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Preface

As experienced hunters caution us, when stalking a flock of ducks overhead, aim
at one. Strategic business planning is a general case — the flock of ducks.
Therefore, the better way to address it is to focus on each particular subject, one
at a time. This defines the mode in which this book is organized.

Written for professional accountants and for managers who have to make strate-
gic decisions in the course of their work, the book is full of case studies based on
an extensive research project. Members of the board, chief executives, operating
officers, treasurers, financial officers, budget directors, auditors, product plan-
ners, marketing directors, and management accounting specialists — not only
strategic planners — will find in this text practical examples helpful to their deci-
sions and to their work.

Abiding by the principle of aiming at one duck at a time, the book divides into
six parts. Part 1 focuses on the strategic plan. In four chapters it leads the reader
from the concept of a master plan, through case studies on leadership, strategic
decisions, and choices necessary in corporate governance, to how to establish a
strategic plan.

Methods have to be developed and tools have to be used in increasing the func-
tional management’s effectiveness in the performance of strategic functions. The
theme of Part 2 is precisely the management functions whose able execution
makes the difference between success and failure in enterprise: forecasting, plan-
ning, organizing, staffing, directing, and controlling.

Knowing about the functions of management, and the way in which they should
be performed, is a fundamental step in evaluating the quality of a company’s
practices. Typically, these practices involve both plans and contextual reviews of
factors related to governance. The basic functions addressed in the four chapters
of Part 2 are applicable globally and, as such, they fit a range of different corp-
orate structures and organizational models.

Strategic business planning needs effective tools with which to quantify objec-
tives, gauge performance, and undertake plan vs actual comparisons. The two
chapters of Part 3 demonstrate that modern accounting rules, promoted by IFRS
and US GAAP, not only assist in strategic financial planning but also provide a
solid basis for management supervision and control.

Part 4 brings to the reader’s attention the fact that costs matter. Strategic business
plans that pay little or no attention to cost factors are doomed. Precisely the same

i



Preface

statement is valid about risk factors. Risks being assumed should be monetized,
because risk is a cost. Both costs and risks have a huge impact on profitability,
as this text demonstrates.

The topic of costs, risks and profitability discussed in the three chapters of Part
4 is not a new one, but high-profile cases of bankruptcy, from Enron and
WorldCom to Parmalat, and their negative fallout, have placed these issues at
centre stage within the industrial and financial community. Indeed, while taking
risks within the realm of business strategy is pivotal in capitalism, it also poses
a unique set of challenges in ensuring that a company’s assets are managed effi-
ciently and prudently.

Part 5 addresses, in its three chapters, the issues associated with strategic prod-
ucts and markets. These range from research and development to market
research, product planning, the able management of marketing functions, and
sales effectiveness. This text also includes an issue that does not always receive
the attention it deserves: Know Your Customer.

Additionally, some of the best case studies in strategic business planning revolve
around mergers and acquisitions (M&As), the theme of the five chapters of Part
6. The text is full of practical examples on mergers, particularly among the big-
ger industrial companies and financial institutions. It also includes statistics that
document that many M&As cost too much, and they don’t always go according
to plan.

Mergers, acquisitions, and takeover activity have accelerated sharply as corp-
orates look for ways to put the excess cash on their balance sheets to work, or get
deeply in debt for the glory of being bigger and bigger. Global deals amounting
to almost 22% of the S&P 500 market capitalization have been announced in
2005 — although there is plenty of evidence that not all M&As add value for
shareholders, as demonstrated by case studies in Part 6.

The importance of strategic business planning, like many of business life’s essen-
tials, is most evident when it is not available. This book examines the practice of
strategic business planning, including its functions, methods, tools, and the way
in which they are employed. It does so in a practical way through case studies,
which help in demonstrating how to innovate in order to overcome obstacles and
cover new and evolving challenges.

* % k% % %
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Strategic Business Planning for Accountants

1. Introduction

Strategy is a master plan against one or more opponents. It is not just a list of
smart moves, or of individual actions. Neither is strategy made in the abstract,
independently of events taking place in the real world. Whether in industry,
finance, politics or the military, the ground on which it is based necessarily
involves competition, and this sees to it that competition is a fundamental ingre-
dient in any strategy.

Strategy has been applied to war and to business. Also to other activities such as
propaganda. In either case, strategy takes the longer view, in contrast to tactics
which concerns moves in the shorter term. As such, it rests on much broader
concepts than tactics, having implications in many areas of activity.
Additionally,

e Strategy is not an object in itself
e There are several prerequisites to strategy formulation, and
e The able execution of strategy requires careful planning.

Strategic planning goes beyond the determination of basic long-term goals and
objectives. It involves the adoption of a course of action that needs to be fol-
lowed, and it includes the definitions and scheduling of projected activities. It
also calls for proper allocation of resources necessary for carrying out plans.
Usually, though by no means always, strategic decisions and the plans following
them relate to:

e Expanding, maintaining or downsizing the firm’s activities
Responding to shifting market demands and tastes
Capitalizing on new perspectives such as deregulation, globalization, and
technological developments, and

e Counteracting the actions of competitors, positioning our company in a
way to be ahead of the curve.

Decisions to enter a new market, launch a novel product, expand the volume of
business, operate internationally, or become diversified, involve strategic
choices based on forecasts (see Chapter 5) which are prerequisite to any plan
(Chapter 6), and execution of plans being made (Chapter 8). An example is
Wal-Mart’s strategic decision to enter into retail banking (see also in Chapter 11
Sam Walton’s strategic choice in cost control).
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Wal-Mart’s strategic plan capitalizes on the synergy of its current business and
its clients’ banking needs. Each week, in its merchandising activities in the
United States, Wal-Mart processes more than a million financial transactions.
Introduced in 2001, money orders account for the larger share of this volume.
Another fast-growing activity, at Wal-Mart, is paycheque cashing, launched in
2004.

At no time is a company’s strategy written in black-and-white. Usually it is
revealed through its decisions and actions. In February 2005, Wal-Mart joined up
with Discover, the plastic money processor, to offer a credit card with a 1% cash-
back on in-store purchases. Some months later, in 2005, Wal-Mart applied to
open an industrial loan company (ILC), based in Utah.

About a century ago ILCs were originally set up in America to help industrial
workers take out small loans. Now, they are a favoured route for non-banks,
allowing them to get into retail banking and side-step federal restrictions on the
separation of banking and commerce. The forecasting element is reflected in the
fact that pending US legislation may allow ILCs to offer business cheque-book
accounts.

In this particular strategic move the stakes are high for Wal-Mart, because it has
a low-income, blue-collar clientele, much of it without bank accounts.! The
reader should appreciate that it is precisely through moves involving a high
stakes business that an entity’s strategy can be revealed to the careful observer.

A similar statement is valid about tactics though, as mentioned, tactics and strat-
egy should not be confused with one another. One of the common elements
shared by business strategy and tactics is that both must be flexible and adapt-
able to circumstances and they should be based on clearly defined goals and
unambiguous assumptions.

No matter how good a company may be in its strategic plans, their able execu-
tion requires first class organization and lines of authority (see Chapter 7).
Additionally, the adoption of a new strategy may bring along the need for new
business skills, different infrastructural facilities, or changes in the business
horizon of the firm.

Accounting for necessary support to strategic decisions, and projecting the after-
math of strategic moves, are integral parts of the strategic planning process. Prior
to explaining objectives in concrete terms, and way ahead of developing long-
term policies or establishing milestone plans, management should ask itself
crucial questions:
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What do we want to reach?

How can we go from ‘here’ to ‘there’?

What’s our strategy for doing so?

What are the goals and strategy of our opponents?
Can our strategy overtake them? At what cost?
What will be the reward if we are successful?

Can we grow our resources so that we are able to support the strategic plan
we are making?

These questions have to be answered in a factual and documented manner, prior
to even thinking about possible strategic moves. It is not easy to provide such
responses, and this is one of the reasons why strategy is the exercise of skill and
forethought which, quite often, involves artifice but always requires first class
governance of the enterprise.

2. Strategic plans must be dynamic: case study with
General Electric

The fact that strategy is a master plan against an opponent means that strategic
moves are not a list of individual actions. The able execution of a strategy
requires synergy among all its component parts. It also needs worst-case scenar-
ios, accounting for smart future moves of competition to counteract our strategy.
Therefore, risk forecasting and risk management are basic ingredients of any
strategic plan.

Every strategic plan involves risk, particularly so the plan of a company target-
ing its industry’s No. 1 position. In the early years of Japan’s calculator industry,
Sharp had been the leading manufacturer, producing 34% of all calculators made
in Japan. In the mid-1960s, Casio had only 10% of Japan’s calculator market, but
its management increased its production capacity and model variety while slash-
ing its prices.

e Sharp grew at 100% per year,
e (Casio grew at almost 200% per year.

Eight years down the line, by 1973, Casio had achieved the leading position in
Japan, with 35% of the Japanese production of electronic calculators. Sharp’s
share had slid to 17%. The board and senior executives of a company whose
market is growing at 200% a year must plan to triple production capacity every
year just to maintain a competitive position.
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e The original one plant must become three by year’s end, and
e Three times three equals nine by next year’s end, at least in terms of capa-
city (more on risk in section 5).

In order to establish the proper business perspective, elaborate ambitious but
doable goals, and enable themselves to take sound, well-documented strategic
decisions, the leaders of industry, commerce, and finance must be able to carry
along the organization over which they preside. This should be achieved in spite
of resistance by some of its members. Strategic plans cannot succeed without
wider organizational support. Neither can they be successful if they fail to adopt
a holistic approach to:

e Strategic planning premises, and
e Their effective, timely execution.

This is particularly important in a multidivisional or transnational organization
where, typically, centrifugal forces are very strong. Every decision-maker should
realize that in any company of a certain size there is no purely local, self-con-
tained strategy. Neither does there exist a purely financial or purely marketing
strategy. The need for a master plan sees to it that strategy is global and polyva-
lent, or there is no strategy to speak about.

Neither is it enough that strategy is based on clear vision and unambiguous
choices. It is also necessary that all component parts come together in a harmo-
nious aggregate. When management cannot make up its mind in terms of some
of the goals, products or markets, there can be no success in strategy formulation
and execution. Additionally, a strategy that is flexible and adaptable:

Leaves no time for distraction by trivialities

Helps senior management to concentrate on essentials

Makes feasible a greater harmony of effort, because the goal is dynamic
Sees to it that everything fits together in a comprehensive picture, and

Assures that every contributor is playing his or her full part as a member
of a team.

Even if companies feel more comfortable in keeping on the beaten track, their
management should appreciate that sooner or later the law of unforeseen conse-
quences will inevitably kick in. The flexible strategy that has been followed over
the years by General Electric is an excellent example of what the board, CEO, and
senior management must be doing in positioning the company against market
forces.
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e In the 1960s the GE strategy was defence contracting, which fuelled the
company’s growth.

e In the 1970s GE focused on its strengths and dropped unprofitable lines,
like computers.

e In the 1980s it kept ahead of the curve by embedding microprocessors into
its products.

e In the 1990s financial services took on the role of motor, propelling the
company’s turnover.

e In 2005 and beyond, GE’s new strategy is ecomagination, which top man-
agement believes will develop into a lucrative business.

Ecomagination stands for ecological products and services that target both
energy conservation and control of pollution. This new GE strategy is based on
the prognostication that the company can double its revenues by betting on 17
well-defined clean technologies. These range from renewable energy to water
purification systems, as well as cleaner aircraft and locomotive engines.

To get there, General Electric’s management is doubling research spending on
clean products, from $700 million per year to $1.5 billion, by 2010. This is a doc-
umentation of the fact that new strategy, as well as strategic switches, must be
backed up by capital. GE can easily afford that increase in R&D expenditure as,
most recently, its current total research budget stands at only 2% of revenues. In
2004, it was $3.1 billion with revenues of $152.4 billion.

The impact of this strategic switch in the company’s priorities goes way beyond
R&D. To become a leader in ecomagination and reach its goals, GE must radically
transform itself and change its culture. The crucial question therefore is whether
it can really transform its current approach to innovation, which has concen-
trated mostly on incremental improvements of well-understood products and
their technologies. As a new strategy, ecomagination will be pursuing:

e Riskier objectives, and
e Less-proven technologies, like energy and hydrogen storage.

The challenge is not just one of business forecasting and of technological R&D,
but also of human capital and of marketing. If IBM’s experience in a strategic
switch from electrical accounting machines (EAM) to computers is any guide,?
GE will have not just to retrain but also to:

e Largely renew its sales engineering force, and
e Provide an interim solution of support to current sales engineers, like IBM
did in the mid-1950s with the Applied Science department.



Strategy is a Master Plan

For many years environmentally friendly products have been a risk market. This
is no longer true. During the past few years they have become unique products,
a graduation in marketing perspective which is illustrated in Figure 1.1. (Chapter
15 discusses in detail the meaning of niche, unique product, and mass market —
as well as their requirements.) Ecomagination eventually targets the mass market
where:

e The sales potential is great
e But competition is tough, with innovation, quality, and cost being the keys
to success.

To succeed in its first strategic switch of the 21st century, General Electric needs
to excel in all factors stated in the second bullet. And it will also have to con-
vince the financial community about the wisdom of its new strategy and its busi-
ness prospects. This may not be too difficult.

POSITIVE mgiET
RESULTS
& CRITERION:
" \Low cosT
UNIQUE
PRODUCT -~
RETURN ON o PERSONALIZATION
INVESTMENT
NICHE

MARKET." INNOVATION

NEGATIVE
RESULTS "ME TOO"
ATTITUDE

Figure 1.1 With ecomagination products and services General Electric is targeting a highly
competitive mass market

[10)
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According to one recent article in The Economist, Deane Dray of Goldman Sachs,
the investment bank, endorses GE’s business opportunity projections: ‘Every one
of the ecomagination initiatives looks commercially viable, even without the
green angle,” says Dray.® Under the heading ‘Rich Pickings’, the same issue of The
Economist suggests that US environmental industry revenues may reach $300
billion by 2010, of which:

e About 45% will be in services

e Some 35% will be in resource recovery and clean power, and

e The balance will be in all sorts of equipment serving the environmental
planning and control sector.

Many of the products and services in every one of these sectors still waits to be
invented; hence the R&D money. After that, it must be manufactured, sold, deliv-
ered, installed, and maintained at affordable cost. Provided the business opportu-
nity projections are right, ecomagination might prove to be one of the most lucrative
markets that have been imagined, developed, and exploited. This, however, is not
certain. Therefore, the switch exemplifies the risk embedded in any strategy.

3. Main components of a business strategy: case
study with Hewlett-Packard

If, as stated in the Introduction, strategy targets the longer term, then the ques-
tion arises how, by means of current strategic moves, companies can secure long-
term competitive advantages. The answer is that one of the major contributions
of strategic planning is in positioning against market forces (see Chapter 3). The
risk is that projected effects of a longer-term plan may be short-lived because:

e The business environment changes too fast, and
e Companies must steadily adjust to their unique circumstances, which
requires first-class governance.

This is the Harvard Business School thesis, which further states that adjustments
to strategic plans should not be haphazard. Strategic planning must be based on
an organizational principle expressed by the so-called experience curve. What
experience teaches is that the more a firm knows about its market, the more it
can be in charge of its destiny.

Critics of the Harvard thesis say that the principle of the experience curve works
only if we appreciate that needed knowledge and experience engender many
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crucial components which must be properly and timely developed. Because
strategy is a master plan against one or more opponents, it has several important
ingredients that must be nourished and made to work in synergy. In the majority
of cases, strategic planning would integrate a plethora of issues relating to both
our and our competitors’:

Clients
Employees
Products
Markets
Financial, and

D O W N =

Technology.

As Solon (640-560 BC), the lawmaker of ancient Athens, was told by the Egyptian
priests, whom he visited in his research on legal systems in the then-known
world, there are too few really old men who can remember crucial points of the
continuing, living history of humanity — particularly issues that, in their recur-
ring present incarnation, are still shaping the world in which we live. This state-
ment is just as valid in business and industry.

The experience curve is an empty shell without remembering crucial events of the
continuing, living history of law, society at large, and of business. Sometimes expe-
rience is only imaginary or superficial, based on an exchange of opinions. At UCLA,
Dr Harold D. Koontz, one of the best professors I ever had, often used to say that 30
years’ experience is nothing more than 1 year’s experience repeated 30 times.

This is Mandarin philosophy, and the emptying up of an experience curve. Real
experience is based on a large number of actions and facts that can be analysed,
tracked to their origin, studied in terms of their aftermath, explained, and criti-
cally discussed. That is why case studies are so vital to a book on strategy — and
yet, while important, they are no substitute to real life experience.

People with real business experience appreciate that at any time, at any place,
each of the main components of a strategy is confronted by limits to growth,
which could be overcome only through a most significant effort, if at all. With
Carly Fiorina at the helm, Hewlett—Packard (HP) grew to become an $80 billion
enterprise, but at the end the CEO’s strategic plan failed, and Fiorina lost her job.
Critics say HP was:

e Simply trying to do too much too fast, and
e [t lacked both resources and management skills to compete with the best of
the best in nearly every technology sector it was present.
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Critics also add that one of the risks Carly Fiorina should not have taken was that
of misjudging HP’s opponents. ‘We have reckoned without the energy and guile
of the old warrior. Perhaps we were unlucky. Perhaps maladroit,” said Jean
Monnet, the French banker and ‘father of Europe’, after losing the fight for Bank
of America to Amadeo P. Giannini — who had built up from scratch the institu-
tion and mastered the shareholders’ loyalty.

Additionally, insiders suggest that, during her reign, Carly Fiorina continued to
blame HP’s woes on the company’s culture rather than on prevailing severe man-
agement shortcomings. ‘She didn’t develop enough effective lieutenants,” said
Stephen P. Mader, vice-chairman of Christian & Timbers, the headhunting firm
that recruited Fiorina into HP.*

Employees and clients are a company’s human resources. The chief executive
should know them in depth, because knowing them is like knowing himself or
herself. Nevertheless many entities don’t always appreciate the importance of tak-
ing good care of their employees and clients and neither do they appreciate the
wisdom of steady product development to satisfy demanding clients, although

e This sort of failure is very costly, and
e In the longer run it tears apart even the best business strategy.

Some years ago, I heard Christopher Reeves, then CEO of Morgan Grenfell mer-
chant bank, say: ‘Clients want to deal with people with original ideas. So new
rules have to be created. We must not believe that rules are written in tablets of
stone.” The people with original ideas are the entity’s professionals and man-
agers. Market perspectives should dictate the new rules:

e New products should be made for our chosen market(s), and
e Marketing strategies must be selected with plenty of attention paid to our
competitors’ strengths and weaknesses.

Moreover, it should be obvious that we cannot treat all our clients in the same
manner, because they don’t have the same needs, and they don’t offer the same
rewards. Neither do all of our products have the potential of providing the same
return. But how many companies have studied, let alone established, a clear dif-
ferentiation policy? How often do industrial and financial organizations take the
proverbial long, hard look in examining their strategic decisions along the three-
dimensional frame of reference shown in Figure 1.27

Maybe Carly Fiorina failed in turning around Hewlett—Packard because it did not
apply the dictum of the ancient Greek philosophers: ‘Know yourself’; or at least
she did not do so in a company-wide sense. Do we know what our people are
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Figure 1.2  Strategy formulation, planning, and execution must be examined in a three-dimen-
sional way

worth? Which are their competitive advantages? What is their contribution to
our company’s market appeal? Or, our products’ profit margin? Their future
costs? Their risks?

Applied to business, industry, and banking ‘know yourself’ means fully appreci-
ating why our products and services are superior to those of our competitors.
What exactly is our risk and reward when we sell them? What is the risk and
reward competitors face with their products, which compete with ours? How
much can we depend on our people to promote our business in the longer run?
(We will be talking of human resources in Chapter 7, financial planning in
Chapter 9, new product development in Chapter 14, and of the importance of
markets and marketing in Chapter 15).

In relative, though never in absolute, terms the experience curve in an organiza-
tion can be beefed up through an advanced technological infrastructure.
Therefore, an integral part of a strategic plan is the attention to be paid to
modernization of the company’s infrastructure, which can be instrumental in
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maintaining its competitiveness. In a modern business environment the infor-
mation system has at all times to be kept:

e TFlexible
e (ost-effective, and
e Enriched with knowledge engineering.

As far as the infrastructure is concerned, the approach we adopt should allow
migration into new solutions without having to improvise or reinvent in a rush.
Projects in information systems and communications should not be done in a
risky manner, or because ‘that’s what others are doing’. What others are doing is
often at the bleeding edge. In this as in any other domain, a good project is when
we can do with $1 a job for which our competitors need $2 and $3.

At the same time, however, high technology is not a goal but an enabling tool to
support our strategic plans and reach our goals. Something similar can be said
about financial resources. In principle, a company with innovative, low cost but
high quality products, and with market appeal, does not have to be worried
about finances, as Dr Louis Sorel, my professor of business strategy at UCLA,
taught his students. On the other hand, Louis XIV, France’s Sun King, used to
say: ‘The last Louis wins the war.’

By contrast, human resources, products, and markets are basic objectives that
must be properly planned and developed. Andrew Carnegie, the Scottish-
American king of the steel industry, was once asked if he would rather lose all
his factories or all his people — and he answered: All my factories, because if I
have my people I would rebuild the organization.

4. Positioning our Firm against market forces: an
example with Cisco

The Introduction defined strategy as a master plan against an opponent. A mas-
ter plan requires the exercise of skill, forethought, and artifice in carrying out
specific plans to reach established goals. Strategic moves involve the interaction
of two or more persons or entities. Each party’s actions are based on a certain
expectation of moves by the other party or parties, over which the first has no
control. This more detailed definition of business strategy contains the three ele-
ments that set its plans apart from other plans, moves or actions:

e First, it states that it is a master plan not just a list of independent actions.
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e Second, it contains the word against, hence, it involves competition
which, as we saw, is a basic ingredient in any strategy.

e Third, it involves an opponent, another person, group, or organization,
without which the competitive situation could not exist.

Taken together, these three elements lead towards a fairly complex system of
approaches necessary for accomplishing objectives. Because of required foresight
and sophistication, strategic concepts and plans are brought forward only by
higher level organizations that have experience, and can present superior think-
ing as well as ability and ingenuity. An integral part of this ingenuity is informa-
tion and intelligence, necessary to position our firm against market forces.

To a very significant extent, positioning ourselves against the forces of our com-
petitors involves a number of tough choices that largely have to do with prod-
ucts and prices, as well as quality and marketability of these products. Take as
an example Cisco, which has generally been considered a well-managed com-
pany. By late 2005, however, many analysts said it might have painted itself into
a corner because of the dual aims which it targets.

e It can pursue either growth or profits, but
e It cannot do both at the same time because this would be like killing two
birds with one, well-aimed stone.

Failure to choose between conflicting strategic goals may mark any entity’s
downturn. Some analysts suggest that Cisco finds itself at this crossroads. While
in early 2005, John T. Chambers, Cisco’s CEO, laid out a plan to boost revenues
as much as 15% per year until 2008, a couple of quarters down the line it looked
as if the company fell short of that mark. And this could continue unless it makes
up its mind as to what is its top strategic goal.

e (isco could target new markets, and slash prices in several markets to gain
share and boost its top line.

This, however, will cut sharply into the company’s current rich margins, which
averaged 68% in 2004, and have been a key factor in boosting the price of its
stock in that same year, even if Cisco pays no dividend.

e Or, with an estimated $16.5 billion in cash, it could pursue a policy of
larger, aggressive acquisitions, as it did in the 1990s.

The challenge with this alternative strategy is that it would have to be adopted
at the cost of the bottom line, which Cisco did not seem to be ready to do.
Alternatively, management could give up the notion that Cisco is a hot-growth
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company, and start acting like a stable firm with steady cash flow, paying divi-
dends to investors as Microsoft did. But this seemed to be anathema to its CEO.

Decisions of the type confronting Chambers are not ‘one year’ events. They have
the nasty habit of showing up time and again; and they have long-term impact
and repercussions. Because strategy addresses the longer term, Cisco’s CEO has
to position his firm against the forces of the next 5, 10, and 15 years. To do so,
he must raise his eyes above day-to-day commitments, and face broader respon-
sibilities affecting the company’s future:

Prognosticating the communications market’s evolution
Establishing and explaining further out-company objectives
Defining long-term policies and milestone plans, and

Guaranteeing a product’s stream, cash flow, and continuing profitability,
which is transparent to the market.

Practically every company faces the challenges outlined in these four bullets,
and for every entity a properly studied and clearly established strategy is
absolutely necessary in terms of market positioning and products offered to the
market. This is a basic business principle, equally valid with both start-ups and
long-established firms.

To a very significant extent, market positioning is inseparable from the able man-
agement of change. As centuries ago Heraclitos, the ancient Greek philosopher,
said: ‘Nothing is permanent. Nothing is a universal principle, but the intention
expressed by an underlying principle of universal change.” Swiss Re, the Swiss
reinsurer, applied this concept to the insurance industry. Most specifically to:

e The driving forces of the insurance industry’s globalization, and
e The need for efficient management of change, in order to be ahead of the
curve.

The results of the Swiss Re study are shown in a nutshell in Figure 1.3. The focal
point is removal of barriers to market entry by insurers. As the reader can appre-
ciate, the study focused on both push forces and pull factors which impact on mar-
ket positioning, each one of these forces exemplified by its three major factors.

A different example, along the same frame of reference, is the making of strate-
gic management decisions pivotal to the company’s future evolution. After a
soul-searching examination of strategic options, which took place in 1977,
Bankers Trust decided to sell its network of branch offices in the State of New
York, and concentrate on corporate banking. This decision was taken after a
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Figure 1.3 The driving forces of globalization in the insurance industry increase the need for
able management of change (Swiss Re, Sigma No. 4/2000, by permission)

well-founded study, which documented that the bank was spreading thin its
human and financial resources in trying to renew, restructure, and automate both

e Iis retail branch offices, and
e Its corporate network addressing the wholesale business.

It is not easy to decide that part of the company has to be sold, but quite often in
real life survival requires concentration rather than expansion. This Bankers
Trust reference is also an excellent example of how and why strategic planning
should precede investment decisions in all lines of business, including infra-
structural issues related to computers and communications.

As section 3 has briefly shown, decisions about infrastructural renewal lead to
financial commitments, and only tier-1 companies know how to control invest-
ment risks. The majority throw money to the wrong cause. Even if the technical
study is sound, without pre-decided strategic options managerial decisions con-
cerning infrastructural (or any other) investments will be misguided. Let’s
always keep in mind that when we are talking about investments in technology,

e We are not speaking about peanuts to feed the monkeys, and
e No matter what ‘the trend’ may be, we want to have a return for these
investments.

©
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Companies that are not able to assure good profitability, and associated cash
flow, get lost in the dust of industrial history. Survival can never, ever, be taken
for granted. Of the top 100 American industrial companies ranked in the early
1910s, the large majority have disappeared or have been taken over by other
firms. Nearly a century down the line only one survives at the top of the list of
US industrial enterprises: General Electric.

With innovation, deregulation, globalization and fast advancing technology,
what companies need to position themselves into the market is to gain recogni-
tion. That requires development and marketing of products that the rest of the
industry does not have. Novel products and services designed for a demanding
market are key elements of strategic planning. No company can be a leader in all
fields of activity, but if it is a laggard, this means that it has made the wrong bets.

5. The cost of doing business and of staying in
business: risk is a cost

Good governance sees to it that strategic decisions are tested and evaluated prior
to commitment through simulation and scenario analysis, as well as post-
mortem by means of walkthroughs involving real life results. As is to be
expected, such results are conditioned not only by the quality of the strategic
plan, but also by our ability to implement it, the steadily changing business
opportunities, and our competitors’ moves. Hence the wisdom of repeatedly ask-
ing the questions:

Can our strategy take advantage of new business opportunities?
What sort of changes happened to the strategy of our opponents?

e (Can our strategy cope with them under current and projected market per-
spectives?

e If not, what should we do to regain the high ground?

