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Introduction

Why entrepreneurship?
Robert B. Mellor

Entrepreneurship gives birth to new commodities, techniques and goods, booting human
progress forward and rendering the old obsolete, leading to the extinction of whole branches
of industry and the creation of new ones. It is the use of innovation that makes many of our
goods today not only better, but also cheaper, than they were even a decade ago. This process
is so powerful that many large corporations are beginning to ask how they can use their
employees’ talents for innovation.

Innovation and the evolution of business

Existing large firms are seldom capable of using innovation, e.g. of the largest (‘Fortune
100") companies from 1930, only one — General Electric — still exists. New industries
evolve out of start-ups. Few succeed. As new industries arise, they displace the old. The
first world' technologies are being copied globally, meaning that “first world’ countries
must constantly improve efficiency and create new industries in order to survive. In order
to succeed, companies must constantly change and innovate; this is not impossible,
but examples are few, e.g. the Preussische Bergwerks und Hutten Aktiengesellschaft
(Prussian Society for Mining and Steel) became tourist giant TUI and the Nokianvirta
Paper Mill became the mobile telephony giant Nokia.

Traditionally, the focus of classical microeconomics is price; capitalists, owners and other busi-
nessmen choose labour-intensive production when labour is cheap and interest rates high, or
capital-intensive production techniques in the opposite circumstances. Guided by price, then
they can choose to make fewer goods, or more. However, they rarely invent new goods or
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radicalize production; those who use innovation to introduce something new are often called
entrepreneurs. But introducing new products is a risky business; experience shows that less
than 10 per cent of all inventions will result in a product and indeed only 0.5 per cent will
return a significant profit. Clearly this is not an area that interests a manager of any traditional
company, where stability, smooth adjustments and uninterrupted production are of the utmost
priority. Most organizations or individuals do not want to change unless forced to — and log-
ical, rational reasons alone are certainly insufficient to generate and sustain change. It is mostly
the entrepreneurs, following their visions, who are ready to tackle such odds.

If entrepreneurs — using innovation — take this step, then the question may be ‘How can we
get more of them?. That is the aim of this book — to teach and inform about entrepreneurship
both those who wish to start a business, large or small, and those who wish to work in innov-
ative companies. Fortunately, however, learning entrepreneurship goes further than that;
entrepreneurship training teaches you how to be more enterprising, more creative, more inno-
vative, more commercially aware and more self-motivated. These are skills that can have a pro-
found positive effect on your employability, as well as on your private life.

Some years ago there was a debate among academics about whether entrepreneurs are ‘born
or made’. Obviously, if entrepreneurs became so by virtue of their genes, then there would be
little point in trying to teach it — one cannot teach blue-eyed people to have brown eyes!
However, as I discussed in one book (Mellor, 2005: Chapter 1.4), entrepreneurial behaviour
does not follow Mendelian inheritance patterns and I believe that the data in question (for
review, see Bridge et al., 2002: Chapter 3) can best be explained by social imprinting —
similar to a Pavlovian reflex — from entrepreneurial role models during childhood.

Entrepreneurship during one’s early twenties is also relatively popular; ‘nothing ventured,
nothing gained’ is an attractive philosophy when you have little to lose. However, there is a dip
in numbers of new entrepreneurs in their thirties and forties; risking everything is less attrac-
tive when your house and family are part of the stakes. A relatively recent noted phenomenon
is later-life entrepreneurship among the 45+ age group (‘senior entrepreneurship’). Such
mature people often have some financial resources, but more importantly, they master their
subject with massive competence and expertise, are psychologically very stable and have realistic
expectations. Companies started by entrepreneurs in this category show a higher average success
rate and above-normal growth rates. Indeed, the Australian organization EGC (www.egc.net.au)
specializes in venturing with mature and experienced returning ex-pats.

Thus it can be seen that anybody can be an entrepreneur at any stage in their life and indeed
it could be argued that learning the tools of business creation is a skill that, if learnt now, may
come in useful if not in the immediate future, then perhaps in 20 years time. Indeed, one fac-
tor this book expressly covers is entrepreneurial management; the overlap between entrepre-
neurship and management, in the realization that individuals can shift from one to the other
(Figure 0.1).

To illustrate its importance, 1,500 colleges and universities in the USA offer some form of
entrepreneurship training. Growth in the UK has been even more explosive, with over 500
courses being offered at over 100 UK universities and interest in entrepreneurship education
spreading to non-business disciplines, where students in engineering, life sciences and liberal
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Entrepreneurship value creation Management
(opportunity-seeking) (advantage-seeking)

Figure 0.1 A Venn diagram illustrating that efficient value creation often occurs at the overlap of entrepreneurial
and managerial behaviour (often called ‘strategic innovation’, ‘entrepreneurial management’ or ‘strategic
entrepreneurship’)

arts are interested in becoming entrepreneurs, fostering a ‘comparative entrepreneurship’
approach. This module will give you a good grounding in entrepreneurship, regardless of your
background.

A sound mastery of technical fundamentals is needed for success and the core competencies
for new ventures must include the technical skills involved. This has led to a bit of a quandary,
because the Business Schools claim ‘ownership’ regarding the teaching of the commercial
activity called entrepreneurship, but unfortunately the Business Schools — per definition —
are incapable of teaching the wide variety of deeply technical skills needed for successful
entrepreneurship. These technical skills are provided by what I call ‘the ABC Schools’ e.g.
Architecture, Biology, Chemistry, etc., where A, B and C can be any academic discipline.
Thus this book is aimed at technical experts learning technical ‘ABC’ subjects and it is hoped
that the number of disciplines covered will expand with subsequent editions, so ‘A’ may
cover Aerospace, Architecture, Art and Archaeology; ‘B’, Building, Beauty and Biology; ‘C’,
Chemistry, Cloning and Clothing, etc. We call this approach ‘Embedded Entrepreneurship’
and feel that only in this way — offering optional modules as ‘Entrepreneurship & X’ — can we
ensure that aspiring student entrepreneurs possess the required technical background.

Teaching innovation, like innovation itself, flourishes on discontinuities, e.g. sudden unem-
ployment. For final-year students one major discontinuity involves ‘employability’; leaving the
cosy education system behind and graduating into the cold harsh world. Experience shows
clearly that — especially for non-business students — entrepreneurship courses are by far most
effective in the final year, or final semester and this module will help prepare you as a new
graduate for this large discontinuity. The module instructor will guide participants through the
course in such a way that you, upon graduation, will be in a better position to be able to see
more clearly the choices and paths open to you.
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This book follows the European concept of ‘course book’, with a chapter for each class
lesson. To Anglo-Saxons this may appear as lecture notes expanded into a standalone text and
indeed optimal value will be gained when you read it during a module where your lecturer uses
the presentations and instructor guides downloaded from the companion web site. The text
itself is divided into four generic parts for all students, and a specialist part. This structure uses
the first three generic parts — Principles, Practice and Context — to introduce concepts com-
mon for students of all disciplines. In Part IV, you then concentrate on the chapter most
related to the discipline you are studying and you may like to read the extra case studies related
to the specialist chapters in Appendix B. The specialist strands re-join in Part V (‘Action’),
which is about the young venture and academically forms a connection between the disciplines
of entrepreneurship and small business research.

There is much to learn, so you must read the appropriate chapter before each class lesson;
first, Chapters 1-9, then the chapter on your specialist discipline, then Chapter 16. If you are
not certain what an acronym stands for, look it up in the list of abbreviations. If you do not
understand a piece of jargon, e.g. ‘market shakeout’, ‘entropy’ or ‘goodwill’, then Google it and
try find out before asking your instructor. The text is sprinkled with ‘think boxes’ containing
cases, definitions, etc. that illustrate the surrounding text and prompt you to investigate the
subject further. This is also the point of the references, the further reading lists and web links
contained at the end of every chapter. It is a challenge, but only by reading around the subject
will you master it!
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Developing People and
Competencies

Robert B. Mellor

Introduction

In this chapter the need for an entrepreneurial team is put forward, as is the need for a
concrete strategy (normally documented in the form of the business plan) and a network.
The latter part of the chapter introduces how these and related topics are further developed
in this book.

