46 refineries in 26 countries that sell about 200 million gallons of fuel per day in 118 countries through 45,000 service stations. For every barrel of crude oil it produces, Exxon sells three barrels of refined products.
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� 	Quotes drawn from Royal Dutch Shell Website, shell.com. 


� 	In his seminal book, The Innovator’s Dilemma.


� 	Harvard Business Review, November-December 1997.


� 	Courtney, Kirkland and Viguerie call a heavy but non risky investment, a ‘no regret’ move. This 	applies to fairly predictable situations where even though the investment is large, the risk involved 	is negligible.


� 	Harvard Business Review, July-August 1995.


� 	See note on the use of Adjusted Present Value in Chapter VIII.


� 	Sloan Management Review, Summer 1991.


� 	Harvard Business Review, January – February, 1999.


� 	Securitisation is the process of converting illiquid non traded investments into liquid instruments, 	which are actively traded in the market.


� 	Sloan Management Review, Summer 1991.


� 	Harvard Business Review, May-June, 1998.


� 	Managing Complexity.


� 	Harvard Business Review, March-April, 1997.


� 	This box item drawn heavily from the article by E K Sharma and Nitya Varadarajan, “Silent stone, 	wilting flower and the scream of the prawn,” Business Today, September 30, 2001, pp. 82-88. 	Quotes in the box item are drawn from this article.


� 	Each of these moves may be made either in the form of a greenfield project or through a merger or 	acquisition. Mergers & Acquisitions are dealt with in Chapter IV.


� 	The new manufacturing model, where small quantities of different items can be made using the �	same production facilities, is leading towards mass customization, where customers can get the �	special features they are looking for at the price of a mass-manufactured product.


� 	In his classic book, Competitive Strategy.


� 	Harvard Business Review, June, 2001.


� 	Harvard Business Review, July-August 1980.


� 	Harvard Business Review, March-April 1988.


� 	Outsourcing and its perils, Strategy + Business, 3rd quarter 2001, pp. 55-65.


� 	Complete Strategy.


� 	Managing for results.


� 	Harvard Business Review, March – April 1999.


� 	Managing for Results, pp. 208-209.


� 	We use the term Amul and GCMMF interchangeably here.


� 	Economic Times Corporate Dossier, August 31, 2001.


� 	Economic Times Corporate Dossier, August 31, 2001.


� 	Business Today, September 30, 2001.


� 	Managing for Results, pp. 208-209.


� 	Read his excellent book, “Leading the Revolution,” written in a racy style.


� 	Business Today, June 21, 2001.


� 	Sloan Management Review, Fall 1985.


� 	Jack: Straight from the gut.


� 	This case is based on information provided on the Shell website, shell.com.


� 	The Economist, October 13, 2001.


� 	The HMO Act of 1973 was passed in response to rising health care costs. It provided financial 	assistance for the development of HMOs. Since then HMOs have emerged as an important force 	in the US health care industry.


� 	Reproduced from my earlier book, The Global CEO.





� 		Licensing confers the right to utilize a specific asset such as patent, trademark, copyright, product 				or process for a fee over a specified period of time. Franchising is similar to licensing but more 				complex, with the franchisee being in charge of various managerial processes, typically including 				a strong 	service element.


� 	The Chinese Government normally allows MNCs to enter the country only through the joint 	venture route. The joint venture partner is typically a government controlled agency or company.


� 	October 11, 1999. 


� 	Business Week, October 12, 1998, p 23.


� 	Harvard Business Review, March-April, 1991.


� 	McKinsey Quarterly, 1996, Number 2.


� 	McKinsey Quarterly, 1996, Number 2.