The message conveyed by these bullets is a different way of saying that every strate-
gic plan must be sensitive to market factors, beyond current conditions that might
change at a moment’s notice. Strategic planners should always ask themselves:

Is there an ongoing change in the market and its drivers?
Which may be the more significant market shifts next year? In the 2—5 com-
ing years?

e Are we equipped to confront these shifts? What should we do to improve
our market position? Our products?
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In the late 1970s, Walter Wriston, then CEO of Citibank, asked himself these
questions and the strategic solutions he established gave a big boost to his insti-
tution. The results are documented through four years of statistics shown in
Figure 1.4. Wriston applied in a masterly way the advice of his predecessor, who,
when he chose him for the top job, had told him: Be brave to scare Chase, but not
so brave to scare me.

To be able to follow a holistic approach which puts all costs and risks in per-
spective, and therefore improves corporate governance, all levels of management
must be equipped with appropriate tools, which are easy to use and work in real-
time. An example is Internet-based dashboards, putting executives in immediate
and interactive touch with their business.

e They display critical information in user-friendly graphics, and
e Their deliverables are assembled in real-time from corporate databases,
using knowledge-enriched software.
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Figure 1.4 Planning for growth. Citibank vs the total banking market in New York in the late
1970s/early 1980s
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Dashboard implementations have shown that the more successful real-time
applications of executive information systems are those guided by managers and
professionals. In terms of accuracy and update, the results are only as useful as
the database behind them.

A holistic approach to product and market challenges sees to it that focused, crit-
ical questions have to be asked about every product or service: Which are the
strengths and weaknesses of each of our products? Which are the strengths and
weaknesses of our salesmen? Are we aware of where we lag behind? Are we cap-
italizing on our strengths? Where can we do better? Are we ready to exploit
developing business opportunities? Can we accelerate their appearance? How
can this be realized?

If an industrial, commercial or financial organization fails to take immediate
advantage of its products and services, the market will pass it by. Management
must always keep in mind that in an environment of fierce competition the mar-
ket will not pay ‘any price’ for the products it needs. It will search for alterna-
tives, and choose those which are more cost-effective. In a highly competitive
environment only:

e The lower cost producer
e With top performance products, and
e A well thought-out strategic plan, can survive.

The cost to which reference has been made is not only that associated to pro-
duction and sales. Able management is keen to differentiate between the cost of
doing business, and the cost of staying in business. Direct labour, direct material,
depreciation, amortization are examples of cost of doing business on the pro-
duction side. Other examples are the marketing and sales costs, as well as over-
heads (see also the references made in Chapter 11).

The cost of staying in business is more complex and non-traditional. When it
first appeared in management practice, in the years following World War II, it
mainly related to the company’s ability for innovation, and its research and
development (R&D) budget (see the reference to GE in section 2, also the R&D
examples in Chapter 14). More recently, a huge new factor has appeared, which
can be expressed in two bullets:

e Risk being assumed in a transaction, and
e The control of inventoried exposures in the longer term.

Though there is a tendency to associate risk-taking only with transactions made
by financial institutions, risk is an integral part of any business. In manufacturing
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and merchandising, for example, particularly among upper-medium size to big-
ger firms, treasuries run their department for profits. This is a far cry from the job
of the treasurer taught at UCLA in the 1950s.

Management culture concerning risk and its control is at the crossroads of major
change. What the board, CEO, senior executives, and all managers down the line
should appreciate, is that today risk is taken in connection to every transaction
and every position inventoried in the portfolio, no matter which the firm may be.
Risk is a cost. We must stop thinking of risk as being balanced by return.

e Risk is the cost of yesterday when the commitment was made, and
e [t is the cost of tomorrow; to be revealed at the transaction’s maturity.

While accounting standards like US GAAP® and IFRS oblige companies to mark
to market their assets, the risk so revealed is only an interim solution. Only when
the marked position is extinct will we know for sure what has been its profit and
loss (P&L). In the interim, however, the new accounting standards see to it that
assumed risk is monetized.

Risk is an integral part of strategic business planning. In 1989, the Swiss Bank
Corporation (SBC), which was at the time the third largest Swiss credit institution,
set down a long-term strategy dubbed ‘Vision 2000’. This strategy took a business
view that was right on target — that capital markets of the 1990s would be driven by:

e Derivative financial instruments, and
e Risk management products.

SBC prospered greatly by capitalizing on this strategy. In less than ten years it
absorbed the Union Bank of Switzerland (UBS), which was the top-most Swiss
credit institution. (SBC and the old UBS have merged into United Bank of
Switzerland — the new UBS — see the case study in Chapter 20).

Senior management should furthermore appreciate that the risk related to port-
folio positions is not the only element that has joined R&D expenditures in the
chapter of costs of staying in business. Malfeasance, severe professional errors,
lack of ethics, and related-party transactions are other examples of risk-taking in
daily business practices.

In 2002, Arthur Andersen, then one of the Big Five international auditing firms,
disappeared from the business scene because of its involvement in the Enron
debacle, the Baptist Foundation scandal, and some other scams.® As case after
case demonstrates, limiting the cost of staying in business requires the presence
of policies and mechanisms which assure that:
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e Internal control is able to flush out and bring to the board’s attention devi-
ations from standards, and

e Senior management is willing and able to take immediate corrective
action, rather than looking the other way in cases of malfeasance, or even
condone them.

Much of the weight that sank Arthur Andersen was scams embedded in third
party transactions. A recent publication by Fitch Ratings, the independent rating
agency, has this to say on related party transactions: ‘[they] are a governance
concern if their underlying purpose is to benefit the related part at the expense
of the company’s interests. Therefore, an important safeguard against potential
abuse is for the company to assure such transactions are:

Negotiated at arm’s length

Priced at competitive market terms, and

Serve a viable economic purpose, (rather than) exploitative or fraudulent
purpose(s).”

To be in charge, and minimize that part of the cost of staying in business, senior
management should consider whether the related party had any direct or indi-
rect role in negotiating the terms of a deal on behalf of the company. Equally
important is to critically evaluate the terms and conditions of the deal to see if
they are negotiated at arm’s length, or consistent with market pricing. Also, if
they comply to:

e Company policies, and
e Regulatory rules and directives

The answers to be given to the challenging questions presented by business life
should be subjected to an evaluation of their effect on the longer-term survival of
the firm, not only on the shorter-term bottom line. What kind of profit and loss
figures can we draw from an objective analysis of business opportunities is, and
will remain, a most valid query. Additionally, such answers should not obscure
the fact that hidden future cost can destroy the company even if current costs are
contained and transparent.

6. Standards setting, added value, and strategic
planning

The way an old adage has it: ‘Work hard, and everything else will work out.” That
is always true, but apart from working hard, we must also work intelligently, and
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be able to move ahead by establishing a name in the market, as well as having
products that get solid acceptance. As a business case, solid acceptance by the
market underpins the process through which ‘de facto standards’ are born.

A good example is the Toshiba/Time Warner video recording standard DVD,
established in the mid-1990s. In the war of de facto standards for home enter-
tainment, DVD has been most successful, while technical solutions advanced by
Sony and Philips faltered, not because they were wrong but because they did not
catch the market’s eye and mind. The four topmost points characterizing the
winners are that Toshiba and Time Warner did the right thing when they:

e Pushed the technology envelope to 10 billion bytes of storage

e Wooed other electronics companies with open licensing

e Prioritized films and games over computer applications, and

e Courted Hollywood aggressively, through an ad hoc advisory group.

Among themselves, these four points characterize the successful strategy used by
Toshiba/Time Warner to win market control. Notice DVD is not the first de facto
standard for home entertainment; it is the third. Its predecessor as first standard
was the music cassette, and the winner was Philips. But Philips became big-
headed, and lost the opportunity to establish the second home entertainment de
facto standard, that for the video cassette. Its bet failed even if its technology was
ahead of that of its competitors.

The winner with the video cassette was Hitachi’s VHS, which carried the day
against Sony’s Betamax and Philips’ technology because both companies lost the
market’s attention. In the second and third big battles for home entertainment de
facto standards, wrong decisions haunted the losers, and led them to strategic
blunders. Specifically in DVD’s case, Sony and Philips followed a bumpy road by:

Sacrificing capacity for compatibility with existing discs
Slowing the development of their high capacity digital videodisc prototype
e Boasting of future recording capability, thereby raising copyright fears in
Hollywood, and
e Presenting Hollywood with finished specs, instead of seeking advice.

In the strategy chosen by Toshiba/Time Warner, the 10 billion bytes of storage
have been an added value which helped to sell the DVD project to potential
users. Handholding with electronics companies and Hollywood provided the
other players with the opportunity to appreciate the de facto standard in the
making. Even so, its marketing might not have had a happy ending if there was
no value differentiation associated to it.
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The added value provided by the Toshiba/Time Warner solution should be a les-
son. Classical banking products, for instance, are offered by almost every finan-
cial organization, as well as by non-banks (that is financial institutions outside
regulatory control of the banking industry). This raises the question what more
do we offer by way of added value? In the majority of cases, to answer this ques-
tion in an able manner we must rethink the nature and role of our products and
services. Added value is promoted through:

e Innovation in functionality

e High quality of service

e Low cost production, therefore competitive prices

e Very efficient marketing and client handholding.

As the DVD standard demonstrates, the added value which we embed into prod-
ucts and services can keep our company ahead of competition. Success in busi-
ness is not just a matter of luck. ‘Luck’, a proverb says, ‘is what happens when
preparation meets opportunity.” The market provides many opportunities. But
are we prepared to take advantage of them? Are we ready to turn on a dime to
reach the business opportunity where it shows up?

Koji Kobayashi, former chairman of NEC, characterized as follows the process
necessary for renewal, value differentiation, and management of change: It is
important to create stability within instability. The goal of instability is to keep
employees on their toes. Confronted with stiffening competition, we must make
a new order to create wealth, says Kobayashi. To a substantial extent:

e This ‘new order’ is the result of a company reinventing itself and its
products.

e But at the same time, the ‘new order’ is always subject to the law of
unwanted consequences.

This is true both of enterprises and of the economy as a whole. After the recon-
struction effort which followed World War II was over, industrial society gave
way to post-industrial society. This largely took place in the 1980s, while in the
1990s, the new economy postulated novel criteria for global competition, includ-
ing the axiom that adding value to financial instruments creates wealth.

Subsequently, the 21st century advanced the hypothesis that service jobs have
more added value than manufacturing, further promoting the externalization of
industrial activities. This led to a sharp reduction in industrial employment,
down to 17% in Group of Ten (G-10) countries, while before World War II it
stood well above 50%.

125/



Strategy is a Master Plan

These are macroeconomic type changes, which have an evident impact on strate-
gic plans established by enterprises. One of the major changes that has come
with globalization is that companies in Western countries have lost pricing
power. Any management that forgets this fact is in for trouble. Here is a practi-
cal example. Auchan, the French hypermarket, sells side-by-side two travel bags
which look identical, both in construction and in quality.

® One is made in France and its price tag is 30 euro ($35).
e The other is made in China and sells for 7 euro ($8.3)

Guess which of these practically identical products most attracts the consumer’s
eye. It is not that the French travel bag manufacturers are greedy. Rather the raw
material and labour costs they face in their country of origin (the latter aug-
mented by an inordinate amount of social costs) are uncompetitive. To survive,
and be able to compete with the Chinese in the French consumer market, French
travel bag manufacturers are obliged to produce their goods in China.

e Travel bags are not high tech products whose added value is in steady
innovation.

e The added value of common, bread-and-butter type products is the lower
and lower price tag.

Not only bags but also Chinese textiles at large are a case in point, because China
Inc. bought the best spinning machines and other equipment it could find in the
United States, UK, France, Germany and Italy. Additionally, China Inc. trained
its people in using these machines and then, capitalizing on the new rules of
world trade, it flooded the Western markets with very low cost but rather good
quality textiles.

As far as the Western companies are concerned, this has been a fairly significant
failure in strategic planning. It is not the only type of failure, as we will see in
section 7. This simple example talks a lot about what underpins the process of
outsourcing.® Since the 1990s, industrial countries have become net outsourcers
of labour-intensive jobs, while countries with an educated workforce, but low
wages, offered themselves as insourcers.

Within this globalized outsourcing/insourcing environment, what high technol-
ogy companies have done as a matter of policy is to keep the most advanced fea-
tures of their products, as well as system assembly operations, in their country
of origin. In high tech, these are the elements representing added value and a
competitive edge. The rest, which in some cases is 85% of production or more,
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has been outsourced, often with questionable results in terms of target quality —
or direct competition, which might develop some years down the line.

7. Reasons why strategic plans fail

A management failure lies behind every other failure connected to strategic busi-
ness planning, as well as to day-to-day operations. For instance, this failure may
be found in our product’s obsolescence, or high cost. It could equally be of finan-
cial nature due to shortcomings in cash flow forecasts, or low credit rating, mak-
ing it difficult to obtain loans. Moreover, management:

e May be unable to cope with uncertainties and market turbulence
e TFail to protect and grow economic resources, or have other shortcomings.

Alternatively, there may exist a major failure in marketing strategy connected to
how to identify the growth part of our market, and develop a plan to reach it. Or,
it may be a failure in business alliances as well as in outsourcing, because the
company has not been able to establish what could be the services it could del-
egate to third parties. Other failures regard more generally products and services
offered to the market, including:

e How to price them
e How to support them, and
e How to maintain a high quality, low cost position.

Still other failures often encountered in strategic business plans are of human
resources type. For instance, how to identify and recruit key members of the
management team, and how to train the organization’s human capital to assure
steady renewal and upgrade of know-how. There are also leadership failures,
such as lack of impetus for keeping operations vibrant.

Tolstoy, the great Russian author, once wrote that every family feeling miserable
is miserable in its own way. Paraphrasing this dictum, every company that fails
in strategic planning is failing in its own way. Still, there are some more general
background reasons for failures in business planning. The foremost which I have
found in my practice are:

1. Lack of skill

This ranges from pure ineptness, to managerial and professional obsolescence.
Also under lack of skill comes inability to focus and explore opportunities for
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able execution of a strategic plan. Nothing short of lifelong learning can correct
this shortcoming.

2. Unclear objectives

These come in many forms. One of them is contradictory goals set by manage-
ment; or goals that cannot be achieved at the same time. In practically every case,
obscure or fuzzy goals suggest a senior management that has not sorted out its
priorities, or what it wishes to accomplish.

3. Lack of market sensitivity

Past successes may mean that many big companies become blind of changes tak-
ing place in the marketplace, the shift in client requirements, and new competi-
tors showing up. Yet strategy is a master plan against corporate opponents, and
an integral part of it is positioning our company against market forces.

4. Product obsolescence

Many companies allow their product line to decay, either because of lack of mar-
ket intelligence, too little investment in R&D effort, a cosy policy of being too late
in bringing new products to the market, or by promoting products and services
that simply cannot compete in terms of cost-effectiveness.

5. Low technology

Only top tier firms appreciate that, no matter what might be its product line, in
a large number of cases the modern company is technology in motion. As a
result, laggards fail to match the technology of their competitors, and this puts
them at great disadvantage in terms of innovation, effectiveness, cash flow, prof-
itability, or simply in dollars and cents terms.

Because technology moves so fast, being ahead of the curve opens up market per-
spectives. This is one more reason why management must be steadily on the
alert. For instance, if we have a good production system but do not update it, it
will become inefficient surprisingly fast. This will lead to a labour-intensive pro-
duction floor compared to that of our competitors:

e Increasing our cost structure, and
e Making our products uncompetitive.
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To determine the guidelines they should apply in developing a strategic per-
spective, Peter Drucker, one of the fathers of modern management, asks senior
executives the question: ‘What business are you in?’ This pushes the executives
he is talking to to critically examine their job. Another Drucker query is: “‘What
do you need to do your business better?’, followed by: ‘How can you translate to
yourself the market information which you get?’

While these are mainly product-and-market oriented questions, answers given to
them help to uncover a lot of human factors entering into decision-making. A
straight human factor query is: ‘Where are you going to be a year from now? In
two years? In five years? In ten years?’ It is surprising how few people can give
a straight answer — mainly because they have not sorted out their priorities and
their objectives.

Yet, to move from ‘here’ to ‘there’, from where we are now to where we should
be 5 or 10 years hence, we must have in place a first-class process of selecting
priorities, and of managing change. The problem is that the management of
change is a process that runs contrary to the fact that many people and compa-
nies have fallen in love with the status quo.

Executives who made a name for themselves ‘as turnaround artists’ know from
their personal experience that the only way for a company to survive is to over-
come 50 years of management tradition in as many months. This cannot be done
without strategic guidelines. Therefore, one of the first priorities in any turn-
around effort is to establish a business planning process with appropriate guide-
lines that tell what should be done when:

e Competition toughens
e Protective barriers fall, and
e Business moves faster than ever before.

Equally important is to realize that strategic planning is not a linear process that
can be relegated to underlings. Apart from requiring top management attention,
and significant time contributions, strategic business planning involves prima-
rily top management responsibilities: Setting objectives, collecting facts, ascer-
taining causes and effects, elaborating possibilities, developing alternative
solutions, choosing among these alternatives, and outlining course(s) of action
after assuring that they fit overall strategy.

Additionally, senior managers should appreciate that the relation between strate-
gic plans and courses of action to be taken is two-way. The reason is that strategies
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have a great influence on operating decisions — and vice versa. Therefore, the pos-
sible aftermath of any decision must be examined in advance. Lightly studied
strategic and tactical moves would have:

e Tew of the results we want
e Many of the effects we do not want, and
e Plenty of other outcomes we do not know about.

In conclusion, top management leadership in strategic planning is not an option;
it is a ‘must’. Direct involvement by the board and CEO should determine not
only laconic objectives but also such factors as quality and quantity of human
resources, timetables of accomplishment, the nature of results to be obtained
and, most evidently, the funding of plans and programmes. All this must be
accomplished both in qualitative and quantitative terms.

8. Precious advice by Sun Tzu, Patton, and Walton:
case study on AT&T

Two thousand five hundred years ago Sun Tzu, the great Chinese statesman and
general, said: ‘If you know yourself and know your enemy, you will not have to
fear the outcome of one hundred battles.”® But then he added: ‘To win one hun-
dred victories is not the acme of skill. To subdue the enemy without fighting is
the supreme excellence.” Two lessons can be learned from Sun Tzu’s dual dictum:

e Invincibility depends on oneself, and
e QOur opponent’s vulnerability also depends on himself.

The master plan against our opponent(s) must be established by the CEO and the
board. Both order and disorder are a function of internal organization and of lead-
ership. Courage or cowardice often depend on circumstances; strength or weakness
on tactical disposition. Skilled chief executives seek victory from the situation they
are confronting, they do not just demand it of their subordinates. Closely con-
nected to this are the merits and demerits associated to obtained results:

e Too frequent rewards indicate that the person in command is at the end of
his or her resources.

e Too frequent punishments are evidence that the leader is in acute distress,
not that he or she is tough and demanding.

Each of these bullets impacts on strategic business planning. As Sun Tzu had
aptly suggested at his time, generally the best approach is to attack the enemy’s
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strategy through a counterstrategy designed to overtake it. Strategy and counter-
strategy have to be devised with the fundamental and long-term interests in
mind, not just expediency. Emphasis should be placed on the salient problem,
which is the problem the chief executive should address with top priority,
always remembering that:

e The primary key factor is most decisive.
e A strategy should never be misled by complicated minor issues.

Speaking of his own experience as a very successful statesman and general, Sun
Tzu said that it is much more complex to devise a strategy than to lay a plan for
a battle which is made to serve the broader strategy. Additionally, he suggested
that all warfare is based on deception. Therefore,

e When capable of attacking, feign incapacity, and
e When active in moving troops, feign inactivity.

If your opponent is of choleric temper, then Sun Tzu advises to try to irritate
him. If he is arrogant, try to encourage his egotism. Behind such moves lies the
fact that the opponent will lose his temper or his balance, thereby increasing his
vulnerability. This is one of the basic elements a well-thought-out strategic plan
should aim to achieve.

As the reader will recall from previous discussion, another crucial element is
that of flexibility and adaptability. ‘One does not plan and then try to make the
circumstances fit those plans,’ said George Patton, the best American general of
World War II after Douglas MacArthur. ‘One tries to make plans fit the circum-
stances. I think the difference between success and failure in high command
depends on the ability, or lack of it, to do just that’ (my emphasis).

Flexibility, adaptability, and readiness to switch out of the wrong path are key-
words also in business planning. Sam Walton, one of the most successful busi-
nessmen of the post-World War II years, described in the following manner the
way his mind worked: ‘When I decide that I am wrong, I am ready to move to
something else.” A project or process may prove unable to deliver what was
promised, and as Walton aptly remarked on another occasion: ‘One should never
underwrite somebody else’s inefficiencies.’*°

Knowing yourself and knowing your opponent are not easy feats, but they are
doable if one has initiative, patience and the right methodology. The same is true
of keeping always flexible and adaptable. Yet, it is surprising how many compa-
nies, even big and mighty ones, fail to follow Sun Tzu’s, Patton’s, and Walton’s



Strategy is a Master Plan

time-honoured strategies. Such failure, and its aftermath, can best be shown
through a case study.

AT&T’s acquisition of NCR, the former cash register company which converted
itself into computers, is one of the best examples of unpreparedness in strategic
acquisitions, as well as a violation of the Sun Tzu, Patton, and Walton principles.
It is also an unparalleled illustration of how a big company may plan not for suc-
cess but for disaster. The highly paid AT&T top brass were not able to appreciate
that:

e Industrial strategy should never be done on the run, and
e Strategy is by no means a way to solve a challenging but intractable prob-
lem.

Chapters 17 to 21 document through real life case studies that AT&T has not been
alone in the mismanagement of mergers and acquisitions (M&As). Industrial his-
tory is littered with no-sense, ill-studied, or incompatible mergers, many of
which have been done because of a big ego, or just to do something no matter
what is its rationale. This has been precisely the case with the 1991 acquisition
of NCR by AT&T.

To start with a reminder, after a court decision obliged AT&T to disinvest the
Baby Bells, the operating telecoms in the United States, the formerly proud Ma
Bell was struggling for a new identity to be expressed through a growth strategy.
The pressure mounted in the wake of long-distance deregulation. Moreover, top
management believed that telecommunications and computer technologies were
converging:

e AT&T looked at NCR as a promising acquisition candidate, because report-
edly it made a profit in computers, and

e An ill-documented study told the AT&T board that NCR would work in
synergy with the existing product lines, since both companies shared a
common vision and also a white-shirt style.

This argument has been, to say the least, absurd. The color of shirt or of suit exec-
utives wear is by no means what is meant by ‘knowing yourself’. Strengths and
weaknesses in management, and in the product line, are the focal point; and
there is no evidence any one of them was properly studied — either on AT&T’s or
NCR’s side. In violation of Sun Tzu’s, Patton’s, and Walton’s strategic planning
principles, the phone company’s top brass:
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e Thought of using its switch boxes as servers,'! because since the 1980s
switching centres have been digital, and

e Since client—server solutions need PCs, AT&T looked around for personal
computers — which NCR had.

Speaking from an engineering viewpoint, the study of synergies between the two
firms was, at best, superficial. Only after the merger, a due diligence process
brought to light serious problems. Engineers from AT&T’s Bell Labs assessed
NCR’s technology after the acquisition, while they should have done so ex ante.
This post-mortem technical audit discovered:

e Substantial differences between AT&T’s switching capabilities and basic
PC technology, significantly reducing expected synergies from the acquisi-
tion, and

e To make matters worse, it was found that NCR was little more than a me-
too assembler in personal computers. The acquired company was essen-
tially a mainframer.

From a strategic perspective, as subsequent events demonstrated, even the hypo-
thetical cultural similarities between AT&T and NCR proved practically non-
existent. But there were rather pronounced management differences. NCR
operated in a highly centralized, bureaucratic way. After its breakup by Judge
Green, AT&T had become decentralized, and its subsequent attempts to flatten
NCR’s hierarchy, and cut overheads, backfired.

After having violated practically every principle in strategic planning, several
years down the line, in 1996, AT&T spun off NCR. It is common knowledge that
in doing so it suffered heavy losses. The fact that AT&T forbade its former sub-
sidiary to manufacture and market personal computers speaks volumes of the
fact its management finally learned that PCs are a cut-throat business. This late
discovery did not change the fact that the master plan of AT&T was in shambles.

Notes

The Economist, 3 September 2005.
See also in Chapter 11 a case study on IBM’s strategy in cost control, and in Chapter 15 a case
study on IBM’s quantitative objectives related to sales and marketing.
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Business Week, 21 February 2005.



Strategy is a Master Plan

5

10
11

D.N. Chorafas, IFRS, Fair Value and Corporate Governance. The Impact on Budgets, Balance
Sheets and Management Accounts. Elsevier, Oxford, 2006.

D.N. Chorafas, Management Risk: The Bottleneck Is at the Top of the Bottle. Macmillan/Palgrave,
London, 2004.

Fitch Ratings, Evaluating Corporate Governance: The Bondholder’s Perspective, London, 2005.
D.N. Chorafas, Outsourcing, Insourcing and IT for Enterprise Management, Macmillan/Palgrave,
London, 2003.

Sun Tzu, L'Art de la Guerre, Flammarion, Paris, 1972.

Sam Walton, Made in America: My Story. Bantam, New York, 1993.

D.N. Chorafas, Beyond LANSs: Client-Server Computing. McGraw-Hill, New York, 1994.



Examples of Leadership in
Strategic Decisions




This page intentionally left blank



Strategic Business Planning for Accountants

1. Introduction

In 1917, George F. Baker, then president of the prestigious First National Bank of
New York, offered Jackson Eli Reynolds to join his inner circle in the corporate
office of the credit institution. The proposal came out of the blue and Reynolds,
a corporate lawyer and Columbia University professor, responded with a spon-
taneous burst of laughter.

‘Have I said something funny?’ the 77-year-old banker asked. ‘It sounds to me,’
Reynolds responded, ‘as I am expecting a telephone call any moment from
Paderewksi asking me to play a piano duet with him.” ‘Banking is not as hard as
piano playing,” Baker assured,’ likely adding that there are some basic questions
in the management of an enterprise which are universal enough that every leader
should ask:

What do we want to be, as a person?

What do we wish to reach, as a company?
Where do we choose to compete?

Which are the services on which we are strong?

How are we going to produce and deliver these services to remain
competitive?

Which are our cash flow and profit goals?
How can we position ourselves to achieve these goals?

These are questions valid for every professional, and for everyone in senior man-
agement. Pity him or her who cannot provide valid answers. To respond to these
queries, however, in a factual and documented manner, we must have a clear
mind and unobstructed vision.

Able answers require making major choices, and therefore strategic decisions.
Our goals should be tailored to the economics of the market(s) in which we oper-
ate (see section 4) and to the specific characteristics of our business. Chapter 1
made the point that goals that are too general or abstract are useless and they may
be misleading.

The strategic decisions that we make, and the goals that we set, must be sim-
ple in character, expressed quantitatively and qualitatively, as well as easily
understood. This may sound contradictory to the statement made in the pre-
ceding chapter, that strategy is a master plan and therefore tends to be complex.
In reality there is no contradiction. Simplicity in strategic decisions means
that:
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e They should be stripped to their essentials, and
e Be phrased in a way that the degree to which they are realized is measur-
able and controllable.

Additionally, the quantitative metrics associated with strategic decisions should
be directly related to the ongoing activities of the organization, not to far-fetched
or imprecise events. An example of strategic goals is lowering production costs
by, say, 10%. As we will see through practical examples in Part 4, costs matter.

e Low costs permit low prices, and
e Low prices associated to high quality attract and retain good clients.