Capitalizing on a bright idea

The concept of ‘the entrepreneurial inventor’ does not hold much water and indeed only a few of
the classical ‘engineer entrepreneurs’ like Robert Stephenson, Isambard Kingdom Brunel and
Alexander Graham Bell have received both honours and economic reward for their efforts. But
the majority of the great scientific inventive minds have not managed to make a lasting financial
profit (e.g. Curie, Einstein, Marconi, Pasteur and Whittle) and today a pop star probably makes
more money than 50 Nobel Prize laureates (see Chapter 15). Even Thomas Edison, founder of
the Edison Electric Light Company (later to merge with the Thomson-Houston Company and
be called General Electric), like many scientists and engineers, was not a good financial manager
and despite all his incredible energy he managed to bankrupt several — if not most — of his ven-
tures despite the fact that he held 1,093 US patents and 1,239 foreign patents, including those on
the phonograph, motion pictures, the alkaline storage battery and synthetic rubber, as well as the
first practical incandescent light bulb (note that the ‘incandescent filament lamp’ was invented by
Joseph Swan, Edison bought the rights and made the process practical). Technical competence —
the ability to make new things — can be plotted against managerial competence — the ability to get
things done and products sold (Figure 1.1).
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Figure 1.1  Plot of technical versus managerial competence. Very few inhabit the top right quadrant,
although the multi-skilled (e.g. an engineer with an MBA) will tend away from the axes towards the middle and
thus may be more innovative (see Chapter 2)

In contrast to inventors, the entrepreneurs often mentioned in connection with entrepre-
neurship, e.g. the late Anita Roddick (the Body Shop), Marks & Spencer, Tesco and Richard
Branson (Virgin), achieved fame and fortune not by applying new technological inventions at
all, but by using creative business models.

So having a bright technology-based idea is only the first of several factors needed to form a
successful enterprise. The second factor is the other people involved in the business aspects of a
technical idea and who can bring it forward, while the third factor is most often called ‘the net-
work’. The combination of the second and third factors, judiciously applied, can go a long way
to solving the budding entrepreneurs’ major problem, namely finding finance.

The entrepreneurial inventor

The career of Elmer Sperry offers an excellent example of the entrepreneurial inven-
tor. Sperry was born into a New York family of modest means and after attending pub-
lic schools, decided that he wanted to be an inventor. He tried to learn as much about
electricity as possible from the library and courses, including attending lectures at
nearby Cornell University. Acting on the suggestion of one of the professors there, he
designed an automatically regulated generator capable of supplying a constant cur-
rent when the load on its circuits varied and then immediately started to search for a
financial backer. In 1880, he was taken in by the Cortland Wagon Company, whose
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executives included both inventors and investors and which provided him with the ser-
vices of a patent lawyer, as well as money to live on and a workshop. In this ‘incuba-
tor’ Sperry not only perfected his dynamo, but over the next two years developed a
complete system of arc lighting to go with it. Thus the Sperry Electric Light, Motor,
and Car Brake Company was formed in 1883, with Sperry (who owned a large part of
the company's stock) serving as ‘electrician, inventor, and superintendent of the
mechanical department’. Although the company was not a financial success, it
launched Sperry's career. He would go on to write more than 350 patents and found
nearly a dozen companies including — with the help of a wide assortment of financial
backers — the Sperry Electric Mining Machine Company, the Sperry Streetcar Electric
Railway Company, and the Sperry Gyroscope Company. Although Sperry often played
an active role in these companies in their early stages, he typically downgraded his
role to the position of technical consultant and went on to a new project, once they
were reasonably well established.

Sperry focused on ensuring that his inventions were commercially exploited as best
possible and consequently sold many of his inventions to companies better placed to
put them to productive use. Indeed, one of his firms was the Elmer A. Sperry Company
of Chicago, formed in 1888 as a vehicle for his research and development activities
and whose output was patented technology. Interestingly, this firm also advertised its
business as helping inventors ‘develop, patent and render commercially valuable their
inventions’.

(Source: Further researched from Hughes (1971))

How, then, can you combine excellence in technical subjects, with excellence in business?
Clearly it is advantageous if you have a large family consisting of marketing people, lawyers,
accountants, etc. and in the early 1990s it was rumoured that the single largest success factor for
new start-ups was a high-earning spouse! Most individuals wishing to start up, however, are not
in the privileged position of being able to surround themselves with the necessary expertise from
their immediate family. As a consequence of this — and as illustrated in Chapter 6 — investors
strive to surround the inventor with bought-in professionals possessing these skills.

Covering the business side

Another method is to team up with people possessing complementary skills from the start.
This involves teaming up ‘content people’, often real experts in their field, with ‘structure
people’, who can sell — no matter what it is. The right person may not necessarily be someone
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Table 1.1 lllustrating the ‘Hewlett-Packard’ effect; ‘content’ people team up
with ‘structure’ people to form a winning team

Inventor (Content)

Business (Structure)

Bolton and Watt Watt Bolton
Pattern Store and
Erecting Shop
HP Hewlett Packard
Genentech Boyer Swanson
Wolffolins Wolff Olin
The Beatles George, Paul, Epstein
John and Ringo
Apple Wozniack Jobs

already known, or even liked (indeed taking best friends or family on board can lead to excru-
ciating conflicts). It must, however, be someone that the inventor can trust to make good busi-
ness decisions, to be highly motivated and someone who can work towards a common goal.
This mixing factor has been a feature of leading undergraduate courses for some years (e.g. at
the University of Nevada, Reno — see Wang and Kleppe, 2001; and at the I'T University of
Copenhagen, Denmark — see Mellor, 2003, 2005). The very positive effect of these synergies is
often called the ‘Hewlett-Packard’ effect after the huge success of the Hewlett-Packard
Company, which combined the technical brilliance of Hewlett with the business brains of
Packard (see Table 1.1).

Entrepreneurship is often wrongly perceived as a solitary activity — this misconception is
actually reinforced by terms such as ‘sole trader’. However, not only the high-profile examples
cited in Table 1.1 but also the results of recent surveys e.g. Entrepreneurship and Local Economic
Development, by the OECD (OECD, 2003) indicate that team-based business start-ups fare
much better than individual start-ups. Specifically:

e In micro enterprises, partnerships exhibit higher rates of survival than individual firms.

e Investors are more likely to approve financing to team-led start-ups in early-stage
venture capital assessments.

o The success of the firm and client satisfaction correlate well with the degree of social
interaction in entrepreneurial teams.

And, indeed, many of today’s leading corporations, like General Motors, DuPont, Coca-Cola
and McDonald’s, were all set up by teams and not by individuals acting alone. Although not all
business ideas will result in a new Hewlett-Packard or Apple, a strong sales team can sell most
things, so investors can expect some Return on Investment (Rol). Unfortunately most new
businesses are weak on the business side; whereas 91 per cent of high-tech start-ups are confi-
dent in their technical ability, only 27 per cent of high-tech start-ups are confident that they
can get their product to the market on time (Mellor, 2003). This lack of proper management is
seen as a major drawback by investors — who invariably know their business very well. It cannot
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Table 1.2 Number of business plans receiving funding in some common venture
capital areas

|deas Plans Funds
US Biotech 1000 100 56
EU ‘Hi-Tech’ 182 20 5
EU Internet 400 25 12

Source: Modified from Mellor (2003).

Table 1.3 Commonly cited reasons for rejecting business plans

Reason for rejection Number
Weak management 52
Not market driven 38
Timeframe too long 31
Investment too large 25
Lack of patent/protection 15
Lack of technical expertise 12
Other 17

Source: Modified from Mellor (2003).

be stressed enough that the business objectives are of paramount importance in setting
up a business. One major indicator of the quality of the business acumen is the business plan.
Table 1.2 illustrates that typically only few business plans receive funding and Table 1.3 illustrates
that the reason for rejection is most often a poor management team.

Since usually 100 ideas are needed to generate one business plan, the business plan needs not
only to be excellent but must also address both technical and managerial issues.

The essential social and business network

The third ingredient for success is having a network. Networks are also useful in starting new
companies as they provide a knowledge background. Since growing a company is full of uncer-
tainties, it is not possible in advance to know which expert tips are going to be needed (i.e. het-
erogeneous knowledge is needed). Those entrepreneurs with an extensive network are therefore
in a much stronger position to reply to external threats, changes in the market and similar chal-
lenges. They will be in a stronger position to innovate and overcome obstacles. This is the
social capital that adds value to the company. Such social capital can be accessed formally or
informally, e.g. on the web there exist many networks (communities) specifically to create this
type of social capital, and where membership gives one the ‘right’ to approach others.
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Network, finance and technical ability:
the case of Silicon Valley

The importance of networking is perhaps best illustrated by the example of Silicon
Valley. Silicon Valley is contained by the San Francisco Bay on the east, Santa Cruz
Mountains on the west and the Coast Range to the southeast. Once — when fruit
orchards predominated - it was called the ‘Valley of Heart's Delight. The San
Francisco Bay Area has traditionally been a major site of US Navy work, as well as
the site of the Navy's large research airfield - including anti-submarine warfare
rockets and torpedoes — at Moffett Field. A number of technology firms had set up
business in the area around Moffett to serve the Navy. However, the Navy moved
its west coast operations to San Diego and, in 1935, Moffett Field came under the
control of the US Army Air Corps and later NASA took over portions of Moffett for
aeronautics research. Many of the original companies stayed, while new ones
moved in. The immediate area was filled with aerospace firms and the Air Force
Satellite Test Center was created adjacent to Moffett. By this time a large pool of
highly skilled knowledge workers were living in the ‘Valley of Heart's Delight’ and,
despite closures, many wished to stay in the area. Both from changing jobs and
working in large bases, they often knew each other (network), had hard-to-imitate
know-how (expertise) and some had significant cash lay-off settlements from the
Government (finance).

Given the vivid social network and access to capital, the area was already on its
way to becoming a technology hot-spot (the software firm Novell pays tribute to these
early days by retaining a section of the railway track to the military base in the recep-
tion of its Silicon Valley office). But the enormous expertise the area had accumulated
in radio and microwave technology, microelectronics, etc. (and later semiconductors,
the example of Intel is probably the most famous) also made the area attractive
for more established players, who were looking for something in short supply —
competent suppliers. The more established players, however, were having difficulty
moving in due to lack of space. Serendipitously and due to unrelated finance prob-
lems at Stanford University (who own large portions of the estate), Professor Fred
Terman had the idea of building an industrial park and raising finance by leasing land
out to commercial companies. In 1951, Varian Associates signed a lease, and in
1953 the company moved into the first building in the park. Others, including
Eastman Kodak, General Electric, the Admiral Corporation, Beckman Instruments,
Lockheed and Hewlett-Packard, followed suit soon after. Today some 2000-4000
electronics and information technology companies, along with numerous service and
supplier firms, are clustered in the area.
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Building the right strategy

But is entrepreneurship only about building a team of at least two, possibly up to four or five
‘core’ entrepreneurs with different but complementary skills and experience that will pay atten-
tion to networking? The answer is not so easy. The other side of the coin is working out what
the entrepreneur wants. Common aims for entrepreneurs are:

1

Some wish to open their own business or company immediately and head for an initial
public offering (IPO). This involves writing an excellent business plan and showing a
high degree of business acumen because it entails targeting providers of fairly substantial
amounts of financing.

Establishing social enterprises like charities or other forms of ‘social entrepreneurship’;
non-profit and not-for-profit enterprises. Nuffield, Carnegie, Rockefeller and others
(probably including Bill Gates) all returned their enormous profits to society by way of
such constructions. Major differences include tax laws and the use of capital (e.g. social
enterprises often rely on voluntary labour).

Some want ‘organic growth’ starting with a micro-business and invest some low level of
resources — like evenings and weekends — to see if the concept will work. Examples include
Lovereading.co.uk and Totstofrance.co.uk. Here a business plan can function as a personal
‘roadmap’but will also be needed to attract investment should the concept begin to take off.
Some want to be employed in an ‘innovative company’ (which could be big or small).
Large companies may try to act like a collection of small innovative companies and
working in such an environment has significant differences to working for more tradi-
tional companies. It is becoming more common for employees in innovative companies
to be asked to make a ‘business plan’ concerning proposed reorganizations, new work-
flows, product improvements, etc. Indeed, innovative companies may even put up the
resources needed for employees to spinout their own ideas, like Rob Hamilton did with
‘Instant Offices’. This is often called intrapreneurship or corporate entrepreneurship.

After having read and performed the exercises in this book, you should be in a good position to
prepare the following:

a business plan;
a more (or very) concrete ‘central business proposition’;
an elevator pitch.

Supported, where appropriate, by:

posters;
press releases;
consultancy reports or other presentations.
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However, reading on its own is not sufficient. For knowledge to be understood and used, the
individual must be involved in its active construction. You must have opportunities to answer
questions, to discuss (heatedly) and debate meanings, strategies and implications, thus
engaging authentic problem solving in near-real situations. Thus your business partner (ide-
ally an inventor, if you are a business person, or a business person, if you are a more technical
person) and your network should become your sparring partners in order to get first-hand
experience of ‘decision-making’ and ‘action’and thus to gain a real benefit that can be used in
entrepreneurship.

Choosing a topic

The subject of these debates should ideally be a business idea that you and your business part-
ner (or partners, if you have several) have agreed upon. The objection to this is that you may not
have a fully finished idea right now. Those who have the germ of an idea may find the creativ-
ity techniques described in Chapter 3 useful. Using these techniques, your idea can be modified
or polished and thus can be used as a vehicle of entrepreneurship. Those who have no idea
at the present time can choose between those presented shortly below — a fuller description is
included in Appendix C — or your instructor may have created some other examples for you.

e Euroflorida: This involves a scalable model of advertising and selling to other people
over the web. The core is communicating Italian real estate to north Europeans, but
could just as easily be e.g. Trinidad real estate to US Americans and involves globaliza-
tion and legal, as well as trans-lingual, aspects. Furthermore, the idea is scalable, and
could include not only selling retirement-quality estates to ‘grey gold’, but also e.g. inte-
grating early retirees with useful skills into their new community, keeping in contact
(clubs, newsletters), providing them with local services, etc., and thus the ‘product’ can
contain considerable ‘added value’.

¢ Gnashes: A simple Internet supply chain, trying to extract value from a service (compar-
ison of dentists’ prices) by e.g. advertising related goods on the web site or by sponsoring.
Extra spice is added because the service suppliers and service receivers may not share
common interests, i.e. dentists providing high-price services may drop out of the system
unless some motivation is added.

e LP2CD: This involves making a gadget to record CDA and/or MPG-compatible CDs
from LPs. Thus it incorporates technical aspects and would be well suited to those with
IT technical hardware/software patent-like ideas and interested in researching demo-
graphics as well as IPR issues or advertising and distribution channels.

e WFYK Holdings: A simple financial construction concerned with preserving knowl-
edge assets. However, large degrees of complexity can be added, e.g. taxation issues and
the project is aimed at those interested in venture creation, accounting and business
€conomics.
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Your instructor will also give you templates for the confidentiality agreements, etc. that you
should exchange with your business partner(s).

The development of a start-up

In the course of this module you will learn many things. However, covering everything is
not possible. In principle, the stages a classical start-up goes through are: Idea, Proof of
Concept, Strategic Planning and Development, Venture Creation, Business Growth,
Maturity and finally Exit. Your final report (the ‘business plan’) should cover these areas,
although if you are heading for a try-it-and-see ‘organic growth’strategy, then Exit may not
be very relevant.

In this book we shall cover the ‘Idea’ area in a comprehensive fashion:

Your motivation and creativity (Chapter 3).

Fitting your ideas to the market (Chapters 3 and 5).
Looking at emerging strategy (Chapters 3 and 4).
Starting your planning and operations (Chapter 7).
Your abilities and skills (Chapters 7 and 8).

The resources available to you (Chapter 9).

As for the next stage, proof of concept, we will look into a more detailed marketing plan
(Chapter 5) and the business plan itself (Chapter 6). However, if you have hard-to-imitate
know-how and/or previous relevant experience, then you may wish to include more back-
ground. What this is depends to some extent on your specialist area.

Table 1.5 points out what factors are important for which branch of industry and these,
where appropriate, could be highlighted in the final version of the business plan.

Table 1.5 A matrix plotting the importance of various background factors in the specialist areas covered in
this book

Financial Low-end

Knowledge External and legal High-end IPR IPR

barriers network barriers patents, etc. copyright, etc.
Technical High Low Low High Low
Biotech High Low High High Low
Green Medium Low Medium Low Low
Health & Social Medium Medium Medium Low Low
Journalism Low High Low Low High

Arts & entertainment Low High Low Low High
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Chapter summary

Inventors and innovators can experience difficulty in bringing new products to market because
they often lack the business skills needed to introduce new products to the market.
Conversely, management specialists can only rarely invent breakthrough devices. Forming
partnerships between business-minded people and technical-minded people can rectify this.
This is the reason why group work is favoured.

A good marker for possessing a high degree of business expertise is being able to produce a
good business plan. Most business plans fail to attract funding and the major reason is
because they reflect the lack of managerial and business ability of the authors.

Business plans are needed not only by entrepreneurs — including entrepreneurs in the
social sector — but also increasingly often by employees, especially in more innovative
companies.

An extensive network — ‘social capital’ — can help enormously both to produce the business
plan, as well as to realize its aims, including raising finance.
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Web links

The Financial Times. www.ft.com/businesslife/entrepreneurship
The National Council for Graduate Entrepreneurship: www.ncge.org.uk
Global Entrepreneurship Monitor: www.gemconsortium.org

What’s happening in the EU: http://ec.europa.eu/enterprise/entrepreneurship/index_en.htm

Suggestion for exercises

Google the terms ‘added value’, ‘organic growth’, ‘grey gold’ and ‘elevator pitch’.