Costs are important, as well, for another reason. Customers have become sophis-
ticated and choosy. As a result, strategic decisions, including those connected to
prices, quality, and delivery, are more customer oriented than ever before.
Another aftermath of this trend is the strategic emphasis placed on research and
development (R&D), which has become an important element of leadership in
strategic business plans.

As we will see in Chapter 14, leadership in R&D requires research laboratories
able to support a consistent, well-managed new product effort. In manufacturing,
organized research is a development of the late 19th century, albeit at a timid
scale. In banking, R&D began in the 1980s as securities markets and their instru-
ments became the subject of steady innovation.

Research, development, and timely as well as effective marketing and imple-
mentation of research results are a product of the knowledge industry. Because a
research project takes time to bear fruit, choices must be based on prognostica-
tion, which includes an element of risk. Therefore, before speaking of the impact
of greater knowledge on strategic decisions, it is proper to examine how leaders
make their bets.

2. Douglas MacArthur and the Inchon strategic
decision

President Truman, and most Americans, felt that the late June 1950 unprovoked
attack by North Korean forces against South Korea was comparable to the
Japanese invasion of Manchuria in 1931 and Hitler’s 1938 Anschluss with
Austria. If the dictators were not stopped then, what would be next?
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The decision to stop the North Koreans was topmost in the mind of the Truman
Administration. The problem, however, was that in the preceding five years,
those that followed the end of World War II, the United States had relaxed its
defences. American forces in Japan and South Korea were only a skeleton of an
army. As the invaders progressed, the South Koreans and their allies rapidly with-
drew to the south of the peninsula till there remained only the Pusan enclave.

To get out of the limbo and have a good chance to claim victory, MacArthur’s
mind was firmly set on landing at Inchon, well in the north — rather than trying
to roll over the North Korean and Chinese Red Army carpet. This was a strategic
decision of utmost importance, and it had associated to it major risks. If suc-
cessful, an Inchon landing would:

e Trap the invaders behind their extended supply lines, and
e Force a massive withdrawal of the invading army from the south of the
Korean peninsula.

In Washington, the joint Chiefs of Staff had approved an ambitious landing from
the moment MacArthur suggested it, capitalizing on US naval and air superior-
ity. But they were not enthusiastic about his choice of landing place. To their
thinking, Inchon was:

e Far to the north, from Pusan, and
e Its high tides, with their 12-hour cycle, would make landing difficult.

On 23 August 1950 a strategy summit was convened in Tokyo involving
MacArthur; General J. Lawton Collins, Army Chief of Staff; Admiral Forrest
Sherman, Chief of Naval Operations; General Lemuel Shepherd, Chief of the
Marines; and a host of additional admirals and generals and their chiefs of staff.
The purpose was to discuss the pros and cons of MacArthur’s proposed Inchon
operation.

Summing up the Navy’s extensive, initial presentation, Admiral Sherman said,
‘If every possible geographical and naval handicap were listed — Inchon has 'em
all.’”? His staff had delineated a number of them, including the horrible tides at
Inchon, the two-hour window they left open for operations, and the fact the land-
ing would be too close to Seoul.

Moreover, the generals and admirals from Washington said the main approach to
the port of Inchon was a narrow, winding channel; the landings would have to be
made in the heart of the city, itself; and the formidable Wolmi-Do Island fortress,
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which rose 120 feet above the water at the mouth of the harbour, could not be soft-
ened up by pre-invasion bombardment, because this would forfeit the element of
surprise in the landing. Other objections were that MacArthur’s plan called for
extracting the First Marine Brigade from Pusan, weakening its defences, while
MacArthur’s troops moving out from Inchon would likely encounter heavy
enemy resistance around Seoul, and could suffer an overwhelming defeat.

Given these weaknesses they saw in MacArthur’s plan, General Collins proposed
an alternative to Inchon — a landing at the west coast part of Kunsan, a city
within 100 miles of what was then the Pusan perimeter — which would have both
protected the forces at Pusan and bypassed its perimeter.

Quite likely, in his schooling, General Collins never learned that Frederick the
Great had written in his Instructions to his Generals: ‘Those generals who have
had but little experience attempt to protect every point; while those who are bet-
ter acquainted with their profession, guard against decisive blows at decisive
points, and acquiesce in smaller misfortunes to avoid greater ones.’

A near-sighted approach to the risk being assumed in making strategic choices is
an excellent example of the strategist’s dilemma. It also provides evidence on the
need to win over opposition to an imaginative but far-flung strategic move.
Douglas MacArthur began his response to Collins by noting that the enemy had
committed the bulk of his troops in deployment against the Pusan defence
perimeter. He was therefore convinced that the North Koreans had not properly
prepared Inchon for defence.

‘The very arguments you have made as to the impracticabilities involved will
tend to ensure for me the element of surprise. For the enemy commander will
reason that no one would be so brash as to make such an attempt. ... Surprise is
the most vital element for success in modern war,” said MacArthur. Then he went
on to describe how, using the element of surprise, just as he intended to do, had
carried the day in other major battles.

Turning to Admiral Sherman, MacArthur acknowledged the validity of his con-
cerns adding, however, that he had developed a deep respect and appreciation
for the exceptional capabilities of the US Navy during World War II. Therefore,
he was confident that it was entirely capable of overcoming even the formidable
obstacles being enumerated.

As for the proposal to land at Kunsan, MacArthur admitted that it would be less
risky; but it would accomplish nothing of any strategic consequence: ‘It would
be an attempted envelopment, which would not envelop. It would not sever or
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destroy the enemy’s supply lines or distribution center, and would therefore
serve little purpose.” Nothing in war, or for that matter in business, is more futile
than action taken just to do something.

As General MacArthur reassured the assembled US military leaders: ‘If my esti-
mate is inaccurate, and should I run into a defense with which I cannot cope, I
will be there personally and will immediately withdraw our forces before they
are committed to a bloody setback. The only loss then, will be my professional
reputation.” But, he concluded in an earnest whisper, ‘Inchon will not fail, and
it will save 100,000 lives!’

Indeed, there was no room for failure. If the landing was repelled most of the
men would be lost. MacArthur knew that and had not made his decision lightly.
He had chosen a brilliant strategic move and he had confidence in his own mil-
itary judgement. The now historic Battle of Inchon had the potential of unset-
tling all the strategic plans of the North Koreans, as well as of their Chinese and
Russian supporters.

On 15 September 1950 the performance of the land, sea, and air components of
MacArthur’s assault force was incontestably brilliant on the day of the landing,
and thereafter. It was MacArthur’s victory not only against North Koreans,
Russians, and Chinese, but also against the Joint Chiefs and a Truman
Administration undecided about assuming the risks of the landing. The history
of Inchon, including what preceded it, should be required reading at business
schools.

3. Strategic decisions in business: case study with
Sprint

Like any telecommunications company and, in a way, not unlike Alice in
Wonderland, Sprint has to run fast in order to maintain its competitive position
in an industry sector that, after nearly a century of slow motion, started to change
very fast. Positioning required strategic decisions able to respond to the chang-
ing needs of the marketplace. For instance:

e Being more customer-centric than product-centric, and
e Restructuring the organization to mirror customer segments and needs,
rather than products and services offered.

As the company’s 2004 Annual Report points out, in executing these strategic
moves Sprint found itself obliged to refine internal processes to reduce time and
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cost for the company and its customers. Senior management focused on
re-energizing its brands, and devised ways to grow revenue faster than its com-
petitors by data and multimedia:

e Doing so into the existing customer base, and
e By expanding scale and size of operations through wholesale agreements
and key partnerships.

The strategic decisions Sprint has made, including its merger with Nortel, reflect
the fact that the telecommunications industry is driven, like no other time
before, by technology and competition. Also, that its customers are moving more
and more to wireless and email substitutions. This has a profound effect on a car-
rier’s long distance and local access services.

e Consumers are demanding more wireless data applications, such as
broader band Internet access, gaming, and video streaming.

e Companies are pushing for more robust integrated solutions that improve
their productivity, cut costs, and make their communications capabilities
seamless to their customers.

At the same time, new entrants, like cable operators and entertainment compa-
nies, are eager to seize the developing new business opportunities. Their thrust
into these telecoms markets is obliging existing telecoms to expand distribution
beyond normal sales and geographic channels. They have to do so to remain
competitive.

Additionally, telecom carriers cannot deliver true convergence without commit-
ting to a convergence business model, which they must develop and sustain in a
way satisfying requirements posed by different market segments. For consumers,
and many business companies, convergence delivers:

Bundled wireline-wireless products where distance is not a barrier
High-speed Internet access regardless of where one is, and

e The ability to easily assemble data, voice and video as part of an integra-
tive solution.

In making its strategic planning decisions, Sprint took account of the fact that
service integration must be features-rich, customized, and available anytime,
anywhere. In turn, this requires major strategic choices in terms of technical
solutions and investments made to support them.

One key element is financial stability, and staying power associated to it. To sur-
vive against growing competition, Sprint says that it took great strides to improve
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both its financial stability and flexibility, also focusing on costs and strong cash
flow. A couple of strategic decisions in this connection have been to:

e Reduce debt levels significantly, and
e Bolster a stronger liquidity position than in previous years.

Crucial business choices of this nature have prerequisites revolving around the
position management takes about developments in the longer run, which are
often instrumental in providing answers to tactical problems. ‘I have always
thought of problems as challenges,” said Sam Walton, and while there may be
room for mistakes, ‘We had not made any mistakes we could not correct quickly.
None so big that threatened the business.”

Senior management should as well appreciate that strategic business decisions
don’t always lead to the hoped-for outcome because there may be reverses. But
as Walton put it: ‘[I] have never been one to dwell on reverses. It is not just a
corny saying that you can make a positive out of most any negative, if you work
at it hard enough.” Good advice, which Sprint seems to have followed when it
reabsorbed its wireless telecommunications subsidiary, Sprint PCS, after it had
spun it off.

To survive, against competition and face the changing market whims, compa-
nies have not only to think up new things to try, but also to identify mistakes of
the past and take corrective action. While they have to be innovating, experi-
menting, and expanding, they should not fail doing regular walkthroughs to
establish if everything has gone according to plan. In a nutshell, this is what
strategic decisions are all about:

e Being future-oriented is necessary but not enough.
e Another basic requirement is evaluating the plan’s validity, as well as com-
pliance to it.

There are many reasons why a strategy successfully followed in the past may
have become counterproductive. In The House of Morgan Ron Chernow provides
an example of lack of strategic decisions at a time when they were most crucial
to adapt the company to a changing market. During the 1950s the Morgan Bank
seemed to shrink, if only because its rivals grew so rapidly. To survive, it had to
cobble together syndicates to serve large clients. But Henry Alexander, its CEO,
stayed aloof from:

e Branch banking, and
e The spree of banking mergers.
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‘The old Wall Street,” Chernow said, ‘vanished as musty, dignified old banks
were snapped up by hungry retail giants. The First National Bank of New York —
the bank of Pierpont’s pal George F. Baker — was illustrative of the situation.
Refusing to hustle for business and demanding client introductions, it was
dying with dignity, and was acquired by National City’ (more on this in
Chapter 19).

At the same time, advertising, so far seen as subaltern and excluded from the
world of finance, entered the banking business. This, too, was a strategic decision
and some banks made it faster than others. Chase launched its advertising cam-
paign with the slogan “You Have a Friend at Chase Manhattan’. But as Chernow
remarks, for elitist Morgan bankers, this was too much. ‘You can’t provide custom
tailoring to a mass market,” sniffed Henry Alexander.* He was wrong.

4. The nature of many strategic decisions depends on
macroeconomics

Whether we talk of manufacturers and merchandisers, telecommunications enti-
ties, like the example in section 3, real estate companies or, even more so, banks
and other financial institutions, strategic decisions must account for current and
projected state of the economy. Market psychology, inflation or deflation, the
price of key commodities (see section 5), an ongoing bubble, as well as other fac-
tors that affect the outcome of a strategy, must be accounted for.

The evolution of an economy is the subject of studies in macroeconomics. Such
studies are based on economic analysis, which is an arcane art whose results are
indispensable in strategic planning. When top central bankers have independ-
ence of opinion and means, to carry out their job, they usually speak their mind
freely, and what they say is vital input to senior management decisions.

In the 2005 annual symposium of the Federal Reserve Bank of Kansas City, cen-
tral bankers and economists the world over paid tribute to Dr Alan Greenspan’s
18 years as chairman of the Federal Reserve. In his speech, the boss of the Fed
sounded a little worried about the economy’s future, giving warning that an
unusually long period of economic and financial stability:

e Might have encouraged investors to accept lower risk premiums, and
e This attitude contributed in inflating the prices of assets, such as shares,
homes and some commodities.
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‘History has not dealt kindly with the aftermath of protracted periods of low risk
premiums,’ Greenspan said, adding that the 2001-2005 property boom was char-
acterized by an imbalance. Prices of homes could fall, as happened in the late
1980s with real estate, and in 2000 with equity prices. Therefore, the chairman
added, the Fed will need to pay more attention to asset prices.

In fact, not only the central bank, and its monetary policy-makers, but also com-
panies and families will be advised to pay much greater attention to the way
interest rates affect their decisions. The very low interest rates featured by the
Fed during the first five years of the 21st century, indeed the lowest in nearly half
a century, have been a motor behind this asset inflation in the housing market
and in key commodities.

Another major contributor has been the very high liquidity, starting with the
tragic events of September 11, 2001, following through in subsequent years.
Companies that capitalized on high liquidity injected by central banks to keep
the market from being nervous, must think ahead to what happens when mone-
tary policy tightens.

The likelihood of plans turning on their head is faced equally by entities and
investors whose strategic decisions are loaded on the side of cheap money. The
fixed rate instruments hecatomb of 1994, an after-effect of tightening by the Fed
on six consecutive occasions, is an ample example of how strategic investment
plans — and even more so speculations — go astray.

As a reminder, the cheap money of the early 1990s, and consecutive interest rate
increases in 1994, took place under Greenspan’s watch. On the positive side of
Greenspan’s tenure has been his intellectual inflexibility, as well as his scepti-
cism of economic models and forecasts. Another contribution was that of fram-
ing monetary policy as risk management. With this criterion at the top of the list
of issues to watch, the Fed has been looking at the same time:

e At the most likely path for the economy, and
e At all possible paths it might follow, attaching greater weight to outcomes
that could do severe harm.

A great deal of Dr Greenspan’s contribution to the US and, by extension, global
economy, rests on the fact that through his tenure he has followed no party line.
He was not a member of a party clan and kept his own counsel. That is what
every strategic decision-maker should do not only at national economic level but
also at corporate level, in regard to company politics.
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Independence of opinion is ethical behaviour’s alter ego. ‘The individual family
member’, says Antonio Ferreira, ‘may know, and often does, that much of the
family image is false and represents nothing more than a sort of official party
line.” One might add that this is just as valid of brand names and logos. But
when this attitude reaches strategic business plans, it becomes self-destructive.

Independence of opinion is also a matter of culture, and it is to the credit of the
Federal Reserve that its culture, which developed over nearly a century, is one
of independence. (Woodrow Wilson was the Fed’s founding president. With sen-
ator Carter Glass, in 1913, he shepherded the Federal Reserve Act through
Congress.)

Members of the Federal Reserve Board have often shown their independence of
opinion. ‘It is not an easy thing to vote against the President’s wishes,” said Henry
Wallich, a Fed governor in the Carter years. ‘But what are we appointed for? Why
are we given these long terms in office? Presumably, it is that not only the pres-
ent but the past and the future have some weight in our decisions. In the end, it
may be helpful to remind the President that it is not only his present concerns
that matter.”

This is the policy every central banker should follow, and it is practically what
Alan Greenspan did. Still, critics suggest that at his retirement from Fed chair-
manship, Dr Greenspan has been leaving the economy unusually out of kilter,
with record current account deficits and household financial debt. The early
years of the new century have seen the biggest housing bubble ever in the United
States. These are most important macroeconomic factors which, when left out of
strategic decisions, can turn a business plan into shambles.

5. Business strategy and the price of key commodities

Theory says that market prices are established by supply and demand. While this
can happen, it is by no means the golden rule applying in all places, and in all
cases, for all commodities — particularly those most crucial to the economy
which are also subject to other forces. The price of oil in 2005 provides a good
example on how pricing a commodity comes unstuck from classical fundamen-
tals and, over a significant amount of time, responds to:

e Lax monetary conditions
e Market psychology, and
e Market speculation, capitalizing on these two bullets.
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Lax monetary conditions have prevailed, for instance, in both the United States and
China who, in 2005, have been the two biggest 0il consumers world-wide. Moreover,
the United States kept the cost of money at rock bottom level, while China played
on a highly undervalued currency and rules in giving loans to state firms which
defied sound credit criteria. As the oil crisis deepened many experts suggested that
high oil prices can partly be seen as a consequence of low interest rates.

e Ifthis hypothesis is true,
e Then the price of o0il and the price of money are inversely correlated.

Such a linkage in pricing crucial commodities, for example money and oil, has
only recently been appreciated as a crucial reference in strategic decision. As a
commodity, oil has taken over from gold both the role of regulatory instrument
and of wealth refuge — becoming an issue whose price is highly exposed to mar-
ket psychology and speculative action.

As far as commodity pricing is concerned, not everything is market psychology.
There exist other fundamental factors to be accounted for in strategic decisions
regarding the use of these commodities. For instance, rising oil prices are a sig-
nal that global economic growth has been more rapid than other variables char-
acterizing existing financial conditions can sustain. In that sense:

e The rising price of oil is a way of constraining the world economy, helping
to prevent it from overheating.

e Confronted with much higher prices, companies and consumers tend to
change their behaviour, becoming more prudent.

Some experts say a better solution would have been to tighten global monetary
conditions. Contrarians to this approach answer that a higher cost of money
requires general policy agreement, and in some countries it risks puncturing the
housing and borrowing bubbles which are going on. On the other hand, high oil
prices have dreadful consequences for slower-growing economies in Africa,
Latin American, part of Asia, and several countries in Europe, other countries
benefit greatly from them.

Under these conditions what should filter into strategic decisions is the way the
aftermath affects our company’s fortunes. For instance, excessive growth in oil
demand in America and China is imposing a tax on others by pushing crucial
commodity prices higher. This is particularly true when price increases are fairly
sharp: the price of a barrel of West Texas Intermediate (WTI) rose from $18 in
November 2001 to $70 in early September 2005, and though it retreated from that
height, nobody can be sure it will not surpass it in the future.
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Nearly half an order of magnitude change in a key commodity should provide
plenty of thought to corporate policy-makers. In terms of percentage increase,
this is similar in scale to oil price jumps of 1973-74, 1978-80, and 1989-90, all
of which were followed by:

e Worldwide recession, and
e Rising inflation in industrial countries.

Curiously, however, in 2005 inflation remained low. One reason is that devel-
oped countries use half as much oil per real dollar of GDP than they did in the
mid-1970s, because of improved energy efficiency. And also, as a result of the
shift that took place from manufacturing to services. The after-effect has been
that a given rise in oil prices made a smaller dent in inflationary terms.

What has been stated in the preceding paragraph, however, is not true of most
emerging economies, which are still big energy users. India and China, for exam-
ple, employ more oil per dollar of GDP today than they did in the 1970s — but
they also have very low labour costs, and they subsidize the pricing of their
exports in order to gain foreign markets. It is a fact that the lesser developed
economies which are currently growing faster than those of the industrial West
tend also to be the least efficient users of oil.

e To produce one dollar of GDP, the so-called emerging economies use more
than twice as much oil as developed economies, and

e Because governments are subsidising their oil price, consumers and com-
panies burn more of it than if they had to pay full market prices.

Within the perspective established above, the International Monetary Fund fore-
casts that for the rest of this decade emerging economies could account for
almost three-quarters of the increase in world oil demand. Since 2000, con-
sumption in China has single-handedly represented more than one-third of the
growth in global requirements in oil supplies. The United States remains the
biggest consumer, roughly using one-quarter of the world’s output.

The bad news is that with China’s consumption per person still one-fifteenth of
that in the United States, it is inevitable that its energy demands will signifi-
cantly increase over the coming years. Will the global economy be able to with-
stand this shock, or are we now entering a period of stagflation? The good news
is that so far in the 21st century stagflation has not yet taken hold, as it did two
and a half decades earlier. As a reason for this, some economists suggest the
impact of gradual adjustment.
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e In 1979 the price of oil doubled in 6 months
e In 2004-2005 it took 18 months to multiply by 2.

According to this hypothesis, gradual adjustment had a favourable impact, giving
companies and households more time to accommodate themselves with the new
price levels, therefore doing less damage to their confidence — and, by extension,
to economic activity. There is also the fact that even at $70 per barrel, in real terms
the price is not as high as in the late 1970s. This is, however, small comfort.

Still another factor strategic planners should consider in connection to energy is
that if oil prices are rising because of correlation to high money supply and
strong demand, rather than being a supply problem, then they are likely to stay
high for much longer. In past oil shocks, a rise in price as a result of temporary
supply disruption caused oil consumption to decline. This has not happened yet
in any significant way.

Because the costs of labour, raw materials and other commodities reflect them-
selves into all final cost figures, price volatility, and even more so an upwards
trend, should not be taken lightly in strategic business plans. The best policy is
to take a leaf out of the book of Japanese manufacturers. When the dollar/yen
exchange rate turned against them, from a rather classical 100 to 125 yen to the
dollar, down to 85 yen to the dollar, their strategic plans targeted remaining com-
petitive with an even worse exchange rate, of 70 yen to the dollar.

6. The comparative advantage of knowledge workers

In the 19th century, economists developed the theory of comparative advantage
to explain industrial location. Examples are possession of natural resources,
availability of increasingly more skilled labour, abundance of capital to be
invested per worker, and particularly benign climatic conditions that favour an
industry like tourism, or some types of goods.

For instance, cotton was grown in the south of the United States because the cli-
mate and soil were right. But it was woven into cloth in New England, because
that was where the water power and local skill existed. Steel was made in
Pittsburgh, since this location minimized transportation costs given the rivers
and the relative position of iron ore and coal deposits.

What the previous paragraph outlined is 19th century examples that explain
why the big brown industries settled where they did. Knowledge-intense
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resources have different criteria and, moreover, the old capital and labour ratios
don’t hold any more; they have become fairly irrelevant as strategic decision
milestones, because globalization, technology, and innovation have changed the
rules of the game.

Classical industries are relocating to take advantage of lower labour costs.
Financial capital has become widely accessible at a reasonable price. Human
capital can be anywhere provided that:

e The educational system functions properly, and
e The population is characterized by personal initiative.

Today, even if lower costs are important, the raw form of unskilled and unedu-
cated workers is less and less needed. At the same time, however, there is a fast-
growing obsolescence of skills. Lifelong learning has become a ‘must’ in Western
societies — where a large number of workers without a job are not simply unem-
ployed — they are unemployable.

Knowledge is a competitive advantage with limited timespan. It decays not only
if it isn’t used, but also if it is not kept up. Therefore, it is not enough to develop
careers for knowledge workers. These careers have also to be challenging, and a
steady effort should see to it that lifelong learning refreshes people’s know-how
permitting them to remain competitive. The strategic element in this connection
is that:

e Competitiveness is implicit in the nature of knowledge, and
e As knowledge workers become the central resource of the economy, society
is bound to evolve only if it is constantly able to upgrade its people’s skills.

Over the ages, there have been two schools of thought about knowledge which,
to a substantial extent, contrast to one another. The first has emphasized what
can be called self-knowledge, or the perfection of the individual by intellectual,
moral, and spiritual means. The teachings of Socrates and Plato, but also of
Taoists and Zen, find themselves on this wavelength, which is essentially
endogenous.

The other school of thought promoted the type of knowledge that is exogenous,
and has its origin in Protagoras and the Stoics, as well as Confucius. For
Protagoras knowledge meant: logic, grammar, and rhetoric enabling a person to
know what to say and how to say it. Both Protagoras and Socrates, however:

e Respected the skills (techne), which is not higher knowledge but necessary
infrastructure, and
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e They taught that the best way to master techne is through apprenticeship
and learning by experience.

Apprenticeship amplifies what is taught in school because it provides hands-on
experience. In turn, personal experience is supplemented, and in many cases
augmented, through formal education. This interplay of formal education and
apprenticeship is a strategic decision.

It should be noted, as well, that with every epoch the level of required literacy has
changed. Today for knowledge workers the criterion is not alphabetism but liter-
acy in computers, in research, industrial engineering, accounting, marketing, and
the law. Taken together the extent and nature of required techne demonstrate that
the new society of knowledge workers is a strategic development with its own par-
ticular characteristics. There is no definition available from the past, which fits:

e The current social description of knowledge, or
e The type of work knowledge workers are doing, and its evolution over time.

On the other hand, however, the knowledge society — and the new capitalism it
brought along — have some easily detectable trends. Both brains and capital can
go where they are appreciated, have great career opportunities, are provided
with lifelong learning facilities, and are paid the most. Knowledge resources and
financial resources have mobility.”

In the mid- to late-1930s the United States gained from Europe some of its best
brains due to the suicidal policies of the Nazi government. In the early 1950s,
Fullbright scholarships brought to the United States the cream of the young gen-
eration of European knowledge workers. Fullbright scholarships proved to be a
very imaginative strategic initiative on behalf of the US government.

In the mid-1960s it was the huge budget and imaginative goals of the man-on-the-
moon programme which created Europe’s brain drain and America’s brain gain.
Twenty years later, in the mid-1980s, came the fourth wave. This time brains went
to the United States from Asia, particularly India, Taiwan, and China.

What these four waves of knowledge workers have in common is their contribu-
tion to the real capital of the US economy. They have been attracted there by
America’s recognition of the competitive advantages knowledge workers bring
along. It should, however, be appreciated that it is their knowledge which gave
them the freedom to:

e Move across frontiers, and
e Be welcomed in the new country not as stage hands but as contributors.
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Evidently, the knowledge capital one country gains, the other country loses. But
losers don’t have the knowledge necessary to appreciate what they have lost.
None of their kings, or prime ministers, has taken the trail of King Minos of
ancient Crete, who sailed after Daedalus, the greatest engineer of his time, to
bring him back to his home country.

Up to a point, in our days, the spirit that best describes the concepts underpin-
ning the knowledge society can be seen in the management philosophy of John
F. Welsh. As far as human resources are concerned, in the years he led General
Electric (GE), Welsh applied two strategic guidelines which are worth empha-
sizing:

e Employees who cannot adjust, do not belong at the new GE, and
e We want to create an environment where employees are ready to go and
eager to stay.

John F. Welsh also set in motion other strategic initiatives which, over the years,
became guidelines of the new capitalism. During the time of his tenure, GE per-
sonnel have been reduced by 100,000 workers out of 400,000, while revenues
have grown 48%. At the same time, GE’s executive development centre at
Crotonville has been redirected to become the change agent, because without
change organizations die from old age as their arteries clog and their brain
closes down.

In conclusion, the most important problem our society faces is not one of race and
religion, but of self-control and education. As De Tocqueville, the French philoso-
pher, once suggested: ‘The diffusion of knowledge is advantageous to all con-
cerned. Ignorance leads to failure.” And ignorance is a very flexible theme indeed.

7. Strategic dimension under the new capitalism

While to a considerable extent the new capitalism of the late 20th and early 21st
centuries can be seen as knowledge-based capitalism, it also has other ingredi-
ents of strategic importance. The purpose of this section is to bring them in per-
spective because of their impact on senior management decisions. Three issues
of prime importance are the:

Mobility of capital on a global scale
Broadening horizon of wealth management,® and

e Impact of research, development, and innovation on corporate profits and
survival.
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All three are strategic factors favouring the industries promoted by the new
economy. From finance, semiconductors and on-line entertainment, to educa-
tion and health care, the new industries have grown much faster than the old,
which actually are in decline. The only way old industries can survive and
grow is through a thorough re-engineering. This is essentially what Sam
Walton did with Wal-Mart, which started as a retailer before becoming a net-
work of hypermarkets.