The Economics of
Entrepreneurship and
Innovation

Robert B. Mellor

Introduction

In this chapter, entrepreneurship is introduced in its economic and academic setting; an
economic theory and practice outside the perimeter of classical input-output economics.
By the beginning of the twentieth century, neo-classical economics had refined the theory
of the capitalist economy to one where the central concept is market equilibrium, and
where market supply equals demand in a perfectly competitive market. In this scheme
there is little place for innovative entrepreneurs and, interestingly, communist theoreti-
cians also belittled entrepreneurs as merely being factors adding to the ‘background noise’
in the grand historical imperative. The benefits of economies of scale, i.e. the supremacy of
the large corporation, remained the dominant theory (see e.g. Galbraith, 1967) for much
of the twentieth century. However, several scholars, including Schumpeter, insisted that
the equilibrium could be radically disturbed by the introduction of innovative products or
services.

The evolution of innovation and enterprise

In the 1960s, uncertainty in the ‘smokestack’ industries led to widespread diversification
among large companies. The strategy was that if you had a finger in many pies, then
nothing much could go wrong. This went so far that many giant corporations ended up
with divisions in rubber, in electronics, in chemicals, in steel, in coal, etc. However, it
soon became obvious that quite different sets of skills were needed to run each division
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profitably. This led to a process of divestment, where the new mentality dictated ‘do
what you are good at’. This shift meant that each industry had quite a narrow focus. It
was built on the assumption that there only are a certain number of industries and that
therefore understanding and controlling these will lead to optimal performance (for review
see e.g. Mellor, 2003, 2005). Many scholars believe that this break-up of markets —
the so-called ‘post-Fordist era’ — was actually the natural result of the downswing in
the last Kondratieff cycle (Kondratieff, 1935), which introduced a period of ‘creative
destruction’ (Schumpeter, 1942). This process has cast new light on the role of the entre-
preneur, the force that rearranges the market into new and more efficient forms (e.g.

Drucker, 1985).

Value chains

The IT and Internet revolution of the 1990s focused attention on the possibilities of opening
up new business areas, it showed that — against existing dogma — it was possible to make new
business where there no previous industry or business existed: the so-called ‘sunrise’ industries
(e.g. Microsoft). However, it also cast just as much attention on the fact that existing business
process can be recombined to form new ‘value chains’, involving the faster delivery of products
that were both better and cheaper. This is the basis of entrepreneurship. Innovation and
entrepreneurship are often associated with the terms ‘value chain’ and ‘creative destruction’
(note that disruptions are for companies, and that customers should experience progress, not
disruptions). The value chain represents the value of a product in an unfinished state and
increasing in value as it reaches the customer. The expression ‘value chain’ is also used in an
intra-organizational sense, referring to a bundle of factors affecting value, from when a prod-
uct enters the firm, to when it leaves it. Several ‘value chains’ may make up a ‘value system’
(e.g. Porter, 1990). Disruptions or discontinuities in the value chain cause a disturbance in the
manufacturing or marketing equilibrium, leaving previous processes or intermediaries
stranded outside the value chain. This is referred to as disintermediation or ‘creative destruc-
tion” (Figure 2.1 overleaf).

Entrepreneurship is a topic largely overlooked in classical economics and indeed
Schumpeter (e.g. 1939, 1942) is hardly mentioned in the standard textbooks, probably because
enterprise is not amenable to mathematical modelling, and thus is often regarded by academics
as, at the most, an interesting exception to neo-classical economic theory. However, Joseph A.
Schumpeter introduced entrepreneurship theory and practice and Schumpeter’s book 7heorie
der wirtschaftlichen Entwicklung (1912) directed the attention of economists away from static
systems and towards economic advancement. Schumpeterian rents are those arising from
innovation, they are by their nature dynamic and transitory, and occur in the time between the
initial innovation and the rise of imitation. Nevertheless, they may generate high returns for
considerable periods of time.
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Figure 2.1 In traditional processes, value is added in a series of steps; as illustrated in value chain A a
company may e.g. make pig iron from iron ore (the first triangle) then sell their product on to the next, who
may make steel, then sell their product on to the next, who may make steel sheets, then sell their product
on to the next, who may press sheet steel to car bodies, then sell their product on to the next, who may
make automobiles. This is classically the realm of Input-Output Economics and the value increases as one
progresses along the links of the value chain until a ‘final price’ is reached. In value chain B innovation (e.g.
a new smelting or cheaper rolling process, or novel materials) is used to construct a new value. The old
intermediaries are stranded (‘creative destruction’) while the entrepreneurial innovator can vary the final
height of the stippled line to share more or less of his ‘Schumpeterian rents’ with the final customer

Types of economic returns

In economics, types of economic returns are called ‘rents’ and may sometimes be
synonymous with profits. Some of the major types are listed below:

e Porterian. Named after Michael Porter, these are rents returned from monopo-
lies or monopoly-ike situations.
e Ricardian. Named after David Ricardo, these are rents returned by ‘supply and

demand’ trading.
e Schumpeterian. Named after Joseph Schumpeter, these are rents returned
from using innovation and improved techniques.

Schumpeter believed that the innovation practised by entrepreneurs allows economic systems
to avoid repetition; especially repetition of old mistakes, and thus can progress on to more
advanced states.
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Economic cycles

Schumpeter (1939) also popularized the work of Nikolai Kondratieff. Kondratieff (1935) devel-
oped the theory that technology stimulates industries in waves lasting approximately 50 to 60 years
(the ‘Kondratieft cycle’). Each cycle consists of around 20 years to perfect and use a series of related
technologies, followed by 20 years where the growth industries appear to be doing well, but what
look like record profits are actually repayments on capital in industries that have ceased to grow.
This perilous situation can turn to crisis, often precipitated by a relatively minor panic, and crash.
There follows a long period of stagnation during which new, emergent technologies cannot gen-
erate enough jobs to make the economy grow again. Completed Kondratieft cycles include the
‘steam and agriculture’ cycle (1820-1870), ‘rail and coal and steel and textile’ cycle (1870-1930)
and the ‘electrical and auto and rubber and petroleum’ cycle (1930-1980). Kondratieff also pre-
dicted that the content of previous cycles couldn’t be repeated, thus earning himself execution at
the hands of Stalin, who had just instigated an ‘agricultural renewal’ in the USSR.

Some believe that the present Kondratieff cycle is based on microelectronics and I'T; others add
space travel and biotechnology. Critics point out that I'T is just an ‘enabling technology’, and not in
itself a major new industry, and that the new cycle is best characterized by the rise of the service sec-
tor. This sector is centred on the knowledge areas, e.g. architecture, consulting, design, education,
finance, publishing, research, etc., surrounded and supported in turn by communications, distribu-
tion, health, leisure, transport, etc. Conversely some writers believe that the move away from manu-
facturing and towards service industries is merely the result of basic needs being successively met,
and that this development is simply part of the evolution of economies from agrarian to industrial
to service activities. Others argue that this is not a new type of ‘late capitalism’ economy, but that
manufacturers have simply had to contract out services in order to cut costs, increase flexibility and
thus remain competitive. The most correct analysis will probably be published around 2080.

The works of Schumpeter and Kondratieft were popularized by Peter F. Drucker, in his
influential text Innovation and Entrepreneurship (1985). Drucker contrasted the employment
situation in Europe and in the USA, because at that time the USA was booming, while Europe
showed the symptoms of being at the stagnation end of a Kondratieff cycle. While there could
be little doubt that the western economy had entered the ‘post-Fordist’ stage (the end of the
‘smokestack’ industries and beginning of the ‘sunrise’ industries), Drucker argued that the dif-
ference was due to the entrepreneurial culture in the USA, which was more flexible and thus
better able to take advantage of the change. The effect was that within five years most
European governments (and the EU itself) had passed legislation setting up initiatives to pro-
mote innovation and entrepreneurship. Entrepreneurship has been a recognized independent
discipline of management science in the USA since 1987, and since 2000 in the UK.

Focus on entrepreneurship

Classically, economics recognizes three factors in production: raw materials, labour and capital.
All products, both goods and services, are a mixture of these three components. Value is
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created by combining these factors in such a way that human needs can be satisfied. Since the
Industrial Revolution this process has taken place in organizations. Under these circumstances,
entrepreneurship is sometimes referred to as the fourth factor, the way of organizing the other
three factors. Thus entrepreneurship (classically) means:

1 Finding new products or combinations in order to satisfy needs (to innovate).
2 Organize resources effectively (to create organizations).
3 Create wealth by adding value (to generate employment).

The word ‘entrepreneur’ comes from the French entre meaning ‘between’. The root of the verb
entreprendre can be traced back to around 1200. By 1500, a noun form appeared and soon
thereafter both the verb and noun entered the English language. Already in 1730, ‘entrepre-
neur’ was used to mean a self-employed person with a tolerance for risk. Already here there
exists confusion between the concept of ‘middle man’ or intermediary (the ‘between’ part) on
one hand and, on the other hand, the concept of an innovative businessperson using superior
managerial ability, new and improved methods, etc., to achieve commercial growth.

As a broad generalization, classical economics focuses on the creation of demand, then satisfy-
ing this with a slightly lower supply (i.e. reaping Ricardian profits, or ‘rents’). This is in contrast to
an entrepreneur, who today would be described as a person who uses innovative methods to
restructure a value chain so as to reap an entrepreneurial (or Schumpeterian) profit, see Figure 2.1.

However, on a note of caution, innovation and enterprise are not equal to exploitation and cap-
italism. Innovation is anti-totalitarian; see, for example, the persecution of innovators like Galileo
through the ages. Indeed, diversity and incremental innovation have their base in solid communi-
ties and helpful personal interactions. Furthermore, the great role of social entrepreneurship can-
not be overlooked and indeed the Peter F. Drucker Foundation (www.pfdf.org) has the express
mission: “To strengthen the leadership of the social sector’. Thus innovation and enterprise actively
erode class distinctions and are by nature anti-war. As Mellor (2003) puts it, Tnnovation is essen-
tial to development and human progress. Innovation builds on education and intellectual free-
dom.” Indeed, one can pose the question, what would the status of innovation be in a society if that
society were based on a static source like the Bible or the Communist Manifesto?

Enterprise can be defined broadly as activity that raises the capacity (attitude, skills and
competencies) for:

invention

innovation

commercialization

technology acquisition

founding new businesses (business creation).

Thus, an enterprising person is:

® creative
e innovative
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e commercially aware
e entrepreneurial
e self-motivated.

This is thought to mean that enterprising people are continuously employable, even in times of high
unemployment, because an enterprising person would rather be self-employed than unemployed.
This is thought to lead to a sustainable advantage, also at the national economic level (Porter, 1990).

Some important basic definitions

Entrepreneurship is an academic discipline in management and economics. In the
framework of economics, entrepreneurship is an exception to classical input—output
economics. In a social and management framework the entrepreneur is often an
active ‘change agent'. The entrepreneur consciously uses innovation and creativity as
tools to achieve enterprise.

The formalization of innovation into forms that can be patented is a relatively new phenomenon.
Thus the term ‘entrepreneur’ is today used differently from earlier terms like ‘trader’ and ‘mer-
chant’, even though Marco Polo and the other merchants who plied the Great Silk Road were
acting in an entrepreneurial fashion, for their time. These words and their meanings have simply
evolved. Unfortunately many terms are still used interchangeably. These may be enterprise,
invention, innovation and creativity. They may also be owner, entrepreneur and capitalist.
Among the unfortunate lack of clarity when dealing with this topic is that a plethora of names
and definitions abound. For example, there are many people who own their own businesses.
These represent an enormous and hugely diverse range of businesses from being a plumber to
being a lawyer. Clearly all (successful) business are mercantile and thus to some extent must add
value. However, not all of these businesses or owners are entrepreneurial.

Owners, capitalists and entrepreneurs

For this reason the owner of a small business (small and medium sized enterprises, SMEs)
is defined as: ‘an individual who establishes and manages a business for the principal purpose
of furthering personal goals ... The owner perceives the business as an extension of his or her
personality, intricately bound with family needs and desires’ (Carland et al., 1984).

Similarly, a capitalist has the will, ability and possibly the technical knowledge to produce
wealth, but this wealth is normally personal, and should preferably be produced at minimal
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risk. In contrast to these, Schumpeter saw the entrepreneur as a person who implements new
combinations of the means of production, including:

creating new products;
altering the quality of an existing product;

opening new markets;

capturing new sources of supply;

[ ]
[ ]
e developing new processes of production;
[ ]
[ ]
[ ]

developing new forms of organization or industry.

Some of the differences between owners, entrepreneurs and capitalists are listed in Table 2.1.

Table 2.1

to their use of different types of innovation

The mercantile uses of innovation: classification of owner, entrepreneur and capitalist according

Owner

Entrepreneur

Capitalist

Invention

Creativity

Innovation

Clearly an inventor is an owner
(they own their inventions) and
may even set up a business on
the basis of this. But a glance
at the Yellow Pages will reveal
that the overwhelmingly vast
majority of small businesses
are not based on

technical breakthroughs

The process of forming a
business is by definition a
creative act, and quite often
the original business idea
from an owner will involve a
reasonable degree of creativity
(theme restaurant, etc.)

Owners may well use external
innovation (the newest tools,
etc.) but will rarely innovate

or use innovation in systematic
way to improve their product

The entrepreneur may well
work closely together with
an inventor to bring a new
product to market, however,

entrepreneurs are more

inventors of e.g. business
processes and are rarely

inventors of concrete
technological products

The entrepreneur is
often creative

The entrepreneur is often
highly innovative or open
to innovation and it is this
innovation, which drives the

entrepreneurial process

May seek to invest in
others’ inventions,
but rarely is an
inventor

May seek to invest in
others’ creativity, but
is most often a fairly
mechanical profit
maximizer rather
than being creative

May seek to invest in
others’ innovations, but
is rather a risk-minimizer
than an innovator

Invention is not innovation

At this point, it is appropriate to take a closer look at innovation. Often one hears the terms
discovery, invention and innovation used as synonyms, however, they are quite distinct.
Discovery is a new addition to knowledge. These are (normally) in the physical, biological or
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social sciences. Theoretical knowledge is obtained from observations and the experimental
testing of hypotheses while practical knowledge is obtained from practice, e.g. the practical
knowledge acquired by a workforce in making new machinery operate well. Invention is a
new device or process. Most inventions are minor improvements and do not qualify as
patents. To qualify as a patent, an invention must pass a test of originality (i.e. is different
from previous inventions). Only a small percentage of patents have any economic value.
Those that do, tend to be those which are immediately applicable. An example of this is the
Phillips screw which made two crosswise grooves in a screw head instead of only one. Robot
arms can grip this screw and this opened whole assembly lines to automation. Innovation is a
better way of doing things. An innovation improves performance in goal-directed behaviour
(e.g. re-election politics, personal lifestyle) as measured by any applicable or relevant criterion
(e.g. profit maximization).

Invention is not innovation. One simple example of this difference could be spreadsheet
programs like Excel. The invention is the computer and its various parts, including the
software (e.g. Excel). However, using spreadsheets to plan hourly work in an office is an inno-
vation. Invention is promoted by discovery (especially in biology) whereas innovation is
promoted by invention (especially in industrial engineering and business). Thus it also
becomes obvious that innovation is time and context dependent; clearly in the eighteenth
century inventing the steam engine and applying it to the cotton industry was an innovation,
but today it would not be so.

Prescott and Van Slyke (1996) refer to “Technology Cluster Innovation’, pointing out the
links between discovery and entrepreneurial application (Table 2.2).

Table 2.2 lllustrating that the meta-cluster ‘Aerospace’ can be divided according to the inventive character
(e.g. based on patents) on the left, the mostly innovative in the centre, and the entrepreneurial applications
on the right. Even this superficial overview shows a meta-cluster consisting of three overlapping clusters,
ranging from mostly inventive, through mostly innovative, to almost purely entrepreneurial

Branch Products Application and exploitation
Aerodynamic and engineering Producers (e.g. Boeing) of many Many different airline
research performed at different types of aeroplanes, companies with different
e.g. universities helicopters, rockets, etc. target groups, e.g. Ryanair

Types of innovation

Radical innovation is an intellectual jump, which changes a whole area. An example of this is
the steam engine of the 1770s, which revolutionized industrial production, resulting in the
price of cotton cloth falling to 0.1 per cent of what it had been. Vertical innovation reflects
the mobility of ideas at a systems level, i.e. between the social strata of a society. By 8000 Bc,
humans had begun to use agriculture, as opposed to being purely hunter-gatherers. For the
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first time people were able to use relatively permanent settlements, and this, together with the
greater productivity of their efforts, enabled them to devote more time to non-subsistence
activities. As the population grows, more hands are available for labour tasks and, as Adam
Smith pointed out, division of labour involves specialization. Specialization leads to greater
efficiency and technological progress. Indeed, pottery, requiring less labour to produce than
stone containers, was in use around 2000 years later. However, hunting, gathering and farm-
ing were complementary activities for many generations. Perhaps migratory bands or hunting
expeditions would replace shelters of skins and tree branches with dugouts or wooden shel-
ters, followed by sod houses and eventually houses of sun-dried mud brick (see e.g. Cameron
and Neal, 2003). Experience in making bricks may have been cross-fertilized with pottery
skills. As potters refined their art, they invented the potter’s wheel, preceding the use of the
wheel for transport. Such invention and innovation progressed by almost-imperceptible
increments. This type of progress is thus called ‘incremental innovation’. In spreading from
farmer to farmer, we can also speak of ‘horizontal innovation’; innovation spread between
peers, i.e. people with common problems, and without large differences in social status.
However, incremental innovation can also be vertical: Henry Ford copied production
processes that he had seen at Chicago meat plants and ‘simply” applied them in the motor
industry (Chaston, 2000), creating an assembly line out of a disassembly line with huge ram-
ifications (Figure 2.2).