The financial industry, too, offers an example of re-engineering. Seen under the
most recent perspective, the real product of the banking industry is knowledge.
Practically all industrial sectors that have moved into the centre of an
advanced economy, such as software, computers and communications, have as
the infrastructure of their business activities research, production, and distri-
bution of knowledge.

This is a totally different concept than the production and distribution of hard
goods, with which most people are familiar. Without abandoning the strategic
return on investment (ROI) criteria, in terms of making capital allocation
decisions, the new capitalism has promoted new dimensions, which became its
hallmarks. Figure 2.1 offers a bird’s-eye view of the three pillars of the new sys-
tem. Enlightened spirits have helped in bringing them into perspective.®

FAST RENEWAL

INVENTION svsTEw
INTEGRATION
KNOWLEDGE INNOVATION RAPID
EFFECT DEVELOPMENT

AGILE
EXPLOITATION

Figure 2.1 Measuring return on knowledge in the new capitalism
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e The impact of invention and innovation is demonstrated by the success of
life sciences and the strategy followed by high-tech firms.

e System integration is using information technology as the vector to create
larger aggregates which cannot be built in a monolithic way.

e Re-engineering of an ancient concept like merchandising has been
achieved by capitalizing on broadband communications, computer-based
mathematical models, and the real-time enterprise.®

The first of these three bullets talks of a new strategic perspective in business and
industry which has demonstrated its ability to serve the growing demand for
advanced man-made products. By contrast, while the concept behind large-scale
system integration is new, the components it brings together and makes work in
a seamless manner, are already in existence.

As a strategic choice, system integration should not be confused with re-engi-
neering. The latter does not create a new system. Rather, it significantly enhances
an existing one through new objectives and novel departures promoted by the
astute use of information and knowledge. Re-engineering provides a very useful
platform for revamping old structures.

People who have not quite appreciated the strategic directives of the new capi-
talism tend to say that it is no longer possible to make big profits through indus-
try. This is not true. As the late 1990s have shown with high-tech companies, it
is always possible to create significant additional wealth — though high leverage
eventually leads to a bubble, just as it has so often done in older times.

Peter Drucker is right when he says that we don’t really fully understand the
economics of knowledge, because we have not yet had enough experience to
formulate an appropriate theory about it, and test it. What we do understand,
however, is that today in order to gain competitive advantage we have to put
knowledge into the centre of wealth-producing processes, as section 6 has
explained.

More than that, tomorrow we will not be able to produce anything significant,
and therefore survive, unless knowledge engineering underpins our the devel-
opments and applications. We also need to understand that a knowledge-based
economy behaves in a totally different way than existing theories assume —
including the prevailing economic theories.

Keynesian, monetarist, classical, and other economic theories that have had
their day were made for a world where physical goods dominated, not for the
service economy in which we currently live. In an economic environment where
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physical goods were the measure of activity, economists have based their theo-
ries on the concepts of:

e Perfect competition, and
e An efficient marketplace.

Both are alien to a service economy, where individual companies may be
efficient but the market as a whole is inefficient. Not only have the concepts
embedded in both of the above bullets been largely approximations, and do not
hold true, but also in a knowledge economy these assumptions can be seen as
quite plainly wrong. Let me repeat the previous statement. Both:

e Imperfect competition, and
e Significant market inefficiencies underpin the way the knowledge econ-
omy works.

Typically, with physical production the lead time to deployment of resources is
relatively short, though a good deal of planning is necessary as the complexity
of these resources increases. By contrast, in the service economy, where profes-
sionals dominate, the lead time can be significant. It takes years to educate a
person into becoming a first class lawyer, expert accountant, imaginative
researcher, or top-tier design engineer.

In the production of physical goods, the emphasis in investments is typically on
fixed features: land, office buildings, factories, machines, and tools. In each
country, the law then specifies how quickly these can be depreciated over a
number of years.

By contrast, in the knowledge society strategic innovation works in a totally dif-
ferent way. Return on knowledge (ROK), and its intrinsic value, have to work in
a rapid cycle and depreciation must be fast, preferably less than a year. Every
night when the researcher or manager leaves his or her office to go home, the

Table 2.1 Frequency with which the strategic plan is matched or modified

Frequency Use actual events to Review strategic plan for
test strategic plan possible modification

Monthly 20% 15%

Quarterly 25% 20%

Semi-annually 10% 15%

Annually 45% 50%
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company for which he or she is working knows that tomorrow that person might

work for a competitor. This radically changes the strategic dimension of com-

petition in modern capitalism, turning many of our time-honoured notions on

their head.
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1. Introduction

The message the final two sections of Chapter 2 provided to the reader is that
there are excellent growth opportunities for companies that offer their customers
significant productivity improvements, through knowledge-oriented solutions.
The service society and its agents see to it that, while competition has greatly
increased, the edge in overtaking corporate opponents is:

e Superior employees, and
e Proprietary body of expertise.

Human assets are more difficult for a potential competitor to duplicate than a steel
mill or automotive factory. A company with proprietary expertise has a clear global
competitive advantage, therefore knowledge-based processes and products are a
good investment. This orientation, however, requires most important strategic
choices by senior management; particularly choices which lie off the beaten path.

In 2005, Microsoft provided an excellent example. The launch of Xbox 360 in
November of that year is a valid illustration of a well-managed company’s
advance into markets outside its original business. Making software for PCs and
servers is still a lucrative market but Microsoft is not resting on its laurels.

e The original Xbox was a TV front-end, mainly oriented to gaming.

e But aside from its technical advances, the new Xbox 360 has greater ambi-
tions, targeting the still open market of a hub for home cinema (more on
this in section 4).

Besides gaming, Microsoft does its best to get its software into mobile homes and
other non-PC devices. Every major industry today has come to a strategic cross-
roads, and choices currently being made have far-reaching effects. Chapter 1
brought to the reader’s attention what characterizes winners and losers in a
market that is more competitive than ever.

Through able strategic decisions, companies have to rise to the occasion, or stand
by and watch their primary income sources shrink, while today’s customers
become tomorrow’s competitors. If the board, CEO, and senior managers fail to
take control of the company’s future while there is still time to implement strate-
gic alternatives, decreased profit margins, followed by red ink, will make the
decision for them.

The challenge to the CEO and the board is not only the choice of strategic direc-
tion, and its able implementation, but also the need to be in charge of the risk
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being assumed — because risk-taking is inherent in every new departure. If R&D
is the key ingredient in developing new value-added services, alert management
supported by first-class methodology and technology is the most important
means of risk control.!

Within the outlined perspectives, a vital responsibility of the CEO is to assure
that the right strategic choices are not being delayed because of indecision, but
that they are implemented at the right time. Two equally important duties are
to oversee customer profitability and supervise the proper functioning of inter-
nal controls — so that the information flow is uninhibited up and down the
organization.

When the responsibilities outlined in the preceding paragraphs are properly
integrated into the system of governance, they give the organization a unique
competitive advantage. The CEO is accountable for their development and their
integration because the person who commands the enterprise is not a mere tech-
nician. He or she is the:

Animator
Promoter
Planner, and

Controller of the enterprise.

The role of animator and promoter is to see to it that the organization ticks like
a clock. This role cannot be relegated to a committee because ‘committees can-
not drive a company, just like they cannot drive a car’, as Henry Ford used to say.
And Urwich, a well-known British consultant of the 1930s, added that commit-
tees have no soul to blame and no body to kick.

Both Ford and Urwich were very critical of committees, but committees do have
arole to play and their contribution should not be underestimated. For instance,
recent research suggests that in the long run committees are likely to take better
decisions on interest rates than individuals.* Also, other things being equal, com-
mittees are better in choosing prize winners than individuals, who may fall into
the nepotism trap.

When it comes to strategic choices, however, it is personal leadership, rather
than the averages that come out of cumulative judgement that counts the most.
The opportunities for good and bad strategic choices are many, as we will see in
this chapter. Section 2 presents the reader with one of the best examples of what
a well-managed company can accomplish.
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2. The choice of the product line: case study with
Toyota

As an old adage has it: “‘What a man is doing, does the man.’ This is just as valid
for a company, government organization or any other entity. Hence, a most cru-
cial question is: ‘What do we want to be?’ followed by: ‘What are we now doing?’
and ‘Does it bring us to where we want to be?’ The choices that we make and the
awareness of the path we take are tantamount to:

e Redefining ourselves
e By managing out activities.

‘In the past, we tended to run the company to occupy space,” Gitibank’s chair-
man and CEO John S. Reed told analysts in 1995. Having said this, he vowed that
henceforth, ‘We are going to run the company for performance’ — implying that
Citibank will no longer try to be in every market.?

A similar strategic choice connected to selectivity faces every company in the
world. On and off, industry is carried along by a wave to diversify, which, quite
often, is translated into spreading thin. The motor vehicle industry provides one
of the best examples that can be found on both sides of the equation. That is:

e What should be done, and
e What should not be done.

Starting with the second bullet, Ford had an aerospace division that was fairly
profitable. General Motors therefore bought Hughes Aircraft, when it became
available. GM had also acquired Ross Perot’s Electronic Data Systems (EDS).
Daimler therefore had to buy a major consulting company, in Germany, to join
the club of the irrational. Both Hughes and EDS have been disinvested some
years down the line, when it became evident this was not what a (by then) poorly
managed auto manufacturer should be doing.

e Toyota did not make that mistake in its strategic choices. It concentrated
on what it knew best — autos, and

e It capitalized on its strengths rather than skating on thin ice by trying to be
everything to everybody.

Which has been the better strategy is told by the outcome. As of 2005, both
General Motors and Ford are at the edge of bankruptcy. And while in the past
they could count on European profits to plug their American losses, now their
European debts add to the general misery. GM has given every sign of getting
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tired of losing hundreds of millions of dollars in Europe with its Opel, Vauxhall,
and Saab brands, which are continuously dogged by:

e Dullness, and
e Variable quality.

This did not happen ‘just yesterday’. Because what is, by all the evidence, an
incapable management has been feeding the company’s weaknesses rather than
its strengths, these brands have been losing money for years. Saab is a case in
point. Its purchase by GM in 2000 was supposed to add to the company’s stable
a posh brand with better margins. But the result has been precisely the opposite
than the one expected.

It is indeed surprising how highly paid managers cannot make up their mind
about what the company for which they are responsible should or should not do.
Experts say that the failure of GM’s Saab investment, like that in Fiat, is just one
of a string of bad strategic choices which, in the not too distant future, will see
Toyota topple GM from the No. 1 slot among the world’s auto makers. Today:

e Toyota makes a net profit far bigger than the combined total for Detroit’s
Big Three.

e Its global market share is growing towards 15%, a large number given
tough competition, and

e Its market capitalization towers above its competitors, including Detroit’s
auto makers.

Like every other car manufacturer, Toyota’s management is faced with tough
choices because the worldwide car market is a very difficult one to be in. There
is capacity in place to produce millions of cars and other light vehicles, like pick-
ups and SUVs, every year, at a level well above current output. Capacity is esti-
mated at 80 million vehicles while actual production stands at about 60 million
a year. As a result,

On average, factories are only three-quarters full in terms of capacity, and
This gap is projected to increase as Chinese car manufacturing comes on-
line, including exports. The launch took place at the September 2005
Frankfurt Fair.

What the writing on the wall says to everybody who can read it, is that the lag-
gards in the global competition in auto manufacturing and sales are in for a very
rough time. Interestingly enough, these were former industry leaders, like GM,
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Ford, Chrysler, Fiat, and Volkswagen; even Mitsubishi Motors. But they have
consistently failed to address their real problems. In particular:

e Sluggish product development,
e Unimaginative marketing effort, and
e Very poor financial discipline.

In most other industries, such significant management weaknesses would
rather quickly bring the firm to bankruptcy, but autos are a special breed. For
instance, Mitsubishi Motors is getting a lifeline of support from its keiretsu kin.
And, after its failed effort to sell its car business to GM, Fiat got huge compen-
sation from the American car manufacturer when the doomed deal went to the
wall.

Moreover, like practically all mismanaged companies in Europe, Fiat receives
lucrative subsidies from the Italian government (which can ill afford it). The
Italian government is afraid of the massive unemployment that would be created
by Fiat’s bankruptcy. In all likelihood, GM made the strategic blunder to buy an
option on Fiat because the formerly proud auto maker’s management could not
sort out its priorities. The bones of Alfred Sloan, a giant of industry, must be
turning in the grave.

While the negotiations towards a financially painful disengagement between GM
and Fiat were going on in early 2005, rumour had it that prior to paying the $2
billion dollar penalty GM had developed a strategic option. It played with the
idea to buy Fiat Auto, declare it bankrupt, and shrink it to a specialist status
dimensioned so that:

e It could make money, and
e Contribute a couple of brands to GM’s own tired portfolio.

This strategic choice, however, came down in flames when both the Italian
government and labour unions made it clear they would have none of this.
This is an excellent example of the fact that strategy can never be made in the
abstract. The stakeholders can be vigilant and, sometimes, violent in their
response.

If GM, Ford, Fiat, and some of the other established brands provide insight into
failed management decisions, what have been the strategic choices of the win-
ners? Notably Japan’s Big Three: Toyota, Nissan, and Honda. A first response is
that they do not have magic answers; indeed, nobody does. But a more careful
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look reveals that they focus on patient execution of sensible, though ambitious,
plans to expand their sales.

e They develop a steady stream of new models, making them with remark-
able efficiency, and

e They don’t go for takeovers or miracle cures. They are basing their strategy
on relentless professionalism with novel design and high quality, rather
than throwing money at the problem.

Particularly, in the case of Toyota, there is one extra ingredient: the company’s
strong corporate culture. Top down, every employee seems to know the ‘Toyota
way’ of doing things. The board and CEO know how to do business on a global
scale, and how to keep a steady watch on costs. The employees know that their
duty is quality work, not just work. And they don’t go on strike now and then, as
French, Italian, and German auto industry workers do.

All these ingredients are important in enveloping the right strategic moves. They
are particularly crucial in a global auto industry whose output has risen by about
3 million per year since 2000 — with half of this coming from Toyota alone. To
reach such deliverables, the company has achieved dramatic growth all round
the world, making more cars abroad than at home. Toyota:

e Has overtaken Ford in global production terms, and
e It is about to pass Chrysler in sales to become one of America’s Big Three.

Additionally, among car manufacturers, Toyota is exceptional because it makes
good returns consistently. This is evident in its market capitalization. Toyota is
worth more than the traditional American Big Three put together, and more than
the combination of its successful Japanese rivals, Nissan and Honda.

Having learned in the 1960s from the US auto manufacturers how to make
modern cars properly, in the elapsed four decades Toyota has improved on its
methods — while its American competitors fell behind. These improvements
reflect themselves in the Toyota Production System (TPS), which, among other
advances, pioneered just-in-time manufacturing.

To its credit, Toyota also learned a great deal from W. Edward Deming, the qual-
ity control expert who had played a big part in developing the principles and
methods for highly reliable products. Deming’s concepts helped Japanese indus-
try tremendously while he was working on the staff of General MacArthur. At the
core of quality assurance in Deming’s method, and in TPS, is:

e Elimination of waste, and
e Absolute concentration on consistent high quality.
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In Toyota’s case, this has taken the shape of a process of continuous improve-
ment (kaizen). Another competitive strategic choice has been the slick product
development process that can roll out new models in record time. And there is,
as well, a smart marketing strategy. As soon as Toyota bosses spot a gap in the
market, or a good new product from a rival, they swiftly move in with their own
improved offer. Strategic planning is not limited to words and vague statements.
Its aftermath is measurable because plans are immediately put into action.

3. Strategic choices in the banking industry: a lesson
from the 1990s

During the past three decades, strategic choices in financial markets have been
promoted by globalization, technology, deregulation, product innovation, and
institutional change that led to mergers, acquisitions, and restructurings (see also
Part 5 for case studies). All these background reasons have increased the incen-
tive for investors to:

e Take greater risks, and
e Move in a herd, buying at prices that have little to do with fundamentals.

Additionally, when interest rates are low, this behaviour is compounded by the
search for yield, which leads to sailing in uncharted waters and makes financial
booms and busts more likely. Nowhere have such significant changes had a
greater impact than in the banking industry, reshaping its landscape.

While practically all major credit institutions moved in the same direction,
adding to their retail and commercial banking, investment banking activities and
derivatives trading,* those who were better managed looked for a competitive
strategy — and they examined the choices that go with it. Among the questions
senior management asked itself are:

e Would we like to be the acquiring entity or the acquired?
Which will be our opponents in 5-10 years’ time?
Which new financial products can we offer to stay independent and pros-
per?

These were some of the critical issues confronted by credit institutions as mar-
ket forces changed the banking industry in the late 1980s and early 1990s. For
instance, are money funds among our big competitors? If yes, then let’s devise a
strategy that will give them a run for their money. Let’s ourselves be much more
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Additionally, well-managed financial institutions have used competition as a
stimulus in formulating strategic choices that could be instrumental in strength-
ening their position. In terms of products and services, many internationally
active banks tended to organize themselves around six main business lines, of
different levels of appeal and profitability:

Lending, often oriented to senior debt

Cash management and payment systems

Investment advising, portfolio management, and private banking®
Derivatives and associated services such as foreign exchange
Retail banking in selected markets, and

Investing in debt and equity on their own account, including securities
lending.

The better-governed money centre banks appreciated that each of these main
product lines requires not only first-class skills but also a rigorous risk manage-
ment policy, procedures to see it through, and the technology necessary to sup-
port it. They also needed ‘know-how’ to provide a dynamic appreciation of
exposure as both market behaviour and product prices change.

CEOs with experience in technology appreciated that computers, communica-
tions, and models can be used in an effective manner only when they are
blended with good business sense. And good business sense suggests that as far
as innovative products are concerned, rapid development timetables are the only
answer to the maintenance of market competitiveness. This is also the focal
point of financial engineering, namely:

Developing new products and services

Building added value to existing products

Elaborating models for market tracking and evaluation
Using pricing models to help in management decisions, and

Establishing a first-class, company-wide system for cost control.

All this has been part and parcel of the effort to remain competitive in a fast-moving
market. And the most advanced financial institutions in the world have proved they
can do it through innovative approaches to a market as old as humanity. By contrast,
projects that hang themselves to old concepts fail to account for the fact that busi-
ness opportunity can best be exploited by being first or second in the market.

Market share can be gained by offering competitive solutions at reasonable
prices. Dr von Rosen was right when he stated that, ‘In the years to come, the
losers will be those who use status-quo, restrictive legislation and other barriers
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to hide their weaknesses — rather than bring them to the open and correct them.’®
Correcting them means:

Changing the old culture
Improving the human capital
Restructuring the balance sheet, and

Repositioning oneself against the market forces.

The early 1990s was the time when better-managed companies in the banking
industry took the proverbial long, hard look in terms of their future. No two
banks made the same strategic choices, as Tables 3.1 and 3.2 document. Table 3.1
presents the strategic perspectives of Citicorp and Table 3.2 that of J.P. Morgan.
The careful reader would observe that, longer term, these strategic objectives
have shaped the personality of the banks as we know them today.

At about the same time, early 1990s, at well-governed institutions senior man-
agement appreciated that real-time system solutions, for opportunity analysis
and control of exposure, are vital. A senior bank executive suggested during our
discussion that: ‘Without risk management trading and investing in derivatives
can be so bad in terms of exposure that the junk bonds of the 1980s will start
looking like a good risk.’

In regard to strategic choices connected to restructuring of the branch network,
also in the early 1990s some credit institutions opted for a dual approach: revamp-
ing their classical branches by using the best in technology; and instituting an R&D

Table 3.1 Strategic perspectives of Citicorp in early 1990s*

Overall objective One year’s goals
1. Provide all things financial to all people, 1. Improve loan-loss reserve
using leading-edge technology where
applicable
2. Express strategy as five ‘I's — Institutional, 2. Increase presence in information business

Individuals and Investment banking,
Insurance and Information

3. Assure strong fee income growth, 3. Expand global investment
slower expense growth banking activities

4. Improve consumer profitability 4. Improve return on equity (ROE)

5. Expand state-by-state in US 5. Make acquisitions

*Prior to the position taken in 1995 by John Reed, to focus rather than spread thin.
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Table 3.2 Strategic objectives of J.P. Morgan in the early 1990s

Overall Recent thrust
1. Serve large domestic and multinational 1. Develop non-credit services, as lending
corporations. Also: becomes more competitive

¢ Some middle market companies at home
e Government and financial institutions on

global basis
2. Profit from trading and funding 2. Selectively expand relationships with foreign
skills in volatile markets multinationals and financial institutions
3. Retain good earnings visibility based on: 3. Enhance the ability to attract and retain
» Strong net interest margins some of the best financial minds in the

e Ability to leverage the balance sheet, to keep ~ world
assets and net interest income growing

4. Assure rapid expansion of fee income

5. Remain flexible enough to adapt to
changing market conditions

culture. High labour content transactions were computerized to reduce costs, with
investments in computers and communications judged by deliverables. And new
perspectives were opened in product innovation.

Among the foremost institutions, newly established research labs were given the
mission of developing an alternative line of financial instruments for client
companies and high net worth individuals. These have been largely derivatives:
options, futures, forwards, swaps, and exotic financial products. They were:

e Designed with the goal of exploiting the top of the client base, and
e Sold as ‘risk management’ instruments, which was a misnomer.

Banks that failed to protect their clients’ capital invested in derivative financial
products that they sold them, paid dearly for it. The legal risk hitting Bankers
Trust provides the best example. A few years down the line, in 1998, the bank-
ruptcy of LTCM provided another lesson: overleveraging is a bad strategic
option; good governance requires that there is a limit to everything.

4. Strategic products: case study with Microsoft

Dr Louis Sorel, my professor of Business Strategy at UCLA, used to say that more
companies fail because their products and services are out of tune with the market
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than for any other reason. And he insisted that product failure, not financial prob-
lems, are the topmost reason companies go bankrupt. Half a century of personal
experience has proved Sorel right.

At a time when innovation is king, product obsolescence can be deadly. Quite
often, obsolescence is slow in showing up. It becomes evident only after it gains
in impact. International trade magnifies its risk, and failure to respond to market
drives becomes lethal because competition is global and ferocious. The distance
between decisions makers and the domain where the action takes place adds
more to this challenge of product line upkeep.

Neither is obsolescence only a matter of lower functionality. Producing a good
product at high cost, including overhead and commitments due to legacy costs
(see Chapter 9), is just as destructive. When management is not in charge of cost
control,

e This pushes the clients away from our firm, and
e Lands them in the orbit of our competitors.

No doubt, most of these considerations were on Bill Gates’ mind when he
decided to take the imaginative steps briefly described in the Introduction;
namely, moving away from overdependence on software for PCs and servers.
With Xbox 360 and gaming, Microsoft positioned itself as challenger to Sony’s
dominance of this industry sector. The question now is not whether Microsoft
will eat into Sony’s market share, but how much it will attain with its strategy.

To appreciate this strategic move, it is appropriate to remember that Microsoft has
been trying for years to move beyond the PC, and into other products and services,
including mobile phones and television set-top boxes. This has come in the after-
math of the company’s strategic decision that the digital revolution was going to:

e Have a big market impact, and
e Present a business opportunity for which it had to be prepared.

An interesting observation which was instrumental in entering markets that
looked as if they were off-stream is that, equipped with microprocessor power
and often with low cost storage, more or less all electronic devices increasingly
resemble computers. Hence Microsoft could sell software for these devices too.
But at the same time, such devices offer new avenues for growth:

e Sales of non-PC gadgets are growing much faster than sales of PCs, and
e Controlling that market holds the promise that for the next 30 years
Microsoft could be as successful as in the last 30 years.
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In other terms, if the market moves towards using the set-top box as a hub to the
digital home, then Microsoft wants to be there. The same concept applies to
mobile phones, which outsell PCs by far, and start being regarded as universal
instruments for businesses and for consumers.

Moreover, from a strategic planning viewpoint, moving into non-PC and non-
server markets also provides a hedge against any future decline in the com-
pany’s core business, such as Windows and Office software. And at the same
time, Microsoft has a chance to rebrand itself as a younger firm. Hence, this
strategy:

e Is more than hedging and diversification,
e It is one of gaining leadership in vibrant new markets and their offspring.

To master that new line of activity, Microsoft needs to acquire a new culture, and
this is precisely what Bill Gates seems to be doing. It is interesting to note that
contrary to the PC’s basic software, which is sold once with each machine,
gaming follows the model of the razor industry:

e Selling blades never ends, and
e This compensates even if the razor itself is given for free.

There is another interesting aspect of Bill Gates’ new strategy — essentially a
reversal of Microsoft policies prevailing in past years. To radically reduce time-
to-market, the original Xbox was built from off-the-shelf parts. This way it was
launched in just 18 months:

e This approach optimized timing, but kept costs relatively high.
e By contrast, the new Xbox 360 has been designed bottom up, with the dual
goal of cutting costs while improving functionality.

In 2001, when it first came into the public eye, voice over Internet protocol
(VoIP) was widely regarded as a technological advancement that would never
reach mass-market commercial maturity. Even seasoned industry observers
asked who would sit in front of their PC to talk to his or her friends. (Remember
Jack Warner’s question about who wants to hear actors talking?) But by now this
question has been answered — and VoIP is popular.

Partly based on that experience, many experts now believe that the same query
about IPTV will also be answered in the same way, and Microsoft is positioning
itself for that day as platform provider. Gates is not alone in travelling that road.
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Search engines like Google and telecoms from BT to Verizon are pumping finan-
cial and human resources into IPTV-related projects.

e FEach has something to bring to the party, and
e Fach has its own logical entry point to the IPTV market, which will prob-
ably flourish by the end of this decade, as Figure 3.1 suggests.

As this case study demonstrates, the products and services we offer must answer
both current and future client needs, have a growing appeal to cerebral skills
rather than manual skills, and be able to hold their own in the market as com-
petition intensifies. Every one of the entrants into the IPTV market is facing a
Herculean task. For instance, the challenge facing telecoms is dual:

e Entering a new market, and
e Defending their customer base using IPTV with broadband voice and data
as well as with mobile links.

IPTV is a good example because it involves different players, each with its own
likelihood they may gain or lose. Telephone companies, for example, have to
thoroughly evaluate, and probably revamp, their existing capabilities in network
infrastructure. And to succeed they will need lots of software to make content
easily accessible.

Marketing studies indicate that at the end of the day IPTV will deliver returns
only if it offers content that attracts consumers. This means that entrants to the
IPTV market face plenty of challenges: providing the infrastructure, developing
the software, creating or gaining access to a library of content, ensuring security

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010

Figure 3.1 The growth in IPTV subscribers is projected to become exponential
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and privacy, and protecting content rights while making it accessible through a
platform that is reliable, fast, low cost and easy to use.

5. Strategic and Tactical Products Defined

In the mid-1990s, when it was launched, the 360 series of IBM was the com-
pany’s strategic product. In the case of Digital Equipment, its strategic product in
the late 1970s and early 1980s was Vax. In Microsoft’s early history, the strategic
product was MS DOS, followed by Windows and NT. As the history of all these
references demonstrates,

e The strategic characteristics of a product fade over time,
e In a way, it is like the Tour de France and its ‘maillot jaune’ — a new
winner — product comes in and takes the ‘strategic’ label.

Clearly, not all of a company’s products can be fulfilling strategic requirements.
Chances are that only a few will be characterized as strategic. Briefly defined, a
strategic product is one on which our organization depends for its survival.
Typically, it is:

e Longer range
e Views future needs, not only present ones, and
e There is a commitment to its continuation and further development.

Companies develop strategic products in order to continue being key players in
the business to which they appeal. Such products usually require significant
research effort and product design, which involves well-focused marketing per-
spectives. Strategic products are subject to wider advertising campaigns and
communications support. Strategic products must be:

Steadily evaluated in terms of their marketability
Be ahead of competition and sometimes a little ahead of their time

e Be definitely customer-oriented answering properly defined requirements,
and

e Act either as cash cows, prestige offering or both.