Vertical Henry Ford’s Motor
assembly line engines
Horizontal Everyday The
improvements wheel
Incremental Radical

Figure 2.2  The dimensions of innovation

Some authors refer to the ‘“4Ps of innovation™ Product, Process, Position and Paradigm (note
that this is not the same as the ‘4Ps of Marketing’), even constructing 3D relationships. In prin-
ciple, vertical can refer to Paradigm and the assembly line example above to the process part, the
motor engine to the product part. The 4P model suffers from being rather blurred, especially
with respect to services.

The traditional economic perspective of the Schumpeterian hypothesis (see Schumpeter,
1942) addresses the relationship between company size and the efficiency, or productivity, of
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the innovative process, especially as to whether there are economies of scale in innovation. For
example, Palmer (2004) reports that L’Oréal have 28,000 patents, Proctor & Gamble have
over 30,000 active patents and that IBM applies for typically more that 3,000 patents each
year. Clearly this is a pipeline production where a few patents more or less may not matter. So
there appear to be economies of scale in invention.

To add to this concept, Utterback (1994) showed that companies often start with a ‘product
innovation’ (possibly invention) but after introduction, the impact of the ‘product innovation’
grows less, and ‘process innovation’ becomes more important (Figure 2.3). An example is the
invention of the light bulb, a great breakthrough where the first light bulbs were produced by
craftsmen using a process involving many hundreds of steps. Clearly ‘process innovation’” was
an important factor in automating this process so as to ensure that satisfactory light bulbs could
be produced to an acceptable price.

Potential start-up

Product innovation

Process innovation

Fluid Transitional Specific

Time ———>

Figure 2.3  Change in type of innovation with time: Ideas in a ‘fluid’ phase crystallize into an innovative
product. If appropriate, a company can be set up at this point. However, the effect of product innovation
decreases and the focus shifts to process innovation in a transitory stage. Eventually the two curves come
closer and parallel, the so-called ‘specific phase’

Source: Modified from Utterback (1994)

Process innovation is often driven by diversity innovation (as opposed to e.g. invention).
Diversity innovation is most often a peer-to-peer phenomenon, i.e. horizontal and incre-
mental innovation. It can be best summed up as ‘sometimes the answer just falls into your
lap’. A typical environment could be simply an informal talk with someone from a different
background.
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Sources of innovation

In sum, it appears that significant progress stems from invention, but inventions are few and
far between (look through the Yellow Pages and try to estimate how may companies are
tounded on the basis of patents or inventions). New business models can spring from a middle
layer of innovation (‘creativity innovation’), and there exists a layer below, which depends on
the simple diversity existing between humans (‘diversity innovation’) (Figure 2.4). To put it
simply, talking to somebody with a different background may deliver the problems solution
right in your lap, without any significant degree of invention and/or creativity.

However, diversity innovation is hard to provoke and control. Also there cannot be economies
of scale in diversity innovation. Quite the opposite; if x is the number of two-way communication
connections and y the number of nodes (people involved), then x = y * [y-1]/2, or that for a com-
pany with 120 employees, 3,540 communication possibilities exist. Taking 5 minutes each, talk-
ing continuously and without any break, this would take 595 hours or 16 man-weeks of working
time, and this is just for employees to talk to each other for 5 minutes, excluding that any employ-
ees got a chance to repeat conversations or do any work. Each further employee would take 10
man-hours to talk to existing employees for 5 minutes each. This is called the transaction costs
for communication and the consequences of this are discussed further in Chapter 8 (Knowledge
Management).

Invention

Creativity

Diversity

Figure 2.4 lllustrating that innovation can come from three sources, the application of invention, the
application of creativity, and the application of diversity, where the ‘mundane’ diversity is responsible for
the majority of everyday problem solving (incremental innovation) and invention is responsible for the few
radical innovations
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Chapter summary

The two classically known sources of innovation are the applications of either invention, or of
creativity. These are important factors in large companies that have e.g. an R&D depart-
ment. However, a third source exists: a kind of mutual inspiration derived from the applica-
tion of diversity. This ‘diversity innovation’ (largely) and ‘creativity innovation’ (to some extent)
are major contributors to ‘incremental innovation’, most often progressing horizontally, but
sometimes vertically. Thus, this third kind of innovation is the most important when companies
are small.

Entrepreneurs are different from owners and capitalists in that they seek to use innovation as
a tool to achieve shorterterm advantage. Improved processes result in ‘creative destruction’
and new value chains being formed.

The result is better products and services — often at lower prices.
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Suggestions for exercises

1 Explain what a ‘value chain’ is and what is meant by ‘creative destruction’.
2 Look up the Kondratieff cycle. Do Kondratieft cycles drive the whole of society or do a few
industries drive the economy as a whole?




Promoting Creativity
Robert B. Mellor

Introduction

New and entrepreneurial companies are formed on the basis of someone having an innovative,
novel or creative idea. This chapter explores what creativity is, starting with some of the more
accepted thoughts on the subject.

Defining creativity

‘Creative’ refers to novel products of value, as in “The airplane was a creative invention.”‘Creative’
also refers to the person who produces the work, as in, ‘Picasso was creative.” ‘Creativity,” then
refers both to the capacity to produce such works, as in ‘How can we foster our employees’
creativity?’ and to the activity of generating such products, as in ‘Creativity requires hard work...".

(Weisberg, 1993: 4)

‘Creativity is defined as the tendency to generate or recognize ideas, alternatives, or possibilities
that may be useful in solving problems, communicating with others, and entertaining ourselves
and others. Three reasons why people are motivated to be creative are the:

1 Need for novel, varied, and complex stimulation
2 Need to communicate ideas and values
3 Need to solve problems

In order to be creative, you need to be able to view things in new ways or from a different
perspective. Among other things, you need to be able to generate new possibilities or new alter-
natives. Tests of creativity measure not only the number of alternatives that people can generate
but the uniqueness of those alternatives, the ability to generate alternatives or to see things uniquely
does not occur by chance; it is linked to other, more fundamental qualities of thinking, such as
flexibility, tolerance of ambiguity or unpredictability, and the enjoyment of things heretofore
unknown’.

(Franken, 1994: 394-6)
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The psychological origins of creativity

The origins of research into creativity can be traced back to Max Wertheimer who was one of the
principal proponents of Gestalt theory (i.e. behaviourism). Gestalt theory says that the character-
istics of stimuli received by the brain cause us to ‘group’ (structure or interpret a problem) in a cer-
tain way (Wertheimer, 1923). The primary factors — called ‘the laws of organization’ — determining
grouping are:

A WNRF

Proximity — elements tend to be grouped together according to their nearness.
Similarity — items similar in some respect tend to be grouped together.

Closure — items are grouped together if they tend to complete some entity.

Simplicity — items will be organized into simple figures according to symmetry, regularity,
and smoothness.

Wertheimer was especially concerned with problem-solving and, in 1959, he provided a Gestalt
interpretation of problem-solving episodes of famous scientists (e.g., Galileo, Einstein) as well as
children presented with mathematical problems where he explained that the essence of success-
tul problem-solving behaviour is being able to see the overall structure of the problem:

‘A certain region in the field becomes crucial, is focused; but it does not become isolated. A new,
deeper structural view of the situation develops, involving changes in functional meaning, the
grouping, etc. of the items. Directed by what is required by the structure of a situation for a crucial
region, one is led to a reasonable prediction, which like the other parts of the structure, calls for
verification, direct or indirect. Two directions are involved: getting a whole consistent picture, and
seeing what the structure of the whole requires for the parts’.

(Wertheimer, 1959: 212)

Gestalt principles: parallelograms

The classic example of Gestalt principles provided by Wertheimer is children finding
the area of parallelograms. As long as the parallelograms are regular figures, a stan-
dard procedure can be applied (making lines perpendicular from the corners of the
base). However, if a parallelogram is provided which has a novel shape or orientation,
then the standard procedure no longer works and the children are forced to solve the
problem by a different method, which they can only do if they understanding the true
structure of a parallelogram i.e., the figure can be bisected anywhere if the ends are
joined.

Source: Adapted from Wertheimer (1959)
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Thus, the principles of creative problem solving were postulated to be:

1 The learner should be encouraged to discover the underlying nature of a topic or problem
(i.e., the relationship among the various elements).

2 Gaps, incongruities, or disturbances are an important stimulus for learning.

3 Instruction should be based upon the laws of organization: proximity, similarity, closure
and simplicity.

The relationship between creativity and other human characteristics like intelligence has been a
central concern of psychology for some time (see e.g. Guilford, 1950) and much effort has been
devoted towards the semi-quantitative measurement of creative potential (e.g. Guilford, 1986;
Torrance, 1979). Taylor and Williams (1966) provide a survey of the relationship between creativ-
ity and instruction and there have also been many attempts to increase creative behaviours (e.g.,
Osborn, 1953; Parnes, 1967). Popular questions include: is there one kind of creativity, or is creativity
specific to a medium? For example, are good painters also good musicians? What are the work
habits of extremely creative people and can these be emulated so others can be more creative?
Arising from this intensive research, there is general agreement that the creative process
involves the application of past experiences or ideas in novel ways. One example is the Creative
Problem Solving (CPS) Model, based upon the work of Osborn and of Parnes (Osborn, 1953;
Parnes, 1967; Van Gundy, 1987) and which refines the ‘laws of organization’ as suggested by

Werthheimer to five major steps:

1 Fact-finding

2 Problem-finding

3 Idea-finding

4 Solution-finding

5 Acceptance-finding.

However, the situation is complicated by the general acknowledgement that social processes play
a major role in the recognition of creativity (e.g. Amabile, 1983) and that certain cognitive skills
that may either be instilled at an early age, or learned later, seem to underlie creative behaviour.
These include fluency, flexibility, visualization, imagination, expressiveness, and openness.

Edward De Bono, like the behaviourists, argues that the characteristics of stimuli received by the
brain cause us to ‘group’ (structure or interpret a problem) in a certain way and that this process
involves the application of past experiences, i.e. that when looking at a phenomenon, the subcon-
scious locates how this was handled in the past, and — assuming that the past experience was not so
disastrous as to have impinged upon the consciousness —will try to process the new input in the same
way. This appears a reasonable argument since the converse, constantly trying to find new processes
for routine problems, would quickly lead to a nervous breakdown or similar overload situation.

Tools for analysing problems

Several methods exist for structured problem identification and analysis. The most common
are the Pareto analysis (sometimes known as the 80/20 rule), cause-and-effect (also known as
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fish-bone or Ishikawa) diagrams and cognitive mind-mapping. Pareto analyses plot the cause of a
problem against frequency, e.g. companies often have to deal with dissatisfied customers; there
may be five causes of dissatisfaction but analysis typically shows that the frequency of complaints
is not equally spread and that only one (i.e. 20 per cent of the potential causes) accounts for 80 per
cent of complaints. This has led to companies recording and storing customer complaints for
data-mining exercises. Cause-and-effect diagrams consist of a few simple steps and are a way of
refining the search further — to arrive at a tighter shortlist of potential problems and solutions.

Mind-mapping (more for individuals) and the related technique of cognitive mind-mapping
(more often for groups of stakeholders) may be useful techniques to uncover hidden assumptions.
This area borders on the discipline of decision-making and many software tools (‘Decision
Support Systems’) have been developed to aid these processes.

Tools for promoting creativity

De Bono’s best-known creative method — lateral thinking — uses Wertheimer’s second law of
organization (‘gaps, incongruities, or disturbances are an important stimulus’) to get a different
perspective on a problem by breaking the elements up and recombining them in a different way
(sometimes even randomly!). The actual process of lateral thinking then uses feedback itera-
tion, or a ‘harvesting’ step, to take the idea through the stages 2-5 as proposed by the Creative
Problem Solving Model (although note that De Bono does not acknowledge any theoretical
antecedents for his lateral thinking technique).
De Bono goes on to identify four critical factors associated with lateral thinking:

1 The recognition of the dominant ideas that polarize the perception of a problem.

2 Searching for different perspectives — different ways of looking at the case (‘thinking out
of the box).

3 The relaxation of the ‘normal’rigid control of thinking, i.e. relaxing the process pathways
used for the routine handling of input.

4 Encouraging the use of chance to encourage other ideas (chance, because lateral thinking
involves ideas of such low probability that they are unlikely to occur in the normal course
of events).

An example of lateral thinking

A merchant (Mr A) who owes money to a moneylender (Mr B) is unfortunately insolvent
and thus agrees to settle the debt based upon the random choice of two stones — one
black, one white — picked by Mr A's daughter from a money bag. If Mr A’'s daughter
chooses the white stone, the debt is cancelled; if she picks the black stone, then the
moneylender gets the merchant’s daughter.
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However, the moneylender tries to “fix’ the outcome by putting two black stones in the
bag. The daughter sees this and when she picks a stone out of the bag, she immedi-
ately drops it onto the path full of other stones. She then uses logic to point out that the
stone she picked must have been the opposite colour of the one remaining in the bag.
That is, the one she did not pick is now revealed as black; ergo she must have picked
the white one. Unwilling to be unveiled as dishonest, Mr B the moneylender must agree
and cancel the debt.

The daughter has solved a seemingly-intractable problem through the use of lateral
thinking.

(Source: Taken from De Bono 1967) Reprinted with permission from the author.

Lateral thinking applies to all human problem-solving and involves (typically) a deliberate
provocation — like a negation or wild over-exaggeration — to ‘heave’ the input out of the normal
thinking or thought-processing pathways. For example, the statement ‘cars cost money’ could
be negated with ‘cars are free’ or ‘the customer comes to the pizzeria'is negated by ‘the pizzeria
comes to the customer’. However, ideas at this mid-point are typically of little use. From there
a second round of creativity is applied to ‘heave’ the input into a new and innovative channel
(‘cars are free, if you only buy your petrol from me’ or the concept of a mobile pizzeria on
a truck). One often-cited example of creativity is George de Mestral’s observation of how cockle-
burs attach to clothing, which led him to invent the hook-and-loop fastener known as Velcro®.
He transformed a common nuisance into a useful product. Another is Dell computers who
have created the software and service for networked printers to automatically order new ink
cartridges on-line when they are running low. When one looks back in time to analyse how a
creative act was made, one often finds that creators made a novel interpretation of a well-
known fact or occurrence, often involving converting a disadvantage into an advantage.

Another commonly cited example of creativity is Art Fry’s development of Post-It® remov-
able notes at 3M Corporation in 1974. Conventional wisdom states that all adhesives must be
strong, but another 3M scientist had developed a polymer adhesive which takes years, if ever, to
set. Fry wanted a better bookmark for his church hymn book, so he used a bookmark smeared
with the weak adhesive. By ignoring the conventional wisdom, Fry developed a highly success-
ful office product by redefining the problem (i.e. to finding a use for a weak adhesive). However,
not only did he need to develop the idea, but he also had to sell the idea to his management and
marketing departments (points 4 and 5 of the Creative Problem Solving Model).

De Bono has discussed the application of lateral thinking both to management development
and in some of his recent work, on schools (e.g., De Bono, 1991). Visit the De Bono website for
up-to-date information on lateral thinking and related techniques like brainstorming and ‘six
thinking hats’.

From the above, it would appear that to enhance innovation anyone could simply apply
creativity exercises. This idea has been important in spreading the works of Edward De Bono.
For example De Bono’s book Serious Creativity (1996) starts with the words ‘If I were to sit
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down and say to myself I need a new idea here ... I could quietly and systematically apply a
deliberate technique of lateral thinking ... and in 10 to 20 seconds I should have some new
ideas.” All humans think and are to some degree able to solve problems. Why then are not all
humans creative (by self-definition)? To postulate that they have not read De Bono’s books is
not a satisfying answer. The worst complication is that creativity is neither precisely defined nor
measurable. Parkhurst (1999: 18) produced probably the best definition of creativity by stating
that creativity is ‘the ability or quality displayed when solving hitherto unsolved problems, when
developing original and novel solutions to problems others have solved differently, or when
developing original and novel (at least to the originator) products’. Unfortunately this definition
is still imprecise because, for example, it lacks quantitative measures of how original a product
(be it a poem, a painting or a patent) must be to qualify as the result of a creative process and
turthermore it opens a significant overlap between creativity and ‘mere’ problem solving.