By contrast, tactical products are a different ball game. They are part of a shorter-
range perspective, aiming to help today’s business. Furthermore, they are usu-
ally, though not always, characterized by low cost production and distribution,
and are not necessarily the best high technology can offer.

The market increasingly demands that both the strategic and tactical product are
subject to customization, though this is more likely for the former than for the
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latter. Also, both should be adapted to evolving customer requirements in order
to enhance their profitability. By contrast, policies for management and suste-
nance of tactical products are different from those used for strategic products.

Section 4 provided the reader with examples on policies followed by Microsoft
in connection with the development of next generation strategic products.
Tactical products and strategic products overlap up to a certain extent, as shown
in Figure 3.2. Strategic and tactical decisions also overlap with policies devel-
oped for customization and more efficient marketing. At the core of this universe
is found profitability.

This does not mean that tactical decisions are not challenging. At Microsoft the
policy guiding difficult tactical decisions regarding the direction of product

STRATEGIC
PRODUCTS

TACTICAL
PRODUCTS

PROFITABILITY
%

CUSTOMIZATION

ADAPTATION TO EVOLVING
CUSTOMER REQUIREMENTS

Figure 3.2 Both strategic and tactical products must be regularly reviewed for adaptation to
customer requirements
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development is referred to as embrace and extend. For instance, rather than
inventing a whole new service to compete with the Internet, Microsoft would:

e Embrace current net standards, then
e Extend them, capitalizing on their general use.

If Netscape let Web browsers look at pages from around the world, Microsoft
would let users look at Web pages from within familiar applications. If Navigator
could play sound, Explorer would play quality sound. Because of this approach,
although frequently second to market with its products, Microsoft wins by out-
featuring its competitors.

The careful reader will observe that the examples in the previous paragraphs
carefully avoided any associating a strategic product or a tactical one to an exclu-
sive franchise. The reason is that with deregulation, globalization, and innova-
tion, practically no organization today has an exclusive franchise, even if it
thinks that it has one — as Microsoft found with Linux. What practically every-
body does is try to be more customer-oriented than their competitors.

Loans, for instance, used to be a sort of exclusive franchise of commercial banks.
But during the last quarter century capital markets took this product away from
banks, by providing better terms of financing. At the same time, credit deriva-
tives spread credit risk outside the banking sector, while loans inventoried in a
bank’s portfolio became subject to pooling and securitization.

As the exclusive franchise disappears, and capital markets as well as non-banks
(such as GE Capital, GMAGC, Ford Credit, and many others) are eating up part of
the banking industry’s pie, the more clear-sighted credit institutions understand
that they have to innovate their products and services in order to be winners.
Several characteristics help to describe the winners. Three of the foremost are:

e Efficient, low-cost producers and distributors of services, who know their
costs and assure both value differentiation and quality of deliverables.

e Entities able to appeal to a selective client base, with solution selling and
the ability to know risk and return by client and transaction.

e Management astute to market challenges affecting assets and liabilities sup-
plementing strategic and tactical products, with modern, high-technology
support and plenty of entrepreneurial spirit.

Behind these three bullets are crucial factors that assist in the evaluation of an
entity’s position in terms of products and services. As the previous two chapters
underlined, one of the most important factors is management culture — particularly
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the ability to establish and implement a long-term policy in product development.
Also important is to assure dynamic product line balancing, which takes account
of the market’s evolution.

Strategic and tactical products must also be examined in the perspective of
financial commitments, since they will provide the cash flow needed to honour
the company’s obligations. Very important is each product’s profit pattern,
including the thread of growth or decline — month after month, and year after
year — as well as its further out future perspective.

It is important to appreciate that products that are not strategic are not necessar-
ily tactical, or vice versa. A company is obliged to also have also-rans, in order
to present to the customer a full product line, even if these also-rans don’t
contribute to profits, or even represent a certain amount of losses.

e Few products will be strategic; many more will be tactical
e But taken together, these two populations would make about 15-20% of
the total product line.

Marketing should watch strategic, tactical and also-ran products like a hawk — in
terms of P&L. Every product should justify its existence. Key to the fulfilment of
product-related requirements is the process of product planning (see Chapter
14). Product planning, which has been instituted by many organizations since
the 1960s and 1970s, does not always work to perfection. To be successful, the
product planner has to become faster than other professionals, and more entre-
preneurial with:

e Specific goals in product development, and
e A fast track record of deliverables.

Strategic product planning processes should not only be very sensitive to market
whims, but should also implement without loss of time what leading edge com-
petitors have discovered that works (see the Toyota case study in section 2). The
management of change is a basic ingredient of product planning and it must
serve as the blueprint as we steadily revamp and restructure our product line.

6. Strategic customers and Pareto’s law

Sections 4 and 5 underlined that, to a very significant extent, product strategy is
conditioned by the market. The word ‘market” however is too general, and this does
not help in strategic planning. What we are really interested in is strategic cus-
tomers — who may be individuals, companies, or whole sectors of the economy:.
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The way to bet is that these strategic customers will be demanding both innova-
tion and high quality in products and services. They will also be able to identify
and study alternative sources of supply, and will be tough in negotiating prices
and conditions. But at the same time they will be contributing a high percentage
of our company’s turnover and profits.

A study I did in the 1990s with one of the leading financial institutions, which
included nearly all product channels of universal banking — from asset man-
agement and portfolio management to wholesale banking and retail banking —
led to the ‘20%/80%’ rule regarding business done with counterparties:

e 20% of the clients
e Account for 80% of turnover.

The number of clients and amount of profit each relationship produces are
characterized by a negative correlation. This is known as Pareto’s law, named
after the Swiss-Italian economist and mathematician who developed it after
having found that about 35% of the Swiss population controlled more than
90% of the Swiss economy. Pareto’s law is visualized on the left-hand side of

Figure 3.3.
PARETO'S LAW STRATIFICATION OF CUSTOMER BASE

30 TO 50% A
OF PROFITS 1 TO 2% OF CLIENTS
80% 20% OF CLIENTS
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Figure 3.3  Pareto’s law implies a stratification of clients according to business criteria with
emphasis on product appeal, innovation, risk management, quality assurance, and potential
profits and losses
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In a similar manner, a business makes the larger part of its profits from a rela-
tively small number of clients, as the right-hand side of Figure 3.3 shows. The
study to which I referred above documented that in a credit institution:

e The top 1% of clients provide roughly one-third of annual profits. AT&T
has found something similar in telecommunications.

e With the top 2% of its total client population, the bank makes about half
its profits.

e The following 18% of clients, adding up to 20% of the total, bring the total
profits for the bank up to 80%.

In my experience, Pareto’s law is universal, and this can be proven through
appropriate study. But the reasons underpinning it are individual to the firm.

After research, a Pareto chart should be constructed with the reasons underlying
problems identified along the abscissa (horizontal axis of reference) and the fre-
quency of location along the ordinate (vertical axis). For good governance pur-
poses, this visualization must be complemented by the ‘dashboard’, which
resembles a car’s instrument panel, showing chosen critical variables pertaining
to the product or service, and the customer relationship, including:

e The level of quality the customer is seeking, and
e How far the company is from meeting that requirement.

General Electric’s Six Sigma will be an excellent tool in implementing this
approach.” It includes statistical quality control charts, a defect measurement
method that accounts for the number or frequency of defects that hit product or
service quality, chi-square testing that evaluates the variance between two dif-
ferent samples, and therefore helps in detecting statistical differences embedded
in variations.

Equally important analytical tools are: experimental design, that permits one to
carry out methodologically t-tests of the mean, and chi-square tests regarding
two populations (H,, H,); root cause analysis that targets the original reason for
noncompliance or nonconformance, with specifications aimed at its elimination;
and radar charts. Figure 3.4 presents an example of evaluating risk and return
embedded in a strategic client account, due to derivative financial instruments
in the client’s portfolio.

Strategic clients, or ‘dear clients’ as Citibank called them, should have dedi-
cated to them rich databases that are kept fully updated and are mined on-line.
In one of our meetings in Tokyo, in the 1990s, the chief information officer
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Figure 3.4 A radar chart can be used to visualize relationships concerning risk and return in
derivatives exposure in strategic client accounts

(CIO) of Dai-Ichi Kangyo Bank said that his institution had dedicated data-
bases for 20,000 of its clients — which represented 1% of its business client
base:

e This top 1% posed very sophisticated requirements, but also provided
roughly one-third of the bank’s annual profit.

e As Figure 3.5 suggests, the next 1% of customers, or 2% of total popula-
tion, produced about half its profit. These customers, too, could only be
satisfied with significant effort.

e The requirements posed by the following 18% of clients, adding up to 20%
of the total, called for innovation and customization, but this business, too,
was lucrative to the bank.

The rationale behind this focused approach to the management of strategic
customer relationships is that one should not treat in the same way things that
are not the same. In banking, the strategic customer population is composed of
institutional investors, high net worth individuals, and large multinational cor-
porations, as well as their pension funds.
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POPULATION OF CLIENTS SUM OF PROFITS
IN % IN %

1%
2%

30%-35%
ABOUT 50%

20% 80%

AR
R L Ca s e saraa

OTHER
CLIENTS

REST
OF PROFITS

Figure 3.5 Some of the clients represent the lion’s share of the profits

All three classes — 1%, 2%, and 20% — pose significant customer handholding
and product development demands. But the returns are good. Not only my own
analysis but also a number of other studies documented the wisdom of using
client segmentation, placing emphasis on strategic customers, which means:

e The very selective client base, which is not always properly looked after.
e (Crucially, the counterparties that are demanding in terms of novelty, qual-
ity, and short response time to their requests.

Speaking from personal experience, no bank can afford to disregard this market
of strategic clients, which is highly competitive in every product line (including
loans) as well as very selective. In 1980 AAA American companies had on aver-
age 36 banks to deal with. In the early years of the 21st century this number has
been reduced to 7 and is still shrinking.

Selectivity is good for business because it enlarges the range of services being
sold. Banks that continue to be retained by major corporations and institutional
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investors become a sort of assistant treasurer. And they remain in this position
only as long as they are:

e Inventive in the type of products which they offer to their clients, and
e Able to keep ahead on terms of service quality, handholding skill, and
technological know-how.

Because strategic customers place so much weight on the income statement,
well-managed companies must reflect into their P&L both the rewards of sound
governance and the aftermath of unsound product policies, poor handling, or
undocumented premises offered to their clientele. A recent study has found that
on the average:

® A 1% attrition in customer base
e Has a 7% impact on the bottom line.

Just as important is management’s ability to avoid strategic mistakes. Some years
ago, at Saatchi & Saatchi the crucial mistake was the decision to purchase a com-
peting advertising agency in the United States whose biggest client happened to
be in the same line of business as one of Saatchi’s top customers. This is in dis-
regard of the strategic client concept:

o Neither customer liked the conflict of interest which followed, and
e The more upset account opted to take its business elsewhere.

The switch of a strategic client to a competitor advertising agency meant a sub-
stantial loss of business to the acquiring company which resulted after the
merger. The board and CEO will be well advised to ask for a thorough study on
future conflicts prior to engaging in an acquisition (see also Part 5 on M&A).

All told, the identification of strategic clients is a research project not a matter of
course or an exercise in looking up of customer files. The following example is
revealing. In early August 2005, Space Adventures, a firm based in Arlington,
Virginia, announced that it was offering a private trip to the moon for two fare-
paying passengers — at the price of $100 million a seat. Who would pay that
money? An article in The Economist suggested that at least 1000 people could
afford to do so.?

In evaluating the existence of strategic clients and their contribution, market
information must be examined in three dimensions — past, present, and future —
with particular emphasis on repetitive business transacted with the client. For
many years, continuing business relationships, for example, represented the 70%
of IBM’s sales — which is a totally different example than that of Space Adventure.
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Both leadership and research are the best guarantees that strategic clients con-
tinue to need our company’s services. Many other issues connected to account
management are important for good governance, though less salient than those
that have been mentioned in this section. (A salient problem is the one to which
an able manager will devote first most of his or her attention.)

7. Short-term vs long-term performance

In terms of corporate management there is a crevasse between the American way
of focusing on short-term results and, on the other side, the European and
Japanese trend to look at the longer term. Yet, the American business philosophy
of short-term financial performance makes US companies use their capital much
more productively than their rivals in other countries. This tends to be docu-
mented by:

e The higher levels of productivity attained in most US industries, and

e The fact that American managers find themselves obliged to use their
resources more effectively than their counterparts, in order to face market
pressure for industrial results.

For instance, a 1996 study by McKinsey found that capital productivity was sig-
nificantly greater in the United States than elsewhere because the market wants
to see short-term deliverables. (Capital productivity is the amount produced for
every unit of capital.) This leads to a virtuous cycle because higher capital pro-
ductivity generates bigger financial incentives for further investments.

e (apital productivity is a two-way process, because
e Investors both accumulate more wealth and spend more.

McKinsey suggests that European and Japanese managers could do much bet-
ter in their current business environments by paying more attention to pro-
ductivity, including improvements in manufacturing quality and shorter
time-to-market. Many German companies, for example, waste money by
overengineering their products; and in Italy productivity has been stagnant for
many years.

American managers cannot afford the luxury of taking it easy, because a primary
objective given to them by the capital market is financial performance. In the
United States capital market, investors overweight short-term results when mak-
ing up their mind about where to place their money. This has two downsides.
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One is that when the deliverables are positive, investors believe these will hold
true in the long term.

e Many investors thought that the great returns of the late 1990s signalled
that big gains would continue indefinitely.

e The opposite is also true. By 2002, several investors were just as sure that
stocks will not rise again.

The second downside is that when the P&L results are not those that the company
promises and analysts expected, many managers cook the books. Hopefully, the
Sarbanes—Oxley Act of 2002 will drastically reduce this bad practice in financial
reporting, but the push to show outperformance will not necessarily be swamped.

Outperformance and underperformance are both natural parts of complete mar-
ket cycles. For example, between 1945 and 2000 the S&P 500 slid into 10 bear
markets (declines of 20% or more). Reaching the bottom took from 3 months in
1990, to 37 months in 1948—49 and 2000—03 — well within historical precedent.
After bottoming, the stock market has typically recovered in less than 20 months
— but it took longer to do so at the beginning of the 21st century.®

These references are a reminder that one of the basic strategic choices top man-
agement must make is whether it wants its deliverables to be hedged by
investors, and the market at large, in the shorter or in the longer term.
Management’s choice should be reflected in the strategic plan, which forgets
neither the short-term nor the long-term objectives.

Strategic business planning is a balancing act between the shorter and longer
term. Here is a real life example on what happens when this balance is disturbed.
In the early- to mid-1990s Finsiel, a then quite important Italian software
company, had a billion-dollar turnover and was one of Europe’s biggest IT serv-
ices firms. The company’s problem has been that:

e Its business came almost entirely from lucrative IT contracts from TItaly’s
then huge public sector, and
e Finsiel’s tight grip on this market was forced open by European Union
directives on competitive tendering.
There has also been a negative fallout from tangentopoli, the huge corruption
scandal that rocked Italy’s state industries and town halls in the mid-1990s. In
the aftermath of these events, Finsiel’s power in the Italian software market
waned, and the Rome-based firm went into a long-term decline.

In March 2005, the fallen star of Italy’s IT services industry finally found a new
owner, Gruppo Cos, which specializes in call centres. Among other operations,
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Cos, which overtook Accenture in the final round of bidding for Finsiel, had also
acquired Telecom Italia’s call centre business. Cos paid just 130 million euro to
acquire the software firm through a joint venture with an Italian investment
bank, a small fraction of what Finsiel was worth a few years earlier.

Making the shorter- and longer-term work in unison is a better strategic choice than
betting exclusively on the one or on the other. For this, there is what I call the 4-P
Prescription: Plan, Power, Predictability, and Persuasion. What is targeted by Plan
is the skill to: set a purpose; devise a scheme for reaching it; provide resources and
schedule their usage; grow the available know-how; and program the actions nec-
essary to sustain and renew the base of strategic clients (see section 6).

Behind the concept of Power is the ability to: control people and things; exercise
influence; affect strongly; perform; and produce results. These results should be
visible in the short term, but they should not be produced at the expense of
longer-term survivability. The third P is Predictability, the quality of having a
clear policy and sticking to it in the longer term. This, however, has the pre-
requisite of carefully evaluating the future cost of such policy.

Persuasion is the art of setting a firm conviction; promoting a particular belief;
inducing adherence to it; and providing reasons for trust. Persuasion is the glue
holding business alliances together. The strategy that we choose becomes that
more persuasive to our counterparties, when we can:

Create an image

Explain, demonstrate

‘Sell’ the wisdom of a business venture
Implement without upheaval, and

Keep the product or service being sold attractive to the customer.

Any strategic business choice has many more chances to succeed when the
organization behind it commits its resources to the attainment of goals it has
established. This promotes the client’s attraction to its products, and enhances
the chance that capital investments will have a good return.

In conclusion, success in business strategy requires leadership, marketing clout,
and innovation. Not just one of the three. While individuals and small compa-
nies can make a great deal of money out of good new ideas, the success of large
established firms is generally based on factors such as:

e Their innovative spirit
e Depth of technical expertise
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e Effective distribution capability
e Marketing skills and client handholding.

To properly flourish and bring home profits, marketing clout and innovation
must benefit from the animator’s contribution. The imagination of Walt Disney
created a company that is still without parallel. General Electric was built on the
extraordinary ingenuity of Thomas Edison, the Ford Motor Company on the
abilities of its eponymous founder. The spirit behind IBM was Thomas Watson;
Akio Morita of Sony occupies a similar place in the annals of modern business.
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1. Introduction

Chapter 1 presented to the reader the concept of strategy as a master plan.
Chapter 2 contributed practical examples on leadership in strategic decisions, as
on the impact of macroeconomics. The theme of Chapter 3 was strategic prod-
ucts, strategic clients, and choices that always have to be made in connection to
corporate governance. With this background being acquired, the time has come
to explain what is necessary in order to establish a sound strategic plan:

e The dynamics of a plan which can stand the test of time are this chapter’s
subject.

e The mechanics are discussed in Chapter 6, after having presented to the
reader the prerequisite of forecasting in Chapter 5.

Stated in the simplest terms possible, a strategic plan focuses on achieving the
basic objectives of the organization. As such, it encompasses all parts that enter
into business strategy (see Chapter 1), ties them together, and makes sure that
they fit well with the master concept as well as that they work in synergy.

Into the process of strategic planning integrate the decisions and actions that
lead to a strategic business plan. This is not a once-in-a-lifetime event, but a
steady continuous activity, which must be tuned in a way that helps the firm
adapt to changing conditions. As a process, strategic planning is usually divided
into logical steps, ranging

e From the determination of objectives
e To reports on execution, feedback, and evaluation.

A strategic plan allows the organization to take a pro-active role, aiming to have an
impact on the environment before it feels its impact. Generally speaking, in busi-
ness potential problems may be avoided if attacked early enough. The strategic
plan must see to it that through proper actions competitors can be kept at bay, and
the market can be influenced in the direction corporate governance has chosen.

The tools of planning are:

Policies
Procedures
Priorities
Programmes
Budgets
Timeplans

Quality targets.
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Another important tool is timely and accurate resource evaluation, including
workforce, materials, and money. Among the means are research, development,
production, and marketing, of methods and systems — including technological
support. Planning premises require:

e Definition of resources needed to meet goals
e Appropriate allocation of resources, and
e Steady, objective evaluation of obtained results.

One of the reasons strategic business planning is so important is that knowing
where the organization is headed is a good incentive to all employees, most
particularly professionals and managers, to put up a better performance.
Additionally, well-structured strategic plans can serve as a communications
tool:

e Within the organization, and
e Between the company and its business partners.

This being the case, it is not surprising that companies look favourably on plan-
ning, even if the majority just practise 1-year financial plans (budgets) and short-
range planning premises. Based on a study I did in the late 1990s, Table 4.1
presents percentages on the implementation of planning among industrial firms,
by type of plan.

Aside from cultural issues, a basic reason why longer-range plans are not so pop-
ular is lack of appropriate tools for prognostication, and substandard information
systems support. This is, however, changing; according to experts, the following
critical phases will increasingly characterize the establishment and upkeep of a
strategic plan in the coming years:

e Building up the information base
e Setting and revising longer-term objectives
e Exploding these objectives into component parts

Table 4.1 The practice of planning in industry and commerce: classification according
to type of plans being prepared

Operating budgets  Short-range plans Medium-range plans  Long-range (over
(up to 3 years) (up to 5 years) 5 years)

99% 80% 70% 40%
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e Elaborating each plan individually: human resources, product, market,
financial, technological

e Assembling the component parts into a unified, coherent strategic frame-
work, and

e Identifying planning gaps, analysing ways of closing them, and improving
the plan’s overall performance.

The development of strategic plans calls for information relating to environmen-
tal conditions that involve political, economic, and financial factors. A crucial
role is also played by developments by competitors, their possible impact, and
their strengths/weaknesses versus ‘our’ products. And also, our own organiza-
tion’s past performance and future outlook.

Both past performance and future outlook must be considered not only in a
cumulative sense but also by product, business unit, region, and country of oper-
ations. Also, by important functional area, strategic customer, other grouping,
and so on. Furthermore, the information used for strategic planning should be
timely, accurate, and complete. It must also be compatible to that needed in
preparing operational plans.

2. Accounting for ambiguity in the development of a
strategic plan

Strategic plans are a practical exercise. As such, they must be tailored to the busi-
ness requirements of the entity using them. That said, however, because the
planning process is formal (see Chapter 6) strategic plans also have common
characteristics — being flexible and dynamic is one of them.

Another common principle is that the strategic plan should help senior manage-
ment to concentrate on essentials. This is achieved through the use of medium-
to longer-range forecasting, which assists in making evaluations and developing
transition plans, and also in making feasible a general harmony of effort, by hav-
ing everything fit together. A sophisticated strategic plan would also allow — if
the need arises — for the possibility to:

e Migrate into a larger (or smaller) structure
e Do so without having to rush or invent a transition path.

Within the perspective of the longer-range strategic plan, growth of business
operations should be seen as an inverse pyramid structure. Usually, in a
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growth environment when management solves one problem it gets two, as the
ancient Greek fable of Hydra stated so clearly. Moreover, modern business sig-
nified the arrival on the scene of a significant amount of uncertainty. Future
events may be:

e Possible
e Probable, or
e Relative.

Globalization, deregulation and steady innovation have removed economic pil-
lars of the past, which made some events more or less ‘certain’. Therefore, the
sophistication of a strategic plan can be judged through its ability to combine a
clear description of a strategic path with the ambiguity of its likelihood. Laotse
(c. 600 BC), an ancient Chinese philosopher, has phrased this ambiguity in the
most perfect way:

For is and is not come together;
Hard and easy are complementary;
Long and short are relative;

High and low comparative;

Pitch and sound make harmony;
Before and after are a sequence.

It may sound curious, but the fact is that for managers who are worth their salt
the existence of such ambiguity is a stimulus rather than a deterrent. The differ-
ence is made by properly capitalizing on ambiguity which enables a manager to
get clearer vision, albeit in fuzzy sets. In turn, this helps in getting ready through
better organization and a drive for efficiency.

Laotse was not the only ancient philosopher who spoke of ambiguity in human
affairs. At around 600 BC, in ancient Greece, the Temple of Apollo was estab-
lished at Delphi, which also gave its chrisms in fuzzy sets. In the 5th century BcC,
Herodotus, the historian, records how, by misinterpreting the fuzzy oracle of
Apollo, King Croesus of Lydia went to war against Cyrus, the founder of the
Persian Empire.

e The oracle told Croesus that if he crossed the Halys River he would destroy
a mighty state.

e Croesus succeeded in doing so, but by failing to account for the ambiguity
embedded in the oracle, the state he destroyed was his own.

To a substantial extent, the Apollo cult of Delphi was of the Sophists School,
who taught that there is no basic truth; there is only opinion, nourished by
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sensitivity to events. Among Sophist philosophers was Protagoras (480—-410 BG),
a friend of Pericles. Socrates (470-399 BC) taught exactly the opposite; his
method being a search for the truth through questioning.

As the late Dr Vittorio Vaccari, who is easily the greatest philosopher of modern
Italy, once said, the civilization which we have developed in the 20th century is
based on the School of the Sophists, not on Socrates’ teachings. It is therefore
inevitable that modern business is characterized by a significant amount of ambi-
guity, and this should be taken into account in every one of the stages designed
to fulfil strategic planning requirements. Namely,

e [Establishing the primary objective and associated secondary goals — which
must be done by the board of directors, the CEO, and senior management.

e Elaborating the framework of an overall strategic plan, identifying its indi-
vidual components, and assuring they work in synergy and serve the
master plan.

e DPutting in motion formal planning procedures which incorporate both
operational planning and post-mortem control process, and

e Regularly re-evaluating strategic business planning premises to assure that
they remain valid, adaptable and dynamic — as well as that they are exe-
cuted as intended.

The last three bullets are the direct responsibility of the strategic planner and his
assistants. Senior management, however, should keep a close eye on them, par-
ticularly so in regard to re-evaluations and post-mortems.

In research that particularly targeted the last of the four bullets, 60% of partici-
pating companies stated that they use actual events to test the validity of
hypotheses used in strategic plans, while 80% have a policy of reviewing the
strategic plan for possible modification, at regular periods — or more frequently
in the case of major events.

Table 4.2 shows the frequency with which a strategic plan is matched or modi-
fied, within the aforementioned percentage of proactive action. There have been
no significant differences on an industry-by-industry basis, but the better-man-
aged companies were more prone to use actual events for testing strategic plans
by integrating information from feedback channels.

One of the best case studies on how far the primary objective can change, and
how when it changes it redirects the whole strategic plan, is offered by Julius
Baer, the Swiss Private Bank. In early 2005 there was a disagreement among fam-
ily members, successors of the founder.
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Table 4.2 Frequency with which the strategic plan is matched or modified

Frequency Use actual events to Review strategic plan for
test strategic plan possible modification

Monthly 20% 15%

Quarterly 25% 20%

Semi-annually 10% 5%

Annually 45% 30%

Only if something big happens - 30%

e On one side were those who believed that the 115-year-old family firm
could no longer compete against the goliaths of global banking. Hence, it
should be sold.

e The diametrically opposite opinion was held by the other side, led by
Raymond Baer, chairman of the bank. This clan wanted the bank to remain
independent.

Raymond Baer won the day, and in September 2005 he took a big step forward
in his effort to keep the bank independent. Julius Baer paid UBS, Switzerland’s
largest bank, 5.6 billion Swiss francs ($4.3 billion) in cash and shares for three
private banks and the investment firm GAM, controlled by UBS. With this trans-
action, UBS increased its share in Julius Baer to 21.5%, but at the same time the
transaction more than doubled Julius Baer’s assets under management, to over
270 billion Swiss francs ($208 billion).

Critics, however, say that this strategic plan is not only ambitious but also
ambiguous and flawed because the UBS deal does not solve a basic problem.
Julius Baer has a small presence in Asia and other areas of growth for private
wealth management. This way, the critics’ argument goes, Baer is only delaying
addressing the strategic question of an international presence — which is vital in
a globalized economy.

While senior management at Julius Baer says that it plans to open marketing
offices in central and eastern Europe as well as in Latin America, critics of the
aforementioned strategic plan are not satisfied. Neither do they consider that an
existing Julius Baer branch in Dubai and small office in Singapore can make the
difference.

Where, these critics say, the current strategic plan may help Julius Baer is that
the acquisition of three small banks and an investment firm increased UBS’s
stake; and this will deter a takeover attempt by a big international bank at least
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for some time. But they add that ultimately Julius Baer needs a proper global
network of branches to:

e Attract wealth management clients the world over, and
e Participate in the growth of the global market for wealth management.!

Seen from this perspective, setting the primary goal is far more important than
the other four basic steps enumerated in the preceding paragraphs. At the same
time, however, the role played by top management’s watch should never be
underestimated. As Paul Kennedy has it: ‘Without clear directives from above,
the arteries of the bureaucracy harden, preferring conservatism to change, and
stifling innovation.”

3. How companies gain the high ground: case studies
from Bloomberg and Bernheim

Today, the market of financial information providers is dominated by Bloomberg,
whose terminals come with analytical tools that Reuters failed to offer it an early
day. Reuters was way ahead of Bloomberg as information provider, but misman-
aged its services and therefore lost market share. Bloomberg, for instance, makes
available not just the price of a bond, but

e The bond’s price history, and
e Its performance compared with other investments.

As aresult of a market strategy based on product innovation, Bloomberg rapidly
gained market share while Reuters’ financial information business, which at its
peak accounted for two-thirds of the company’s revenues, had gone flat.
Furthermore, the Reuters business was asymmetric as it made a disproportionate
share of its money in Europe. Hence, apart from the failing in improving its serv-
ice offerings, Reuters also had another gap in its strategic goals:

e After Europe’s single currency came into being, European foreign
exchange trading in what used to be different continental currencies with-
ered, and

e The euro triggered more consolidation among Europe’s banks and other
financial institutions thereby reducing the number of client firms — which
dealt Reuters another blow.

Considered from a strategic viewpoint, another basic problem for Reuters has
been that for years it dominated the wrong side of the information providers’
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business. It was strong on trading floors, but as investment banks have merged
the number of traders, and therefore the number of screens, has been falling
rather than expanding as was originally forecast.

At the same time, the analytics Bloomberg provided on-line appealed to man-
agers and investment professionals, beefing up that market. It needs no explain-
ing that failure in strategic objectives, like this example with Reuters, is not
usual. When it occurs, it quite frequently identifies senior management’s inertia
in prognosticating some of the crucial changes that sustain the business in the
longer run, like:

e New product characteristics
e Evolution of market drives
e Seeds of strengths against competitors.

Sound governance requires that evaluations along the aforementioned frame of
reference incorporate historical developments, effects of innovation, capabilities
to match competitors’ moves, supported functions, as well as weaknesses and
drawbacks associated to one’s own current product line. Senior management
must always take a hard look at its strategic position, including ways and means
for improving it.

One of the senior executives who participated in the research that led to this
book, took the IT applications environment as an example of the missing, but
highly necessary, proverbial long hard look: ‘During the first 20 years [1955 to
1975], nobody projected the applications to match the power of the computer,’
he said. ‘Then, during the following 15 years [1975 to 1990] nobody designed
systems solutions with an efficient use of the powerful database technology
which was made available.” The result has been legacy IT applications that were,
by and large:

Limited in objectives

Deficient

Running on incompatible platforms
Underutilizing available resources, and

Constituting discrete islands of information.

Obsolete legacy IT is a pertinent reference in this case study, because it has been
instrumental in Michael Bloomberg’s decision to establish his own company,
and endow it with first-class software. To do his job more efficiently in the
investment bank of which he was senior vice president, Bloomberg had asked for
a program able to provide interactively, on-line support in analytics.
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Correctly, Bloomberg would not accept the argument by the firm’s chief infor-
mation officer (CIO) that he needed six months to do a feasibility study. This is
the sort of argument so often heard by the unable, who is more tuned to do the
unnecessary than produce wanted deliverables. Michael Bloomberg quit the
investment firm and, as rumour has it, working together with a freelance pro-
grammer he produced in a couple of weeks the software that underpinned the
services of his new firm.

This was the beginning. In terms of providing dependable, sophisticated and
user-friendly customer service, Michael Bloomberg did not rest on his early lau-
rels. Not only the on-line financial information, and associated analytics, con-
tinued developing, but he also personally kept a check on whether there was any
disconnection of personal relationships, so important to the service industry.

During the Monte Carlo Investment Forum,® Bloomberg aptly suggested that auto-
matic telephone answering services such as ‘press 1, press 2, etc.” are counterpro-
ductive. Customers, he said, want to hear a human voice; otherwise, they take their
business elsewhere. Therefore, his company reverted to a human answering serv-
ice. He added that: ‘We want people who ring us up to have somebody to help them:

e Give advice
e Provide handholding, and
e Explain what, why, when.’

This is a sound business principle. As far as lack of human contact is concerned,
automation has gone a bridge too far because of wrong concepts. Another thing
Michael Bloomberg underlined is that in the financial world (and, by extension,
in any other industry) one has to provide a seamless interface to the client. This
is the best way to keep the client calling back. Additionally, this has to be done
in real-time with efficiency and security in mind.

The kind of original and interim decisions in the Bloomberg case study are
instrumental in setting up the strategic plan and in revising it. Senior manage-
ment must study in the right way not only the strategic plan’s structure, but also
its premises and its component parts. This means studying it very, very critically,
always being ready to correct deficiencies in order to assure the best possible
support to the business plan.

Neither is Bloomberg’s overtaking of Reuter’s an event that happens only rarely.
Since the end of World War II the Sears chain of department stores has been in
full expansion, having overtaken Montgomery Ward, its corporate opponent, in
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terms of merchandising strategy. But in 1993/94 it made a net loss on merchan-
dising of $179 million. It also landed its parent, Sears, Roebuck, with a pretax
charge of $1.7 billion to pay for a massive restructuring of the chain.

The opinion on Wall Street has been that, as a department store chain, Sears was
mismanaged, and its strategic plan had fallen apart. Many analysts remembered
that Sears, Roebuck was once an ambitious retailing and financial empire which
built its fortunes in the post-World War II years by taking on Montgomery Ward.
Not only in the late 1940s and 1950s but also in the 1960s to 1970s it continued
to expand. But during the late 1980s it lost its speed. Subsequently, it substan-
tially dismantled part of its operations:

e Selling Dean Witter, with its Discovery credit card, and
e Floating off 20% of its Allstate insurance subsidiary, which had already
started to lose market favour.

This downsizing left Sears, Roebuck, as a group, hugely more dependent on its
retailing arm, and retailing was not performing. New retailing empires, particu-
larly Wal-Mart, had become masters of the market — with Sears suffering the fate
it had once inflicted on Montgomery Ward. Like so many other companies, Sears
was missing something much more precious than a concrete plan:

e The ability to believe in its strategic objective, and
e The power to see through the strategic goals management had established.

In his excellent book Adventures of a Bystander, Dr Peter Drucker mentions a
story about Henry Bernheim, the man who started from nothing and, at the end
of the 19th century, made one of the most important merchandising chains in
the United States. Bernheim had sent his son to the then brand-new Harvard
Business School to learn the secrets of management. ‘But father,” said the son
when he returned from higher education, ‘You don’t even know how much
profit you are making.” ‘Come along my boy,” answered Henry, and he took his
son on an inspection tour, from the flagship department store’s top floor to a
sub-sub-basement, which was cut out of bedrock. There, at rock’s edge, lay a
bolt of cloth.

Contrary to what business schools teach, there were no statistics around, no bal-
ance sheets and no income statements. Just the bolt of cloth. ‘Take away all the
rest,” said the father, ‘It’s the profit. This is what I started with.”* Henry Bernheim
had a strategic objective, a plan to see it through, and the will to do so. Hence,
his was a success story.
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4. Strategic planning at mean and lean organizations

‘Mean’ and ‘lean’ are relative terms, largely having to do with an entity’s philos-
ophy of management. But they are terms frequently used in present-day busi-
ness. Mean banks, for example, have control of their pricing and revenues. Also
of their investments, loans, and trades. When they are able to do so, they:

e Enjoy special competitive advantages
e Are able to sell value-added banking products, and
e Can occupy a particularly lucrative market share, or niche.

Mean organizations are keen to take advantage of any twist in legislation,
integrating, ahead of others, its projected aftermath into their strategic plans.
Table 4.3 provides, as an example, 12 key variables with impact on strategic
planning in the banking industry. The statistics are the result of a study I did in
the late 1980s following the deregulation of the financial industry.

Credit institutions that participated in this study, from the United States, UK,
continental Europe, and Japan, suggested that the mean banking entities’ strategy
will not survive in the longer run if management has neglected other practices
that can keep the institution ahead of the curve. Taken together, these practices
characterize what are known as lean banks — meaning entities that have control
of their costs. As such, they:

e Feature lower breakeven levels

e Focus on better earnings per share (EPS) than their industry peers

e Strive to steadily improve their competitive position through sound and
thorough strategic planning.

Through cost reduction and earnings-enhancement initiatives, mean and lean
organizations aim to lower their cost/income ratio to a level that compares
positively with best-in-class competitors. They try to create ‘unique’ services,
and target affordable pricing of their products when they compete in the mass
market.

By capitalizing on their strengths, mean and lean entities develop a strategic
business plan tooled around a policy to deliver top quality products to a premier
client base. In parallel to this, in a cost-effective manner (see Part 4) they aim to
bring their excellence in products and services to an ever-wider client base,
while enhancing their offerings. They also aim to increase product choices by:

e Augmenting their in-house range, and
e Adding a quality-screened selection of third-party products.
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Table 4.3 Twelve key variables in the banking industry with impact on strategic

planning

With regulated banking

With deregulated,
globalized banking

Basic characteristics

Number of financial products

Content

Pricing

Level of innovation

Cross-product selling

Product life cycle

Mechanics of implementation

Financial analysis

Introduction of new services

Means of delivery
Distribution channel

Delivery point(s)

Information technology

Few

Traditionally by common
agreement

Uncompetitive, assured income

Very limited
Limited

Long to very long

Traditional, with linear
approaches

Regulated, by common
agreement

Mainly paper

Classical branch office

Proprietary

Legacy, unsophisticated,
largely batch

Almost unlimited, with
brand differentiation
Open to innovation

Potentially high, but
possibly zero or
negative income
Rapid and dynamic
Almost unlimited, but
knowledge-based
Short to very short

Non-traditional, real-
time modelling, non-
linearities

Open to fierce com-
petition

Mainly on-line
ATMs, POS, PCs and
branches
Proprietary or non-
proprietary

High technology,
intensive use of
experimentation, real-
time only

Behind these two points lie important issues on which the CEO and the board
should excel: guiding the organization through a process of change, targeting the
market segments, steadily developing the product line, seeking partners and
forging alliances. Also assuring that their organization is and remains a high-
quality, low-cost producer; and guaranteeing that technology is used in an effec-
tive manner to sustain the firm’s cutting edge.
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Another characteristic of lean and mean companies is that their policies account
for possible obstacles to effective strategic planning. Starting with the most com-
mon, these are: lack of interest by top management in the plan’s performance;
lack of reliable data to gauge deliverables; improper organization of the planning
function; unanticipated economic cycles; new government regulations; lack of
trained personnel; or insufficient time for proper execution because competitors
move faster.

In order to keep their competitors off-balance, mean and lean organizations use
deceit, trying to destabilize the competitors and their plans, by keeping them
guessing on the nature of their next move, as well as its timing. At the same time,
they themselves move fast, targeting first or second position in the market — with
the chief executive officer personally overlooking ongoing projects designed to
keep subordinates on the run.

All this is done in appreciation of the fact that steady, rapid action is an indis-
pensable characteristic of an effective strategic business plan. Not only does it
oblige the company to keep up in performance, but it also has the benefit of
throwing the enemy off-base. After all, as Chapter 1 emphasized, strategy is a
master plan against one or more opponents.

One of the best examples of throwing the enemy off-base comes from the mili-
tary and dates back to World War II. In August 1940, the Luftwaffe had made a
concerted effort to knock out the RAF chain of home radar stations at Ventnor
on the Isle of Wight. Its planes bombed the antenna and the transmitter shacks,
damaging them badly, with heavy losses in men and material. The German
command was not sure if the damage inflicted to the radar system was worth
the several planes downed by the British air defences. So the next day they sent
reconnaissance aircraft and their crude detectors showed that Ventnor was
back on the air. Goering, the Luftwaffe commander, decided that if it was going
to be that hard to knock out a radar site, it wasn’t worth it, and the Luftwaffe
stopped trying.

This, however, was a well-orchestrated deception. The British radar in fact was
not working, but the technicians refused to admit that it had been knocked out.
So they put some radar-frequency noise and oscillations into an amplifier, and
pretended that it was a radar transmitter. Their bluff worked; the Germans fell
for it.

Deception is a frequent ploy in business and war. In war it is a matter of self-
defence and survival. In business, people say that companies practising
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deception have low ethical standards or they are truly mean. But is it really so?
Judging from its widespread practice, deception looks like being a frequently
used tool which has its limits.

President Lincoln once said that you can lie to some of the people all the time,
or to all of the people some of the time. But not to all of the people all of the time.
Additionally, companies and people practising deception must back it up with
some hard facts. Otherwise, it will be a pure bluff, and chances are that it will
be called.

5. The importance of credit rating: case study with
GM and GMAC

Credit ratings are opinions expressed by independent rating agencies on the abil-
ity of issuers to repay punctually senior debt obligations. Typically, credit ratings
also reflect a company’s solid profitability and strong capitalization, the combi-
nation of which still sets a standard for identifying entities with good prospects
in the future.

Companies take pride when independent rating agencies reaffirm an AAA or AA
long-term rating, or change the outlook for the rating to positive, reflecting a
stronger operating base and/or much better governance. Beyond this, higher
credit rating means lower cost of funds — with an evident effect on the bottom
line.

The turmoil through which General Motors (GM) has gone in terms of its finan-
cial stability, therefore its credit rating, and the possibility it may pull along with
it into the abyss General Motors Acceptance Corp (GMAC) — a profitable entity —
is a good case study on the importance of credit risk. Here is what a late
November 2005 special study by Merrill Lynch had to say.’

GMAQG, the world’s largest prime auto finance company, as well as a ‘top-10’ res-
idential and commercial mortgage lender, has been up for sale and, according to
the investment bank, its solid profitability and meaningful market share should
be attractive to buyers. In 2005 GMAC, ROA, and ROE were 0.93% and 13.1%,
respectively, and a buyer:

e Could be able to reduce GMAC’s funding costs to a mid-A level from
BB— of GM
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e Thereby, GMAC would be regaining access to similarly-priced unsecured
debt markets.

With this, Merrill Lynch says, GMAC could generate visibly stronger returns, with
positive economic value for the buyer. Over time, this could also improve the div-
idends to GM from its minority stake on its former fully owned subsidiary.

The information presented by the previous paragraphs is a testimony to the
importance of higher credit rating. But Merrill Lynch adds in its study that the
sale of GMAC is a complex operation because, among other reasons, the Pension
Benefit Guaranty Corporation (PBGC, the US quasi-governmental pension plan
insurer) would likely have valid claims against both GM and GMAC in the case
of it becoming necessary to assume responsibility for GM’s US pension plans.

PBGC is expected to do so after the likely bankruptcy of the world’s No. 1 auto
manufacturer, as has been the case after the bankruptcy of United Airlines and
so many other firms. Moreover, even if only GM files for Chapter 11, it is possi-
ble that GMAC could also be pulled along as a result of having to:

e Make up unfunded pension obligations, or
e Avoid the attachment of PBGC liens.

Theoretically, default recoveries for bondholders and other borrowers would be
much higher at GMAC than GM. Based on a previous analysis, Merrill Lynch
believes recoveries for GMAC bondholders could exceed 90%, given a near-term
bankruptcy filing, while recoveries for GM bondholders would probably be
below 50%.

This is a way of illustrating that, if it were an independent entity, GMAC’s credit
rating would have been much higher than GM’s. On the other hand, in practical
terms the expected recovery for GMAC bondholders would be lower in substan-
tive consolidation of GM/GMAUQ, than in a scenario where the two bankruptcy
estates were administered separately — while for GM bondholders expected
recovery would be enhanced.

Strategic plans, the shareholders’ equity, and bondholders’ debt exposure take a
boost when the company’s rating remains among the best of any major competi-
tor. The message higher rating conveys is one of:

e Being well-capitalized
e Having a strong balance sheet, with steady cash-flow, and
e Featuring a cautious risk profile.
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By contrast, the news to the business community is bad in the case of rating
downgrade.® For instance, as the 2004 Annual Report by Sun Microsystems
reported, on 5 March 2004, Standard & Poors lowered its rating on Sun to non-
investment grade by two notches from BBB to BB+, but removed it from
CreditWatch. By contrast, the two other rating agencies that follow Sun contin-
ued to rate it as investment grade.

e Rating from Fitch Ratings was BBB, on stable outlook.
e Moody’s Investor Services gave a Baa3 rating, but on negative outlook.

In the aforementioned cases ratings reflected credit agencies’ expectations that
the intense competitive environment facing Sun in its core markets would
continue, over at least the near-term, to challenge the company’s sales and
profitability. ‘If we were to be further downgraded by these ratings agencies,’
Sun suggested in its 2004 annual report, ‘such downgrades could increase our
costs of obtaining, or make it more difficult to obtain or issue, new debt
financing.’

Successive downgrades also affect an entity’s interest rate swap agreements that
it uses to modify the interest characteristics of any new debt. In turn, any of these
events adversely impact’s a company’s business and financial condition — and,
by extension, its strategic plans. The contrary is true with upgrades as well as a
stable outlook. Section 6 provides an example.

6. Credit rating and strategic planning

In its 2001 Annual Report, UBS had been jubilant that the three main independ-
ent rating agencies maintained a triple-A for the firm’s long-term credit rating, as
shown in Table 4.4. However, the Annual Report carefully noted that each of
these ratings reflects only the view of the applicable rating agency at the time the

Table 4.4 Long-term credit ratings of UBS by independent rating agencies

31.12.01 31.12.00 21.12.99
Fitch, London AAA AAA AAA
Moody’s, New York Aa2 Aal Aal
Standard & Poor’s, New York AA+ AA+ AA+
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rating was issued, and any explanation of the significance of a rating may be
obtained only from the agency itself.

Moreover, the 2001 Annual Report by UBS aptly suggested the presence of an
element many investors (and some analysts) fail to appreciate in judging
creditworthiness. There is no assurance that any credit rating will remain in
effect for a given period of time, or that a rating will not be lowered, suspended
or withdrawn entirely by the rating agency if, according to its judgement, cir-
cumstances so warrant.

What the previous paragraph outlined as uncertainties is precisely the strength
of credit rating by independent agencies, which target company creditworthiness
not only in the longer term but also in the short term — for debt that has an orig-
inal maturity not exceeding one year. Issuers of debt and credit institutions pro-
viding loans look at Prime-1 (P-1) rating as identifying a superior ability for
repayment of senior short-term debt obligations.

In plain credit rating terms, a P-1 repayment ability will often be documented by
several characteristics, all of which directly impact strategic plans and, in turn,
are being impacted by them as well as by their execution:

e Leading market position in an industry

High rate of return on funds employed

Conservative capitalization structure

Moderate reliance on debt, and ample asset protection

Broad margins in earnings coverage of fixed financial charges
High cash generation internal to the business
Well-established access to a range of financial markets

Assured sources of alternative liquidity, rather than dependence on one
channel.

According to some opinions, particularly those of major banks, reliance on rat-
ing agencies for evaluation of counterparties’ credit risk is inversely related to
the level of sophistication of the credit institution itself. Behind this argument is
the notion that as far as large, internationally active institutions are concerned,
rating agency information is used:

e As complementary to that of their own, or
e As a second opinion, along with other external information.

This, however, is a weak argument. Companies should always prize independ-
ence of opinion, because it protects them from future trouble. Beyond this, as we
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have seen with the UBS example, big global institutions are proud to get top rat-
ing by independent credit agencies. Moreover, many banks which publicly boast
of having an unparalleled credit rating system for their clients:

e Have available only a coarse system of six or seven credit threshold classi-
fication.

e They are way behind the fine grid of 20 credit thresholds featured by inde-
pendent agencies.

There is also the fact that rating agency information assists in strategic planning.
Additionally, it is very important to medium sized and smaller banks, where it
can have significant impact on their loans decisions.

Credit rating information is as well vital in the case of structured financial prod-
ucts,” where the role of rating agencies is considered important by nearly all
banks — even if those more sophisticated usually complemented independent
rating agency assessments with data from their own models. Beyond this lies the
fact that, in a globalized market, rating agencies constitute a most necessary
frame of reference, having a significant role to play in:

e How the market views a company’s creditworthiness, and
e How the company itself can, or rather should, shape up its strategic plan
to improve its creditworthiness.

The storm on Converium, the Swiss reinsurer, provides an example. Starting
with the fundamentals, hurricanes like Jeanne, Charley and Frances, which
wreaked devastation on Florida in 2004; or Katrina and Rita, which swept
through the Gulf of Mexico and southern US states in 2005, have been always the
nemesis of the insurance industry. But the storm that descended on Converium
was entirely one of its own making.

Converium has been one of the world’s top 10 reinsurers. In 2001, the
company was spun off from Zurich Financial Services. By becoming in-
dependent, it had to convince investors to support a $420 million emergency
rights issue. A bank consortium led by the CSFB and JP Morgan underwrote a
deeply discounted deal. But this was only one step. Not only the rights issue
had to be approved by two-thirds of shareholders, but also its outcome hinged
on the absence of ‘material adverse changes’ to Converium’s conditions —
including its:

e Credit rating, and
e Financial stability condition.
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US capital markets, as well as insurers looking for reinsurance, wanted reliable
information on both points. At the time, US business accounted for more than a
quarter of Converium’s premium income: $1.2 billion out of $4.3 billion, and in
the US the opinion of analysts was negatively weighted towards long-tail risks.
(Long-tail risks are associated to insurance policies whose financial impact may
only emerge years after being signed.)

The analysts were right. It was precisely this type of further-out risk associated
to insurance and reinsurance contracts that triggered Converium’s crisis. The rat-
ing agencies’ assessment was not positive, and this influenced clients, particu-
larly insurance companies seeking to cover their own risks. Many US insurers
want at least an A-grade counterparty, and therefore they take a close look at
creditworthiness.

As another example of the havoc created by a lower credit rating, when in 2003
the French reinsurer Scor dropped from A to BBB it lost more than one-third of
its business. Gross premiums fell by 37% to $1.6 billion in the first half of 2004,
compared with $2.67 billion in 2003, and the reinsurer had a hard time to repair
its balance sheet.

It is also appropriate to notice that, to a certain extent share price and credit rat-
ing correlate. With Converium, the drop in equity price has been another indi-
cator of trouble brewing. In late July 2004, Converium’s equity price plunged
46%, on the initial news that big new reserves would be required to cover risks
on US business. As shares dropped further after ratings downgrades by inde-
pendent rating agencies, strategic plans had to be thoroughly revised, with
downsizing of the company’s operations high on the agenda.

7. Strategic plans and capital allocation

Seen from a strategic planning perspective, there are two sorts of capital which
management should dearly care about. Taking the commercial banking industry
as an example, there is regulatory capital, which buys a licence for the credit
institution.®? The new capital adequacy framework by the Basel Committee on
Banking Supervision (Basel II) specifies the methods institutions should use in
order to fulfil regulatory requirements associated to credit risks they have
assumed.

The other sort is economic capital. Senior management assembles it to provide
the company with financial staying power when confronted with assumed risks.
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Management allocates economic capital to the company’s business units to
enable them to face exposures beyond regulatory capital. Such risks typically lie
towards the long leg of the distribution of exposures assumed by the entity. This
means that:

e Their likelihood is rather low

e But their impact, when they happen, can be quite significant.

Economic capital is essentially a message-giver to the market at large, and more
specifically to the clients of the institution. Its existence and its appropriate allo-
cation to business units has a significant impact on credit rating. As Walter
Pompliano of Standard & Poor’s suggested, ‘We don’t prescribe an economic cap-
ital allocation model. We evaluate what the bank has,” adding that:

e Market behavior cannot be modelled
e But modelling is useful as a discipline.

Not only is the allocation of economic capital one of management’s most funda-
mental strategic decisions, but it is also an integral part of the company’s busi-
ness plans. Models help. One of the major contributions of modelling is that it
forces the pricing of risk. The downside is that the bank’s clients:

e May not pay the premium assumed risk requires, choosing to deal with a
competitor, or

e Cannot afford to pay the premium because of their own rather poor eco-
nomic condition.

Therefore, while a well-documented estimation of exposure, calculation of nec-
essary economic capital, and its appropriate allocation, are indispensable com-
ponents of a strategic plan, senior management should be able to make up its
mind whether it wants to take on business whose pricing does not compensate
assumed risk.

It is better not to take on a project than lose one’s company because of it. The mis-
sion of economic capital is to cover well-studied risks and chance events — but
not uncertain projects. The reader should notice that economic capital can be
properly calculated only when risk assessment is factual and documented. This
poses significant prerequisites. It requires a solid basis for:

Identification of all risks
Factual estimate of their frequency, and impact
Comparison of risks by business unit and channel (product line)

Choice of those exposures with the most favourable risk and return profile.
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Experimental design, factor analysis to correlation of projected benefit and expo-
sure, estimation of possible failure due to level of gearing, prognostication of
possible spikes, and liquidity forecasts all contribute to a well-done study.
Subsequent to these analytical activities comes the strategic need for aggregation
at corporate level.

Comparison of projected exposure to available economic capital may indicate
that the latter has to be upgraded; the alternative is to downsize the exposure.
Additionally, risks being assumed must fit within:

e Guidelines set by strategic goals, and
e Limits established by the Board and CEO.

All risks should be managed in a rigorous way, which requires a close watch. A
radar chart like the one in Figure 4.1 helps in visualizing the most important fac-
tors entering into the risk profile (see also the example on a risk and return radar
chart in Chapter 3).

The strategic plan should also bring into perspective not only the allocation of
economic capital to business units, to enable them in fulfilling their mission
without starving the company in terms of liquidity, but also the strong and weak
points of risk and return estimates. The process of economic capital allocation at
business unit level, itself, has strong points such as:

e Providing transparency
e Promoting accountability

CONFORMITY TO
STRATEGIC GOALS
FINANCIAL OF INVESTMENT
STAYING POWER OR TRADE
LONG LEG OF
SHORT-TERM LEVEL OF
AND COMPLEXITY OF
FAR-OUT LOAN, INVESTMENT
EXPOSURE OR TRADE
SIMULATION EXPOSURE
FOR OBSERVANCE BEING ASSUMED
OF LIMITS TECHNOLOGY
BEING USED

TO CONTROL
THE EXPOSURE

Figure 4.1 The most important dimensions linking the strategic plan to risk-taking and
financial staying power



Establishing a Strategic Plan

e Obliging the pricing of risk(s), and
e Increasing the focus on stress testing.

But this process of capital allocation also has weak points. Economic capital allo-
cation to various units and channels is not a science. Even among better man-
aged entities, it still uses:

Ad hoc methodology instead of experimentation

Rather obsolete and ineffectual risk measures, and

Risk and return performance metrics which are largely detached from
reality.

When this happens, the strategic plan being worked out is, to say the least, unre-
alistic. Apart from the fact that risk and return estimates must be rigorously doc-
umented, no two companies have the same economic capital requirements for
their business units. Table 4.5 presents an example from the banking industry
involving three different financial institutions.

In conclusion, companies that wish to be ahead of competition must provide
themselves with skills and technology to study, analyse and experiment on risk
and return, prior to formalizing their strategic plan and economic capital alloca-
tion which it entails. This approach is followed by well-governed organizations,
along with the policy of developing alternatives to a strategic plan (see section 8)
and having a sound methodology (see section 9). Without appropriate method-
ology, complexity could overwhelm any firm.

8. Developing alternatives to a strategic plan

As Nicolo Macchiavelli suggested in his famed book The Prince: ‘Nothing makes
a prince so much esteemed as great enterprises and setting a fine example. [But]

Table 4.5 Economic capital allocation by three different universal banks

A B C
Corporate banking 20% 30% 30%
Investment banking 35% 20% 10%
Private banking 5% 10% 3%
Asset management 15% 2% 7%
Retail banking 20% 35% 48%
Other lines 5% 3% 2%
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never let any administration imagine that he can choose a perfectly safe course.’
Macchiavelli was right when he stated that prudence consists in:

e Knowing how to distinguish the character of troubles, and
e Having the power to make the choice of taking the lesser evil.

The ‘lesser evil’ is, for example, what was selected by John Kennedy when, dur-
ing the Cuban missile crisis of 1962, he asked a group of 15 advisers to set out
alternatives that were not all mutually exclusive. The six top options these
advisers presented to the President were:

Do nothing

Use warning, diplomatic pressure, bargaining
Try to split Castro from the Soviets

Set up a blockade of Cuba

Order an air strike against the missile sites, and

Undertake an invasion of Cuba.

Prudence suggested the blockade alternative, as the lesser evil. Once this choice
was made, there was no let-up. All sectors of the US government moved to reach
the defined goal; this assured continuity and, eventually, success. It also fits well
with Macchiavelli’s dictum that ‘One action must arise out of the other, so that
men are never given time to work steadily against the prince.’

A lesson to be learned from President Kennedy’s experience in the Cuban mis-
sile crisis is that on strategic occasions it is important to list all possible alterna-
tives that come to mind — a process known as brainstorming. Then, to examine
these alternatives on their merits and demerits, and through preliminary analy-
sis choose two or three among them.

The next vital step in making a strategic plan is to provide a detailed examina-
tion of the retained options, and decide on one of them as the best course to fol-
low. Before implementation, this option, and the process needed to implement
it, should be fragmented into concrete, coherent, manageable steps — through a
logical organizational approach (more on this later).

The existence of alternatives to permit an educated selection of the best possible
solution is a vital element of strategic business planning. It is also part of the
methodology every well-governed entity is using. The choice of an acceptable
alternative has to fulfil at least two behavioural conditions:

e A Feels Good test, which provides a pattern of returns satisfying corporate
goals.
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‘Feels good’ is not a superficial estimate, but one to be backed by solid evidence.
In addition to foreseeable future risks and liabilities a strategic choice must
incorporate profit motives, cash flows, product offerings, and presence in certain
market or industry sectors, unless the Board decides to move out of them.

e A Sleep Well test, which consists of a pattern of returns compatible with
the risk being assumed.

To pass this test, economic capital allocation should address the entire path of
returns over the investment horizon palatable to the company. Decisions must
not focus exclusively on the short-term or end-of-horizon results. They must bal-
ance the quality of the journey with that of the destination, distinguishing
between tactical and strategic aims.

Research in behavioural finance is a relatively recent development, which
should be seen as a supplement to quantitative analysis. Its deliverables tend to
keep separate mental accounts for different financial goals. For instance, most
investors tend to sleep well and feel good about their allocations only if their
mental account of projected income is dominated by cash flow producing assets.
A rational investor would consider both:

e Risk aversion, and
e Liquidity preference

Then he or she would net out their effects on portfolio composition. This is an
exercise requiring thorough methodology for developing and testing strategic
alternatives. A general model of different phases being involved is presented in
Figure 4.2.

e Ifthe strategic plan is done first time around,
e Then it is wise to lower one’s sights to the medium term.

This permits one to gain first-hand experience with goals that are more easily con-
trolled. Every phase in Figure 4.2 calls for thinking and rethinking; projecting and
correcting; as well as thoroughly revising and documenting what one does.

To gain input for rethinking, the strategic planner should ask prospective users of
the plan to criticize it. He or she should restructure the plan after critique, and
send it to operating department managers for a new round of feedback — attaching
to it a concrete time schedule for implementation and action.

After implementation, the strategic plan should be followed up for plan/actual
comparisons. Feedback requires a clear top management policy, one that leaves
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ASSEMBLE
A STRATEGIC
PLAN

SET/REVISE LONG-
TERM
OBJECTIVES

IMPLEMENT THE
PLAN AND GAIN
FEEDBACK

STRESS TEST
THIS
STRATEGIC PLAN

ANALYSE WAYS
OF CLOSING
THE GAPS

SET/REVISE
SHORT-TERM
OBJECTIVES

IDENTIFY
CURRENT
PLANNING GAPS

Figure 4.2 A general model of successive phases in strategic planning

no doubt in anybody’s mind that internal control is a ‘must’. Timely uninhibited
feedback is absolutely necessary to every strategic business plan.

9. A methodology to support strategic planning

The strategic planning methodology will be somewhat different than the one
described in section 8 when there is in-house experience from previous planning
periods. Table 4.6 highlights, in a snapshot, the methodology I have applied for
four decades, and its component parts.

Let me briefly discuss step 4: Criticize the plan. The principle is that for every
strategic business plan being established, somebody at senior position, with
conceptual capability and a very open mind, should be given the role of devil’s
advocate. ‘Even if you are doing well, you risk becoming another big brown
industry,” a senior bank executive said to me about a client firm. While strategic
planning:

e Should use the momentum of products and services doing well at the pres-
ent day

e It should also explore the downside of current products and of projected
next big income earners.
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Table 4.6 A rigorous methodology can greatly assist in strategic planning

1. Formulate the task
o Define the strategic objective(s)
o |dentify reasons for it (them)
o Define the characteristics of the action sought
o Consider alternative approaches for reaching objective(s)

2. Develop the inputs
o Assemble the facts
e Position the company against its competition
o Forecast or postulate existing uncertainties
Project alternative courses, and their likely outcomes
Identify critical issues and conditions to be monitored for early warning
o Prescribe necessary performance standards

3. Evaluate the detailed alternative courses of action
o Convert retained alternatives to terms that can be compared
e Establish criteria for making a selection
e Compare retained alternatives against these criteria
o Prescribe performance schedule to be met
o |dentify resources to be committed

4. Criticize the plan
5. Decide

6. Translate the decisions into statements of:
e Action being required
e Resources being involved
Applicable milestones
o Consequences expected, and when
o Information required for feedback
Control action to be undertaken, and criteria for it

The role of devil’s advocate is not to inhibit action, but to promote it by making
evident errors and shortfalls that should be corrected. If these are left untouched,
a year on the initiative will be floundering — and the organization’s willingness
to move forward may cave in.

Criticizing a plan for its shortcomings is tantamount to increasing its opportuni-
ties, provided that these shortcomings are corrected. In fact, the search for new
business opportunities is closely tied to refining our plans.
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Pitfalls, shortcomings, and rough edges should be flushed out by the devil’s
advocate, in order to be taken fully into consideration. The same is true of weak-
nesses embedded into ‘this’ or ‘that’ aspect of a strategic plan:

e From hypotheses being made
e To mechanics and milestones being projected.

The devil’s advocate should also be involved in post-mortem walkthroughs. To
improve a strategic plan’s performance, feedback from operations must be
steadily used to update everything: from goals to means and procedures. Equally
important is to feed into the walkthroughs recent research on markets, products,
human resources and technological developments — including failures to
account for research findings.

Finally, the devil’s advocate should search to find inconsistencies among the
strategic plan’s component parts (product, market, financial, human, technolog-
ical); audit the seriousness of alternatives, based on different major options; and
do worst-case scenarios. Wise management is keen to learn about worst case
before major commitments are made and the bad news builds a wall blocking off
the company’s future.
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1. Introduction

‘The plan is nothing,” President Eisenhower once said. ‘Planning is everything.’
Planning is the process that not only establishes and upkeeps the plan, but also
sees to it that the plan is dynamic and adaptable to changing situations. A strate-
gic plan is not done once and then put in a time capsule. Not only should plan-
ners match the plan to evolving conditions and events, but also regularly review
it for possible modifications.

Plans are not made in the abstract. They have to be based on events in real life,
and on the way in which they develop. This requires forecasting, which is a pro-
jection into the future. Forecasting is a prerequisite for planning, just like the set-
ting of objectives is a prerequisite for information or strategy. In the business
world, forecasting involves three major activities:

e A look into the future, including the evaluation of how the economy
evolves (see Chapter 2).

e An estimate of trends in the industry in which our company operates and
of how the market develops, which is the subject of prognostication (dis-
cussed in section 2).

e An expert evaluation of our company’s standing in the industry and in the
economy, including its current and future products and services (see Part 5).

Forecasting and planning need a structure, and a sound structure requires appro-
priate methodology, which involves all six basic functions of management. As
shown in Figure 5.1, these range from forecasting to controlling. The able exe-
cution of each of these managerial functions needs skill, experience, the will to
get results, and information that is timely and as accurate as possible — though it
may be incomplete and involve uncertainties. At the top and bottom of the dia-
gram in Figure 5.1:

e Forecasting provides prognostication as input to the plan.
e While controlling makes sure that activities are happening according to
plan.

Even the best forecast and plans will turn to ashes without the exercise of man-
agement control. Effective control requires feedback and open channels for com-
munications, as Part 1 underlined. In management literature as well as in
practice, planning, analysis, and control have always been recognized as ‘good
things’. What is ‘bad’ is that quite often they are just admired rather than being
effectively practised.
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FORECASTING
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ORGANIZING
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STAFFING

\

DIRECTING

\

CONTROLLING
\

Figure 5.1 Pyramid of managerial functions necessary for corporate governance

Prerequisites to effective forecasting, planning, and control are not only skills
and guts, but also independence of opinion and of means, which allows one not
to compromise one’s principles. The late J.P. Morgan, one of the best known
investment bankers of the 20th century, once said: ‘My job is more fun than being
king, pope, or prime minister, for no one can turn me out of it, and I do not have
to make any compromises with principles.’

Flexibility, too, is at a premium, because both exogenous and endogenous factors
change. When asked why he changed his mind, Konrad Adenauer, the first
German Chancellor after World War II, answered: ‘What can I do, God makes me
wiser and wiser every day.” And Lord Alanbrooke, chief of the British General
Staff during WW 1II, used to say that he ate his words from time to time, and
found them a nourishing diet.

Since, as Part 1 brought to the reader’s attention, all management decisions are
made in an environment involving uncertainty, it should be evident that not all
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forecasts materialize, not everything goes according to plan, and not all controls
put the balances straight. There are several reasons behind the failure to forecast,
plan, and control, beyond the fact that information may be neither complete nor
unambiguous.

Both in the short term and in the longer term, one of the most significant reasons for
planning and control failures is habitual thinking. Another is resistance to change.
Both will eventually be downside effects. Most particularly, this will be the case:

e Jf ‘time-honoured’ methods and approaches are followed, without criti-
cally looking at them and testing them, and

e Jfa lax management permits lower efficiency and a certain degree of dis-
organization to carry the day, as well as allowing costs to escape control
and products to fall behind competition.

Another major negative in strategic business planning which blurs management’s
vision is the culture of ‘my problem is unique’. This makes management unable to
adapt to market developments because it tends always to reinvent the wheel. In its
essence, this kind of thinking about one’s (or a company’s) uniqueness in the prob-
lems being confronted is defensive, and it is most often a source of trouble.

Still another reason for failures in planning and control is reluctance to seek
advice, and its opposite: getting the wrong advice. ‘Wrong advice’ is a common
pitfall in industry, commerce, and banking, and also in government. Sometimes
organizations mislead themselves willingly, because management:

e Has a big ego
e Does sloppy homework, or
e Is unable to clearly define its goals.

As the careful reader will recall from Part 1, a strategic business plan must have
specific objectives, which should be reached within a defined timetable. But goals
change over time, and the same is true of the means used to attain them. Moreover,
a strategic plan encounters obstacles. The frequency with which the plan is
matched or modified is important; and the same is true about the authority of exec-
utive(s) resetting the plan’s sights and means used in its implementation.

2. Prognostication is a difficult art

Since forecasting is the first critical function in the realm of good governance,
then it is also the first which must be done right. A legitimate question therefore
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is: How well is it performed? As the examples in this section document, the
answer is not that positive. Even the leaders of industry make mistakes in their
forecasts — and by a wide margin.

‘T think there is a world market for maybe five computers,” said Thomas J.
Watson, Sr, IBM’s chairman, in 1943. Yet, he was a man of vision, albeit for a dif-
ferent epoch. ‘But what ... is it good for?’ asked an IBM engineer at the com-
pany’s Advanced Computing Systems division in 1968. He was commenting on
the nascent microchip. In fact, IBM engineers seem to have had an aversion even
to transistors. When in the early 1960s they complained that transistors were
unreliable, then IBM CEO Thomas J. Watson, Jr handed out transistor radios and
challenged the critics to wear them out.

Watson, Sr was by no means the only pioneer of industry who eventually failed
to live with his time. In 1977, Ken Olson, founder and CEO of Digital Equipment
Corp. (DEC), another brilliant and, up to that time, very successful industrialist,
made the profound statement: ‘There is no reason anyone would want a com-
puter in their home.” He paid for it dearly. By believing in his dictum he missed
the PC revolution and eventually sent DEC to the wall.

‘The telephone has too many shortcomings to be seriously considered as a means
of communication. The device is inherently of no value to us,” wrote a Western
Union internal memo in 1876. ‘The wireless music box has no imaginable com-
mercial value. Who would pay for a message sent to nobody in particular?’ asked
David Sarnoff’s associates in the 1920s, in response to his prompting to invest in
the radio as a consumer product.’

Failure in weather forecasting is one of the classics. Weather forecasting requires
instantaneous combination of a lot of information, and it is a computing-intense
job. The traditional job of a weather observer has been to launch wind balloons
into the deep blue sky and plot synopsis maps. This, however, is too elementary
to give valid results. Moreover, weather is an intriguing issue:

e Although it could be forecast,
e It could not be changed.

How much can computers and databases contribute to weather forecasting?
From late 1958, when I was working in applied science with IBM, I remember an
analyst from the Japanese Weather Bureau who came to Chicago to run a Fortran
forecasting program on the 704 — one of the biggest scientific computers of its
time, but a pigmy when compared to today’s PC. The Fortran code the analysts
wrote assembled beautifully:
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e In programming terms it was judged as excellent,
e But the weather forecast was not that accurate.

To explain this dichotomy between program and forecast, practically everybody
around said the 704 computer was not fast enough to produce a 2-day forecast.
Therefore, everybody hoped for a still bigger machine that would be able to
deliver. I have continued hearing this argument for the past 50 years, no matter
that in the meantime computer power has increased by leaps and bounds.

e Weather forecasting models are too complex, because there are so many
variables to take into account.

e As we try to simplify the problem we are faced with, we reduce the model’s
accuracy at the same time.

A similar statement can be made about a lot of other issues like, for instance,
prognosticating the price of oil. Mid-September 2005, in its semi-annual ‘World
Economic Outlook’, the International Monetary Fund (IMF) raised its oil price
forecast for 2006 to $61.75 per barrel from $43.75 projected previously — a 41%
increase. Some governments may need to adjust consumption subsidies, the IMF
said.? This is too vague a statement, which also fails to explain the reason for a
significant change in projected oil price.

Theoretically, forecasts should be objective and pragmatic. Practically, this is
rarely the case. Many experts fail in their prognostication when it runs contrary
to their stereotypes. This shows internal bias, which ends by depriving them-
selves, their firm, and their clients of the ability to know something in advance.
Yet, a factual forecast is very important.

A judgement ahead of the facts concerning events for which there exist scant
documentation and/or experience requires the skills so well described by Sam
Walton, as the ‘ability to turn on a dime’. This means lots of flexibility in mak-
ing one’s projections and decisions. Flexibility is as important in establishing
business opportunity as it is in managing risk.

Risks have to be forecasted. There are always new types of risk to be confronted,
as well as a metamorphosis of old ones, giving them much greater rigour.
Barings, the venerable British bank, crashed in 1995 due to failure of market risk
management, within a failure of operational risk control.> Barings management
was a poor performer.

Facing the recasting of risks in an able manner requires action at both corporate
and regulatory level. At corporate level, it is necessary to rethink and formalize
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risk management responsibilities, including the prognostication of evolution in
exposure. Forecasts are not made just for the pleasure of doing something.
Unless it is daydreaming, prognostication must lead to proactive concrete action.

Ex post, some biases that impact on forecasting appear systematic. They have
been found to occur in empirical findings, and are more generally known as the
peso problem. This term was coined in the mid-1970s when the Mexican peso,
despite its peg to the US dollar and an economic policy that looked sustainable,
was consistently traded at a discount on the forward exchange market. The rea-
son seemed to be that market participants did not completely rule out a return to
an inflationary Mexican monetary and fiscal policy, which would lead to the
peso’s depreciation.

e The term ‘peso problem’ has been used to describe situations in which
market participants see the possibility of a discretionary change in the
future, and therefore bias in one or more fundamentals.

e When this happens, it tends to lead to a subjective potential phase shift,
whose influence makes itself felt. For instance, in future exchange rate
decoupled from economic fundamentals.

The reader should appreciate that the peso problem is highly relevant in the gen-
eral case of prognostication, and not only with exchange rates. For instance,
every investor is interested in the timing and amplitude of a correction in the
stock market, as well as in the chances of a recovery. Such predictions, which are
usually based on extrapolation or inference with some sort of causality in the
background, may however involve personal bias. To avoid such bias, we try to:

e [Exploit a cause and effect relationship, or
e Find a sign, which might be an early indicator of things to come.

Some bias in prognostication may be the result of a prevailing culture. Others
materialize when we confuse wishes with reality. Still others are the aftermath
of lack of imagination. Since antiquity man dreamed of conquering the facility of
flying, largely imitating the way birds flew. The story of Icarus is instructive in
regard to the failures of a copying effort.

e Eventually man flew faster and further than the birds,
e But he also used a totally different technology to reach his goal.

The lesson is that if our hypotheses don’t challenge the ‘obvious’, then we lead our-
selves in the wrong direction — whether we talk of the economy or of some techni-
cal stuff we supposedly master. Here is, for example, Bill Gates, who in 1981 made
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the statement: ‘640K ought to be enough for everybody’ (640 kilobytes of central
memory). At one time or another, we all have had that sort of myopic vision.

If, as this section has demonstrated, so many well known people who have been
pioneers in their business goofed in their prognostications about the future of
‘this’ or ‘that’ issue, then there is no reason to believe that you or I will do better
in projecting the course of future events — independently of whether our esti-
mates are optimistic or pessimistic. Still, in spite of this downside, we need to
establish a valid system able to lead to acceptable accuracy in forecasting, as sec-
tion 3 suggests.

3. The art of forecasting and its pitfalls

The way it has been defined in the Introduction, the art of forecasting focuses on
future events. As the practical examples we saw in section 2 document, prog-
nostication is a projection into the future based both on numbers and on
hypotheses — and taking into consideration expectations. But we also saw why
prognostications involve a fair amount of speculation as well as bias.

For all these reasons the forecasts that we do can turn on their head. In the late
1980s when Japan was the rising sun in the global economy, and its previous
prognostications on computer developments had proved right, the Ministry of
International Trade and Industry (MITI) projected the deliverables of a new proj-
ect which it funded: Real World Computing. MITI’s forecasts focused on results
to be obtained ten years down the line; the highlights are shown in Figure 5.2. In
a nutshell, this prognostication predicted an evolution:

From the computer world of number crunching of the 1950s and 1960s
And the logical world of knowledge engineering of the 1970s and 1980s
To the ultimate goal of the real world which will characterize competitive-
ness in high technology in the late 1990s and beyond.

According to the MITI forecast, real world computing was expected to create a
cooperative, close relationship between people and computers. It was also sup-
posed to act as a catalyst in producing new, generic scientific and technological
advancements. These were projected to significantly benefit the Japanese indus-
try, providing it with a major weapon against its corporate opponents.*

Plenty of taxpayers money has been spent in a well-financed project aimed at ful-
filling this forecast. To the MITI’s experts, the project’s strategic goals sounded
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Figure 5.2 How the Real World Computing (RWC) project positioned itself in information
processing technology

doable and reasonable. But after five years of frustration, the forecast on which this
project was based proved wrong — and the high-tech Real World Computing proj-
ect crashed, as its lavish financing was cut off.

In retrospect, several biases combined to doom this project, and the forecast
made about its success. One of them has been that since (in mid- to late 1980s)
Japan’s economy was thought to be invincible, whatever it undertook had to give
tangible results. The Real World Computing project, however, proved that this
invincibility did not pass the real life test.

Another bias in forecasting was that all necessary skill would be transferable
seamlessly from hardware to software computer technology. When this proved
elusive, the Japanese involved a German computer research institute in their
project — but by then it was too late. The third and fourth factors which worked
against the forecast have been:

e The absence of clearly stated objectives in interim deliverables, including
their milestones, and

e Lack of unity of command, as MITI executives, project management, and
subcontractors fought over the turf.

Eventually, the environment that created a cooperative relationship between
people and computers materialized through the Internet. Its software kernel, the
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World Wide Web (www), was developed single-handedly by one person: Tim
Berners-Lee, in 1992, while working at the European Centre of Particle Physics
(CERN), in Geneva.

e With the Web, the network became the computer.
e As with Icarus, the Real World Computing project flew, but not in the way
MITI bureaucrats had forecasted.

Much less grandiose industrial forecasts can also go down the tubes. The way a
feature article in Automotive Design had it, by late 2005 the greatly heralded as
‘the future’ (i) remote vehicle diagnostics (RVD) and (ii) security systems had a
penetration of only 7 and 9%, respectively. Navigation systems have achieved
23%, but that figure is expected to decline at a rate of 3% until 2010 this article
says.> And rear-seat entertainment systems have contributed only 1.1% to the
overall take-up of telematics and infotainment systems in 2004. Even in the
upper luxury segments they remain just that — a luxury.

The statistics the preceding paragraph presented demolish previous forecasts
that telematic functions, particularly navigation and entertainment information,
will dominate motor vehicle design. What such forecasts forgot is the customer’
response to rapidly increasing product costs. Many telematic functions:

e Are under huge price pressure from standalone aftermarket products, and
e There is a general perception among consumers that such devious systems
are overly expensive.

At the same time, however, the fact forecasts can go astray, as the Real World
Computing project and telematic gear in motor vehicles document, is no reason
to shy away from them. Quite the contrary, these examples significantly reinforce
the need for making forecasts. If things can turn wrong in spite of the analysis
that goes into a prognostication, think of what will happen without the benefits
of better vision which it provides.

On the positive side, a forecast done in an able manner represents the best esti-
mate that can be made about a situation at the time of its preparation. Even
though forecasts can never be as accurate as a watch, they should reflect learned
assumptions about specific cases — and they should be tailored to fit the needs
of the organization on whose behalf they are made.

Learning a lesson from the failure of Real World Computing and so many other
projects, three rules can be instrumental in improving the success of a prognos-
tication. First, a forecast presumes a purpose. The best purpose that I know
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connected to forecasting is not to predict the future precisely but to determine
the effects projected results will have upon the:

Specific scope

Direction

Risk, and

Success of well-defined management decisions.

In this sense, a forecast is much more a predictor of future effect(s) of current man-
agement decisions than a prognosticator of major technological breakthroughs or
epoch-making market switches. A key weakness of the Real World Computing
forecast was that it aimed at reaping the benefits of an imagined colossal break-
through, when there was nothing on hand to substantiate such a hypothesis.

The second rule of prognostication is that a forecast should not be rigid or inflex-
ible. What it should do is to provide an identification of the probable course of
coming events, including upside and downside. On this ‘probable course’ will
rest the milestones in management decisions including:

Timing

Commitments

Costs, and

Expected results.

The third rule of prognostication is that forecasts are made for planning pur-
poses. As we will see in Chapter 6, management planning paves the way for
commitment of resources which might assure high returns, while taking account
of the likelihood of headwinds in business conditions. To fulfil this goal in an
able manner, we need different types of forecasts. For instance:

e Short-range forecasts of company sales are made every semester or quarter
for the next 12 months.

e Jong-range sales forecasts take a further-out time perspective, focus on
trends, and are most often limited to 5 years.

Additionally, breakdowns of sales forecasts must be done by groups of products,
often known as ‘commodity groups’, and by single product as well as by market.
Forecasts are also necessary of inventory requirements for individual products
by stocking period, taking into account product turnaround — which should be
accelerated through appropriate marketing action.

In collaboration with the production planning department, corporate headquar-
ters should make long-range forecasts of physical unit volume by manufacturing
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facility, leading to the definition of capital requirements for investments in plant
and equipment. A global company must do so for its world-wide operation,
keeping in perspective not only market-by-market needs but also currency
exchange rates, political stability in different countries, labour costs, and evi-
dently taxation. This must be a global plan that encompasses a whole family of
forecasts.

4. Making forecasts: case study with Hurricane
Katrina

A forecast presumes a purpose: for instance, a prospective evaluation of market
demand, of our company’s strengths and weaknesses, of its positioning of prod-
ucts and services within the perspective of developments in ‘this’ or ‘that’ mar-
ket. As section 3 emphasized, the purpose of the forecast is not to predict the
future precisely, but to determine the effects that a management decision, or pro-
jected market evolution will have upon the:

Scope

Direction
Profitability, and
Success of our entity.

The examples presented in the preceding section from the manufacturing indus-
try document that forecasting is a projection into the future, which must take into
consideration expectations. As such, the forecast involves specialization. Far from
being a theoretical exercise, it must be a look into the future, including an evalua-
tion of how the economy, of the market we appeal to or world-wide, is progress-
ing; and how this evolution will affect future sale of our products and services.

Because prognostications must be adaptable to the developing situation, a fore-
cast should not be rigid or inflexible. Its mission is to identify the probable
course of coming events always keeping in mind the second rule of forecasting
outlined in section 3:

e Prognosis is not concerned with future decisions.
e Its aim is to help in bringing into perspective the future impact of present
decisions.

This is precisely why we are interested to learn about the future course of events —
all the way from business opportunities to current and latent risks. On this probable
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future course will rest the milestones in decisions management makes, includ-
ing commitments as well as their timing, costs, exposures, and expected
results.

What the preceding paragraphs have outlined is the most basic characteristic of
forecasts made for strategic planning, paving the way for the choice of actions
aiming to ensure higher returns, while preserving the capital. The forecast that
we produce should represent the best estimate that can be made about a good or
bad situation, at the time of its preparation.

For instance, in the aftermath of Hurricane Katrina, Swiss Re, the world’s second-
biggest reinsurer, increased its estimated pre-tax losses from insured damages
created by the hurricane from $500 million to $1.2 billion, or 7% of sharehold-
ers’ equity. This was prognostication which told management it would probably
have to dip into the company’s reserves to meet the claims.

e Upgrading loss estimated from $500 million to $1.2 billion suggests that
forecasts cannot be as accurate as a wrist-watch.

e Both the old and the new loss estimate reflect learned assumptions about
this specific case: the damage from Hurricane Katrina.

To achieve this focused goal, a forecast has to be specific. It cannot be made in
general terms. The same is true of model(s) written as supports to forecasting.
Both models and forecasts should be tailored not only to fit the needs of the
entity for which they are being made, but also a specific case — for example,
Katrina. Only then can a prognostication lead to valid planning assumptions
(more on this in section 6). Other things being equal,

e Predictive power is improved by exploiting the mountain of data on which
a forecasting model draws.

e Powerful forecasting engines comb databases world-wide, painstakingly
assembling statistics that can reveal cause-and-effect relationships.

When this is done, analysts take the distilled information and develop algo-
rithms linking causes to effects, which are tested against historical figures in the
database. By ‘forecasting the past’ it may be possible to identify relationships
between circumstances and outcomes. This approach is akin to working out the
physical laws that govern the behaviour of nature, which can be used in fore-
casting physical events.

The art of forecasting can be significantly assisted, in many cases, through timely
and accurate data collection and on-line datamining. Thinking by analogy, this
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resembles a system of dedicated traffic-monitoring centres linked to networks of
cameras and sensors, including traffic-spotting aircraft, as well as cars, trucks,
and buses fitted with satellite-positioning gear. This way, not only is it possible
to see exactly what is happening on the roads but one can also project traffic
jams, warning drivers to:

e Switch from busy to quieter routes, and
e Avoid congestion with associated delays and pollution.

As we will see in Chapter 6, planning requires forecasting, even if made in the
light of incomplete or uncertain information. When they are working in unison,
forecasting and planning are most essential to business strategy, because the lat-
ter is in any case based on hypotheses made by management which require
steady testing. As we have seen since Chapter 1, strategy and planning are not
two separate processes but part of the same business task.

e Strategy makes choices, sets priorities, and gives a sense of direction on
how to go From here to there.

e Planning establishes the detailed road map we use to get ‘there’, and this
roadmap is based on forecasts.

Plans, and forecasts on which they rest, are much more than just a corporate
activity directed at marketing, or any other standalone domain. Since strategy is
a master plan, its individual component plans should be formulated at every
level of the organization and for every area of activity. In the aforementioned case
of Swiss Re this ranges:

e From prognostication about losses
e To management decision regarding payment of dividends.

As a sequel to its forecast about severe losses from Katrina, Swiss Re said that it
would continue paying dividends if normal business development prevails for
the rest of the year. But smaller reinsurers may be worse off. According to
Insurance Day, a trade publication, the second-biggest maximum losses so far are
at Montpelier Re, a Bermudian reinsurer, which expects a hit of up to $675 mil-
lion or 46% of shareholders’ equity.®

The estimate of future capital requirements is another important domain of fore-
casting. Because they foresee that losses from major events may escalate, as is
their nasty habit, post-Katrina several reinsurers said that they would need to
raise more capital. On the other hand, Lloyd’s of London stated in September
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2005 that it expected all its syndicates to withstand the blow — even if the prog-
nostication is that the cost will be at the level of £1.4 billion ($2.6 billion).

Still another major contribution of forecasts is their impact on pricing products
and services. In the follow-up to Hurricanes Katrina and Rita, energy insurance
rates started rising, with increases of up to 25% reported for renewal premiums
outside the Gulf of Mexico.

Sometimes a wrong forecast may be a boon to the bottom line. When in the mid-
1950s IBM developed the 650 computer, senior management prognosticated its
market potential was up to 50 machines, and the 650 was priced accordingly. But
rather than 50, several thousand of the machines were sold, with IBM getting an
enormous boost to its profits.

The nemesis of forecasts is that statistics from actual events don’t necessarily
match what has been projected. When this happens such statistics from real life
results reveal discrepancies in planning, resources allocation, or pricing of prod-
ucts. For instance, in an early September 2005 estimate, some experts contended
that in the past couple of years,

e The United States has accounted for about 75% of the world’s natural
catastrophe claims

e But capitalizing on high competition in the insurance market, US firms
and other entities paid only about half of the premiums that should corre-
spond to such a high accident rate.

There are also cases when conclusions reached by a given study assist in prog-
nosticating what will happen next if nothing changes; or in trying to rebalance a
system whose behaviour has become asymmetric. Whether prognostications are
‘right’ or ‘wrong’, the making of forecasts is a steady process, not a one-off event.
Every time something changes, the forecast must be revised — sometimes in a
fairly radical way.

5. Forecasts must be realistic: case study with
Hartford Insurance

General Karl von Clausewitz once said that many assume half-efforts can be
effective, but this is false. Half-efforts are sometimes made where a small jump
is easier than a large one, and very few people are willing to cross a wide ditch
without having crossed half of it first. Forecasting and planning, however, don’t
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work through half measures. They require not only a broader view but also the
crossing of a wide ditch. In turn this requires a clear, consistent, and flexible
approach. This is precisely what many people and firms don’t have. By persist-
ing in the old ways under the cover of tradition they fail to notice:

e Whether the nature of the problem has changed, and
e That if it has, the old way may not improve upon the current situation, but
rather make it worse.

The broad, and steadily enlarging domain of risk management is such a case.
Take as an example forecasts about risk coverage made by insurance companies.
An insurer does not make its money directly from premiums but on the interest,
dividends, and capital gains it receives from investing that premium money.

e An insurance company might even be happy if its underwriting expenses
and claims payments equal the premium.

e The problem is that the company never knows how great the total of claims
will be against the policies written in any one year.

Moreover, particularly in the case of natural catastrophes and other major events,
some of the claims are not paid out for several years. Hence, by law, the insurer
must continue maintaining adequate reserves. If more or bigger claims come in
than expected, or both, the insurance company must add to its reserves, reduc-
ing by so much its current year’s net income. This is one of the cases where fore-
casting is king.

A real life example is the best way to explain the point just made. In his book on
Harold Geneen,” Robert Schoenberg takes as an example Hartford Insurance. In
1971, its first full year with ITT, Hartford’s income was $105.5 million, 26% of
ITT’s total. For income maximization purposes, at ITT’s direction,

e Hartford started realizing much more in the way of capital gains than it had
before, a measure that pumped up earnings,

e At the same time, Hartford’s sales force was encouraged to go aggressively
after more business.

In 1970 Hartford Insurance wrote $1.125 billion in premiums; in 1971 this grew
to $1.335 billion, nearly 19% more. On paper, this compared well with a 10%
industry average growth. In 1972 premiums were up another 14.5%. But in 1973
growth cooled to about 11.6%, with the total of earned premiums up to $1.733
billion.
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The downside was not the cooling off of results produced by an intense sales
effort, but the fact that much of the new business was in high-risk areas like
product liability and medical malpractice. Time-wise, both have an especially
long tail; risks do not develop for a few years (more on this later).

e Hartford had more premium money to invest, which it did mostly in equi-
ties characterized by volatility

e But losses started growing. In 1970 underwriting loss was only $13.7 mil-
lion, or 1.2%. In 1973 underwriting loss climbed to $38.7 million, which
was 2.2%.

Somehow senior management at corporate headquarters forgot to examine the
correlation that exists between aggressive sales and extension of underwriting
into high risk areas. The forecast was either flawed or missing. As a result, there
was no prognostication made of likely increase in:

e Company losses, and
e Business risk (see Chapter 6).

Looking after only growth in sales is a half measure, falling under the dictum of
Clausewitz. A realistic project cannot, and should not forget about the other side
of the equation, which represents the growing exposure. In 1973 the underwrit-
ing loss climbed to a level that was not acceptable, and though in 1974 head-
quarters established less aggressive sales goals, it was too late.

As almost always happens when positive expectations turn on their head, at
Hartford Insurance the past haunted the present. Claims rolled in and in 1974
losses soared to $123 million, a punishing 7.6%. As one misfortune seldom comes
alone, the stock market collapsed, with Hartford’s extra premium money in it.

e At the time, Hartford’s portfolio stood at $880 million and showed a $240
million loss.

e That meant the insurer’s readily liquifiable assets that protected policy
holders looked insufficient, and state regulators wanted them increased.

Capital increases, however, don’t come along just by pressing a magic switch.
This is an excellent case study on the principle this chapter has underlined, that
the main goal of forecasting is to examine the future impact of current actions;
not to foretell the future at large. It is also a good documentation of the fact that
forecasts must be focused and realistic.

Banks encounter similar problems in connection to assumed credit risk. As
Figure 5.3 suggests, some events can be forecast statistically. These are known as
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expected losses (EL), and they have attached to them corresponding regulatory
requirements. But there are also unexpected losses (UL) at the long leg of the risk
distribution shown in Figure 5.3. Reference to tail events has already been made
in connection to Hartford Insurance. The following section examines the kind of
models that might help in prognosticating UL.

6. Models could help in prognostication: the case of
unexpected losses

Models are tools that help in analysis and, sometimes, in decisions. When they
are based on realistic hypotheses, are properly constructed, and are adequately
tested, models can help in prognostication. These preconditions, however, are
not always fulfilled. Therefore, quite often the use of models leads to a deception
that might be stronger than reality. This is usually the case when:

e The hypotheses and assumptions being made are undocumented

e The modelling approach is off-focus, and therefore does not provide a
proper response

e The people responsible for modelling try to hide the weaknesses of the
artefacts being used, rather than bringing them out in the open for factual
evaluation.

Take as an example of the modelling effort artefacts written for prognosticating
exposure to credit risk beyond expected losses (EL). Unexpected losses (UL) can
be computed through algorithmic approaches, provided the model(s) being used
is (are) sound at the start, and continue being tested against real life returns. This
is not the most frequent case. My experience documents that superficial
approaches to modelling are worse than nothing.?

e They are misleading, and
e The forecast based on them is a fake.

EL

__

LONG TAIL

g/////////,yy/zg///
b

FREQUENCY OF EVENTS

Figure 5.3 Expected losses, unexpected losses, and the long tail of the distribution
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An example of a ridiculous model for UL is the so-called VAR, 4, (value at risk
at 99.97% level of confidence). I have explained its many weaknesses, indeed its
total irrelevance, in my book on Basel II.° This is a model typically used by the
unable, who has been asked by the unwilling to do the unnecessary.

The good news is that there are available today fairly good models to help in
prognosticating UL, at least in terms of capital requirements. The reference to
models in the plural is important because when we work near the edge of our
knowledge we should use more than one model for forecasting, subsequently
comparing results and identifying the reasons underpinning deviations. This
helps in:

e Better focusing our prognostication, by looking at it from different sides, and
e Examining whether and how far discrepancies in results are leading to fur-
ther investigation on model fitness.

For instance, an excellent model for pre-estimating unexpected losses is the UL
algorithm developed by Deutsche Bundesbank:

ULgy =a-s BRw) A <K (1)
where:

a = constant, function of risk appetite

s = standard deviation of aggregate risk

R, = outlier of unexpected losses at business unit i (BU,)

w;= weight, representing share of BU; in the bank’s total turnover

A = assets of the entity

K = economic capital of the bank

If the enterprise-wide sum of extreme losses is represented by R, then worst case is:

R=3R

because this means that the entity does not benefit from effects of diversification.
If senior management thinks that current diversification will have a positive
aftermath, then the result will be

R <R

Notice, however, that the reduction of exposure is often subjective, and wishful
thinking often plays a major role in it.
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The algorithm in equation (1) can also be used for proactive purposes, as part of
a system for economic capital allocation to business units (see also Chapter 4). In
this case economic capital allocation to BU; will be provided by K; = B, - w, - K,
where B, is the internal beta (volatility) of a BU;:

Ay
B = g2 Sw; COV; (2)
BR
where:
A, = assets of the business unit i

1
s?2gx = variance of aggregate bank risk

COV;; = covariance, returns of BU; and of the bank

it is
B w; = 1.

In other terms, the sum of products of each business unit’s internal beta multi-
plied by the weight representing its share in the bank, is equal to 1.

Another sound algorithm for estimating UL, which should be used in parallel to
the Bundesbank’s model, is one based on stress testing. The Basel Committee on
Banking Supervision promotes this approach to prognostication of unexpected
losses:

UL = SPD - SL.GD - SEAD (3)
where:

SPD = stress probability of default
SLGD = stress loss given default
SEAD = stress exposure at default

SPD and SLGD are percentages. SEAD is expressed in capital at risk. This
approach to UL is a forward-looking measure — which contrasts to accounting for
losses being incurred. The latter is post-mortem. Both ex ante and ex post metrics
are important to good governance at large, and more specifically, to risk
control.®

Contrary to equation (1), which addresses each specific business unit ‘", equa-
tion (3) is a more general formula which can become personalized if it targets
the SPD, SLGD, and SEAD of each unit under investigation rather than of the
whole bank.
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Another important personalization of equation (3) regards the level of stress test-
ing. This is usually expressed by choosing the number of standard deviations, s,
from the mean.

Statistical theory says that within +3s from the mean is included more than 99%
of the area under the normal distribution curve. This is true for one with a long
leg. The level of stress testing is chosen by appropriately selecting the number of
standard deviations at this long leg of the loss distribution — which is an impor-
tant choice.

s = 5, is almost trivial
s = 10, is realistic
s = 15, is conservative

Since the UL algorithm is a development from the expected losses (EL) algo-
rithm, some experts believe that, by assuring that it is implemented, supervisory
authorities would eventually extend their jurisdiction into economic capital. In
all likelihood, they will do so by exercising their prerogatives under Pillar 2 of
the new capital adequacy framework (Basel II).

7. Forecasts made public: case study with forward-
looking statements

Forecasts made for business purposes are usually kept close to the chest of the
companies which they concern. An exception is the so-called forward-looking
statement which contains no statistics but projections. Mainly this is a statement
relating to the after-effect of implementation of strategic initiatives — in a partic-
ular product, country or world-wide. Also, to the development of new trading
operations, or prognosticated future turnover and economic performance.

Forward-looking statements come in addition to a company’s classical release of
accounting numbers in annual or quarterly financial reports. Information
included in them usually, though not always, includes issues relating to:

Plans, objectives or goals

Future performance or prospects

Reasons potentially affecting future performance
A certain number of contingencies, and

Assumptions underlying other statements being made.
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Since forward-looking statements are forecasts, words such as ‘believes’, ‘antici-
pates’, ‘expects’, ‘intends’ and ‘plans’ and similar expressions are used to iden-
tify the entity’s thinking about projected future happening. In the general case,
companies do not intend to update these statements, except as may be required
by applicable laws.

By their nature, forward-looking statements have an inherent bias towards ‘bet-
ter news’ — both general and specific. At best, they represent management’s
judgement and future expectations concerning the development of the com-
pany’s business, as well as of risks, uncertainties and other factors that could
cause actual results to differ materially from expectations. Such factors include,
but are not limited to:

General trends in the economy
Changes in local and international markets
Competitive pressures and technological developments

Variation in financial position or creditworthiness, of customers, obligors

and other counterparties

e Legislative and political developments including the impact of terrorist
attacks

e The aftermath of management changes and of key factors that could posi-

tively or adversely affect the entity’s financial performance.

There is always the risk that forecasts, projections, predictions, and other issues
concerning outcomes described or implied on forward-looking statements, will
not be achieved. A number of factors could cause end results to differ materially
from plans, objectives, expectations, estimates and intentions expressed in for-
ward-looking statements. These include:

Market psychology and trend
Interest rate fluctuations
Volatility in exchange rates

Strength of the economies of countries in which the firm conducts its oper-
ations

e Effects of, and changes in, fiscal, monetary, trade and tax policies

e Political and social developments, which upset established plans.

The reader can better appreciate the sense of these points if he keeps in mind
that events described in forward-looking statements are not based on historical
facts. They address activities or developments that the company expects or
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anticipates will, or may, occur in the future. This, however, is no excuse for mak-
ing such statements lightly or misjudging business opportunities and risk factors.

Another problem with prognostication associated to forward-looking statements
is that figures presented to the public may be far from being clear, or comparable
to other figures being released. In the UK, on 4 October 2005 the FSA issued a
warning to companies over their use of tailor-made profit figures. This was
prompted by concerns that:

e Some entities may be confusing investors with the presentation in their
financial reporting, and

e With the International Financial Reporting Standards (IFRS)'! the change
in accounting standards might have created loopholes certain companies
are quick to exploit.

For instance, IFRS (see Chapter 10) allows companies to report additional earn-
ings numbers that are not mandated in the rules. This seems to permit high-
lighting figures whose origins are vague. In the aftermath, FSA said that
‘[Companies] should make clear the basis on which numbers are calculated in
order to avoid misleading investors.’*?

Experts suggest that the issue of additional financial presentation has exposed a
certain rule void within IFRS, creating scepticism over the validity of an earn-
ings figure narrower than net income. Gaming the system already under way sug-
gests that operating profits may not be a relevant reference, particularly when it
is used as a way to twist other accounting notions.

At the same time, this operating profits issue casts doubt on the ability of regu-
lators across the European Union to oversee the implementation of IFRS.
Financial watchdogs correctly fear the credibility of the standards will be under-
mined if IFRS is applied and reported on inconsistently from one country to
another. Such an occurrence will create an incentive for companies to:

e Bypass the new accounting standards, and
e Do as they please with their financial reports.

In France, the Autorité des Marchés Financiers, the local markets watchdog, said
it is considering a reminder similar to the one by FSA, on the need for clear pres-
entation. In the United States the Securities and Exchange Commission (SEC) is
also monitoring implementation of IFRS, as well as its teething troubles, as it
considers whether to accept IFRS accounts from European companies listed in
the United States.
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To ease the problem of cross-border coordination, the Committee of European
Securities Regulators has already launched a data-sharing initiative to encourage
national regulators dealing with accounting errors to compare rules with foreign
counterparts. Moreover, the International Organization of Securities
Commissions (I0OSCO) announced a similar initiative with broader geographical
scope.

As so often happens with the implementation of a new standard, the IFRS finan-
cial reporting problem comes from the fact that the new financial reporting rules
do not contain a standard definition of operating profit. In practice, operating
profit should reflect the underlying performance of an entity, but a growing num-
ber of firms choose to produce customized figures in their half-year results,
screening out items such as:

e Pensions charges
e Stock option costs
e (Changes in the value of derivatives, and more.

This confuses financial analysts, investors, and regulators, each group express-
ing concern that many companies are calculating their headline earnings differ-
ently from their industry peers. If such practices exist with established
accounting standards, think of what may be happening with prognostications
and projections. Therefore, the reader should be cautioned not to place undue
reliance on forward-looking statements, which speak only:

e In their own language, and
e As of the day they are made.

There is also the fact that many events impacting performance are exogenous,
therefore beyond management’s control. In an era of globalization, examples of
events external to the company which are instrumental in altering projections
made in forward-looking statements include foreign exchange controls, expro-
priation, nationalization, or confiscation of assets in countries in which it con-
ducts its operations. By contrast, examples of endogenous events and factors are:

e Management ability to maintain sufficient liquidity and access capital mar-
kets

e QOperational factors such as system unreliability, fraud, human error, or
failure to properly implement procedures.

Internal failures might also happen in connection to management’s inability to
be in charge of effects of changes in laws, regulations or accounting policies or

@



Forecasting

practices; failure to forecast a spark in competition in geographic and business

areas in which the company loses its market; inability to retain and recruit qual-

ified personnel; or failure to timely develop new products and services. Still

other management failures relate to mergers and acquisitions (see Part 6).
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1. Introduction

According to Simone de Beauvoir, the French author, a woman is not born, but
made. The same is true about men, and evidently about companies, countries,
and any other entity. But ‘to be made’ one needs a plan that establishes objectives
and provides the means for coordinating decisions and actions.

Planning is the process of deciding what action should be taken in the future.
The area covered by a plan may be a small segment of the entity and its opera-
tions, or it may be the whole enterprise. The decision as to whether the price of
one product should be increased by, say, 3% is a plan; and so is a decision to
merge the company with another firm (see Part 6 on M&As).

Planning, as we know it, grew out of the ‘Gantt chart’ originally designed in 1917
to plan war production. Slowly planning became sophisticated, using statistics and
analytical tools, as well as employing the advantages provided by quantification to
convert experience and intuition into:

e Definitions
e Information, and
e Diagnosis.

The plan is a framework involving different types of resources: human, financial,
and material. Also time, as time is a key resource. The first essential characteris-
tic of a plan is that it involves decision(s) about action to be taken in the future.
Planning should therefore be distinguished from forecasting, which is an esti-
mate of possible evolution. But as Chapter 5 explained, forecasting is prerequi-
site to planning.

Another essential characteristic of a plan is the experience required in making it
and in putting it into effect. On his visit to ancient Egypt, Solon (640-560 BC), the
Athenian lawmaker, was received by an old priest to whom he spoke with pride
about his country of origin. The host interrupted him: ‘You Greeks are like kids.
There are no old people in Greece ...” ‘What do you mean?’ asked Solon. ‘You are
young in spirit,” responded the Egyptian priest, ‘because you have no really old
traditions, no concepts whited by time ...’

The essential point here is that, much more than the plan itself, it is the process
of planning that must be ‘whited by time’. Sound and efficient planning
processes are a culture. Good plans are not made overnight, and the skill for
making them is not being acquired on the fly.
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A characteristic of sound planning is objectivity. Planners should not make their
produce ‘say’ what they want it to say. My personal planning experience tells
that the best plans are:

e Analytical and factual.
e They are also very well documented.

In his argument about being ‘whited by time’, the old Egyptian priest was right.
Even if we take Pericles and his time as a reference (5th century Bc) there is as
much chronological distance between Pericles’ time and ours, as there is
between his time and that of the Pharaoh Djeser and his pyramid of Saqqara.
When Herodotus, the historian, visited the Nile Valley, some 450 years BC, the
pyramid of Cheops (2615-2550 BC) was already more than 2000 years old.

Experience in planning teaches that what is really ‘whited by time’ is the con-
ceptual framework on which planning rests, and from which planning details
evolve. During our September 2005 meeting, Wayne Upton, Director of Research
of London-based International Accounting Standards Board (IASB) defined as
follows the conceptual pillars on which IASB’s plans and projects rest.

e The meaning of stewardship and accountability and their relationship to
objectives of reliable financial reporting, and

e Relationships between qualitative characteristics of financial reporting infor-
mation, and how they are used in building decision-useful financial reports.

Variations of these two pillars can be found nearly everywhere in the process of
planning, particularly so when it addresses standards issues. Stewardship
encompasses management’s responsibility not only for the custody and safe-
keeping of assets entrusted to it, but also for their efficient and profitable use.
This is a basic planning goal.

Accountability is a personal characteristic that has a great deal to do with authority
and responsibility. Responsibility is never delegated. Only authority is delegated.
The responsibility — and therefore accountability for decisions, plans, and actions —
remains with the delegator at the top of the organizational pyramid.

In the course of our meeting at IASB, Wayne Upton also underlined that a financial
reporting standards framework should clarify the nature and type of information
useful for making investment, credit, and similar resource allocation decisions.
This includes quantitative and qualitative characteristics of financial reporting
information used to build decision-useful tools. A similar objective characterizes
planning premises. Clear and unambiguous standards are prerequisite to the
process of planning.
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2. Critical elements of the planning process

Chapter 5 has brought to the reader’s attention the fact that while planning
requires forecasting, it is always made in the light of incomplete information.
But even if this was not the case, in a changing business world plans must be
flexible and adjustable. The flexibility and adaptability of planning premises is,
also, the only way to minimize effects of the unknown.

Most of the unknown factors will be exogenous, while those that are endogenous
are typically settled through management decision and action, if management is
worth its salt. For instance, the strategic plan will detail goals and policies
followed in making moves based on expectation(s) about moves by corporate
opponents over which our company has no control.

e Policies are written to clarify the ‘dos’ and don’ts’, thereby avoiding repet-
itive decisions on same or similar issues (see section 6).

e By contrast, strategies are never written. The opponent(s)’ strategies are
guesstimated by interpreting their policies and studying the moves being
made in execution of their plans.

An article that appeared in The Economist following Swiss Re’s acquisition of
GEIS for $6.8 billion, compared Europe’s top-two reinsurers: Munich Re and
Swiss Re. Munich Re, this article said, is more diversified than Swiss Re, with a
big interest in primary insurance, which tends to be more stable than reinsurance.
By contrast, Swiss Re is focused on reinsurance.!

Based on these and other facts, which have become common knowledge, one
makes the deduction that the strategy of Swiss Re is to become a premier company
in reinsurance, well implanted in the US market where insurance policies are part
of business ethics and consumer culture. Munich Re has a different strategy based
on diversification of business opportunities and of risk.

While both goals and policies may be well-researched, in any domain of activity a
strategy and the plan made to support it can have unwanted consequences. Letting
Vietnam collapse, noted Melvin Laird, secretary of defence under Richard Nixon,
in the November 2005 issue of Foreign Affairs, resulted in 2 million refugees,
65 000 executions and 250 000 people sent to re-education camps.

e The search for unwanted consequences is one of the responsibilities not
only of strategic planning, but of corporate governance at large.

e A basic principle is that though plans have to be detailed and thoroughly
tested, there are plenty of different reasons why results do not always
conform to original plans.
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These two bullets further explain why the planning framework briefly outlined in
the Introduction is absolutely necessary. While strategies are based on intentions,
implicit intentions are not good enough because they are not fully researched.
Simply enumerating the goals cannot bring the focused and disciplined approach
that is required. To focus on subjects, we need a master plan able to distinguish
thoroughly and correctly between:

e What is essential, and
e What is only wishful or superficial.

The proper planning framework brings best returns when it is structured in a
way that permits us to concentrate our thinking and our effort. In the 16 years I
worked as personal consultant to Dr Carlo Pesenti, chairman of a large Italian
banking and industrial group, I appreciated how much he was concerned about
the ability of the presidents of his banks to focus on a subject.

Most managers judge their subordinates only in terms of deliverables. But while
deliverables are important, Pesenti considered that focusing on a decision issue is
even more important than the decision that is ultimately reached. His principle
has been that lack of focusing will eventually destroy the enterprise (more on
focusing in section 6).

e Experience teaches that this emphasis on focus and analysis is the golden
rule in planning.

e Plans that lack concentration on details are full of contradictions, and they
practically invite people to game them.

The need to focus, examine, analyse, justify, and provide detail is served by the
planning framework’s structure. In planning, structure is defined as the design
of procedural steps through which decisions are made and the enterprise is
administered. Structure also incorporates the information and knowledge flow
through the organization’s lines of:

e Authority, and
e Communication.

Information and knowledge flows are essential to assure the effective coordination
and appraisal that must accompany the execution of plans. Also, in knitting
together the total resources of the entity, including:

e Financial capital
e Products and services
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e Marketing plans
e Human capital, and
e Technological infrastructure.

These five bullets identify major components of a strategic plan, as well as chap-
ter headings of the means people will use to reach objectives. But structured
dimensions as well as structural concepts change over time, and this impacts on
the selection and setting of criteria used to guide decisions. Appreciating the fact
that change is unavoidable is very important inasmuch as planning is funda-
mentally choosing among:

Priorities
Programs
Budgets
Timeplans, and

Policies made to sustain corporate goals.

Problems of choice and of priorities arise when available resources are not
enough to meet goals, or alternative courses of action, each of different weight,
are being studied. Like strategies, plans must fit the objective(s) of the enterprise
that makes them. By contrast, forecasts should not be made to serve objectives;
they should be done with objectivity.

Budgets and time schedules are an integral part of strategic planning because
every plan involves resource evaluation, including men, materials, and money.
All resources entering a plan are subject to allocation (see Chapter 4); with the
method supporting resource allocation being largely based on projected results.
Plan vs. actual evaluation is a vital part of strategic planning. Figure 6.1 gives a
synopsis of what is involved in this process.

Budgets are short-term plans expressed in financial terms. As the Introduction
noted, planning has had its origin in time schedules exemplified by Gantt
charts — a milestone in scientific management. Budgets and timeplans are two
examples of strategic planning multiple dimension and of factors entering into
the planning premises. The span of a plan is limited to the chosen planning
period.

In conclusion, the search for alternative courses, formulation of derivative
plans, choice among them, allocation of appropriate resources to meet the
goals of the chosen plan and coordination of short-range with the long-range
plans, are crucial elements of all planning premises — even if every industry
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Figure 6.1 All plans must be made with consideration given to actual results, and they should
be subject to management control

has its own prerequisites, as well as reasons for strategic planning. A good
example is banking.

3. Planning premises in the banking industry: a practical
example

A company is not like an oil well where all you have to do is hold a pan out and
collect the oil, H.J. Stern once said. It is like a violin and you have to have what
it takes to play it. As we will see in this section, the ‘notes’ to play with are
provided by planning. (Stern was president of a gold mining firm and one of the
first entrepreneurs to call on KKR for its advice.)

The need for having the right ‘notes’ to be a serious market player is exemplified
through a case study in banking. Today in the banking industry strategic plan-
ning is so much more important than it used to be because the basic product of
financial institutions is not really money but services, which are derivatives of
money. These are:

e Increasingly more sophisticated financial services that must be planned
well in advance.

e And they involve both business opportunity and risks; two reasons why
the evolution in banking services must follow a strategic framework.

A flashback helps in appreciating this statement. In the 1960s, manufacturing com-
panies hired bankers as treasurers. In the 1970s, banks returned the compliment
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by hiring industry expert