Creativity focused on the marketplace

It is not the aim of this book to explain phenomena such as Shakespeare, Beethoven, Michelangelo
or Aristotle; creative innovation is used here in the sense of being the tool used to achieve differ-
ential advantage at the marketplace. To expand on this point, the target that being creative should
achieve, in a business sense, is for the venture to be more competitive. Competition is defined as:

Test of skill or ability; a contest, rivalry between two or more businesses striving for the same customer
or market, the simultaneous demand by two or more organisms for limited environmental resources.

(Oxford English Dictionary)

This obviously begs the question, why use creativity with the target of creating a new competition,
i.e. to be one of many in an existing market? Would it not be better to create a new market, because
where the market is hitherto unexplored and unexploited, then there is no other competition?
Examples of such inspired creativity have been Hotmail, the bag-less vacuum cleaner and the
clockwork radio. The sequence of events is summarized in Figure 3.1.

Expand Harvest
Original using > and use Refined Test for Business
idea > creative cycles of idea market > plan
tools > evaluation application
|| tools

Figure 3.1 lllustrating that the original germ of an idea can be expanded upon with creative tools (provocation,
negation, etc.) and after harvesting and reiteration evaluated against semi-structured tools (SEARCH, ALUO,
etc.), after which they can be analysed for market applicability with tools like SWOT and SLEPT (see Chapter 4,
and incorporated into the business plan (Chapter 6)
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Evaluating ideas

With respect to markets, several semi-structured evaluation tools (see Figure 3.1) have been
developed to help evaluate raw innovative ideas as bases for venture creation. Examples of these are

SEARCH, ALUO and ‘Give Me 5 (Gundry and LaMantia, 2001). SEARCH is an acronym for:

S:  Scan the environment.

E: Expand on the idea.

A: Adapt the idea to the circumstances.

R: Revise components.

C: Create the business opportunity.

H: Harvest the revised idea and develop the vision.
Similarly, ALUO enables the potential entrepreneur to adopt a perspective that is slightly
different:

A: Advantages: what are the advantages the proposed product or service offers to the

L:

U:

O:

customer, how does it build or extend something which may already be available?
Limitations: what elements of the idea may not work as predicted, which flaws may
exist, how far does it go?

Uniqueness: what is unique about this idea, can it be substituted by something else
already on the marketplace, can it easily be imitated?

Opportunity: what opportunities emerge from the unique features you have identified?

The ‘Give Me 5" method is a slightly more quantitative approach, involving giving five responses
to five questions:

A WN R

5

Name five things you have observed as a consumer or employee in that branch of industry.
Name five things this branch of industry should be anticipating right now.

Name five things that others would tell you about this branch of industry.

Name five actions or types of business behaviour that participants in this industry should
be considering.

Name five ideas that companies in this branch have not yet thought about or mastered.

Obviously answers to these five questions both test the individuals’ knowledge of that industry,
as well as can be compared to the original idea. By using all these techniques, the idea harvested
from lateral thinking exercises can be critically illuminated from several different angles and
perspectives. Further details about these and similar methods can be found in Gundry and
LaMantia (2001). Furthermore, Appendix A contains a tool widely used by professionals for
evaluating more strictly technical ideas.

While the above analyses normally do not comprise part of the business plan, more formal
extensions of these analyses are used for testing market application (Porter’s, SWO'T, SLEPT,
etc., as detailed in the next chapter) and these often do appear in the business plan.
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Chapter summary

Both theoretical and practical studies point to the fact that all humans - to a greater or lesser
degree — are creative. The correct work environment for promoting creativity is discussed in
Chapters 7 and 8.

Simple techniques exist — and can be learned — which, by introducing paradoxes or discontinuities,
can magnify and focus the individual’s creativity.

The object of the exercise (in a business sense) is to increase competitiveness by creating
innovative new products. However, a flash of insight can — even better — create new and hith-
erto uninhabited (i.e. competitionless) markets.

Ideas can be evaluated by a variety of methods, e.g. SEARCH and ALUO. For technological
innovations, the 10-dimension scale — reproduced in Appendix A — is another example of such
methods.
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Suggestions for exercises

1 Go to www.halfbakery.com and find a topic that you can possibly combine with your ideas.
2 Google ‘Pareto analysis’and comment on it.
3 Briefly compare de Bono’s ideas with those of the behaviourists.
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Gaining Strategic
Advantage

Robert B. Mellor

Introduction

Understanding what entrepreneurship (Chapter 2) and creativity (Chapter 3) are is not sufficient
to succeed in business; a strategy is also needed that explains how a novel product or service can
discover a market or market niche.

Positioning in the marketplace

Almost 80 years ago Harold Hotelling (Hotelling, 1929) developed a simple analogy
model explaining how and why market entrants must position themselves in order to
ensure some degree of success. Hotelling’s model imagines a sunny beach 100 metres long
and of totally uniform composition with respect to quality of sand, bathing, exposure to
sun, etc., so that all of the people on the beach are distributed randomly yet uniformly
along it. An ice-cream vendor arrives at this beach, which is analogous to a pristine market
(assuming that all the people on the beach are potential consumers, in this case, consumers
of ice-cream). It doesn't really matter where the vendor positions himself along the beach,
from position 0 to position 100 since, as the only vendor (i.e. he has a monopoly), everyone
wanting an ice-cream must come to him, but it would be most logical to go to the centre,
position 50. Now assuming that a second vendor arrives, where should he position himself?
Hotelling assumes that there is no difference between the goods on offer and that all con-
sumers will only go to the nearest vendor. Thus, it may be that vendor 2 positions himself
at point 75. In this case, vendor 1 will enjoy custom from people from positions 0-62.5,
but people at position 62.5 and higher will go to vendor 2, because vendor 2 is closer to
them (i.e. vendor 2 has taken 37.5 per cent of the market). Clearly, it is in the best interest
of vendor 1 to rush up the beach to position 74, so vendor 1 will attract all custom up to
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74.5, and vendor 2 only between 74.5 and 100 (i.e. vendor 2 is only able to take 25.5
per cent of the market). The next day is also sunny and vendor 2 arrives to find vendor 1 set-
ting up his stall. Learning from his mistake (positioning himself at 75) the previous day he
rushes out to the centre and sets up his stall at point 51 — forcing vendor 1 to move slightly
to point 49 — so both vendors now control 50 per cent of the market (i.e. vendor 1 from
0-50 and vendor 2 from 50-100) each. This simple analogy tells us that, given few players
in a market, they will always tend to cluster.

Now a third vendor arrives; if he does not know the market, then he may head for the logi-
cal position, point 50. In this case his arrival will affect the market position of the two incum-
bents only very slightly: vendor 1 will control 0-49.5, vendor 2 will control 50.5-100 and
vendor 3 only 49.5-50.5, a mere 1 per cent of the market! Obviously this is not an attractive
situation for vendor 3 and clearly, if vendor 3 had done his market research better, he would
have chosen either point 48 or point 52 — turning the tables on one of the two existing market
players and snatching their markets.

An alternative strategy could have been for vendor 3 to go for a niche market — say, position
20 — which would have immediately netted him a ‘safe’ 35 per cent of the market, but even after
establishing himself at point 20, it would be attractive economically to move up the beach to
48. It may of course be that vendor 3 thinks he can do that since he may have time because a
fourth vendor, seeing the situation, would logically move into a 52+ situation and not immedi-
ately affect vendor 3. Unfortunately the arrival of vendor 4 at position 52 could have a knock-
on effect, provoking a response from vendor 2 (presently at 51 and now out-manoeuvred) who
could decide whether to re-position himself either at 53+ or at under 48, the latter posing a
threat to vendor 3. So how do new entrants gain a good initial position and then keep it after
the existing players respond?

What Hotelling is saying is that gaining market intelligence about where the present market
players are and how they can (or intend to) move, is of paramount importance so that new
entrants can position themselves correctly for maximum impact (or at least avoid instant bank-
ruptcy, taking into account that the logical maximum point for new entrants to enter may be
exactly the worst point to be).

Making the connection

At this stage the creative idea emerging from the techniques illustrated in Chapter 3
can be analysed by the tools listed in this chapter and the 10-dimension rating scale
included in Appendix A. This enables a ‘fine polishing’. If the analyses show that there
could be problems, then adjustments can be made at this stage. When completed,
and when the analyses look promising, then the completed analyses can be
‘imported’ into the business plan (Chapter 6).
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Tools for analysing the market

Several tools exist which can be used to analyse the intended market and determine what the
new entrant needs in order to succeed. These include:

1 Porter’s Five Forces: The classic analysis of how attractive a potential market is.

2 SLEPT: A kind of extended Porter’s, dealing with the Social, Legal, Economic, Political,
and Technological influences from the environment acting on a business.

3 Strategic Group Mapping: An extension of Porter’s, used to identify Critical Success
Factors.

4 SWOT: Estimating the proposed company’s (or product’s) ability (Strengths, Weaknesses,
Opportunities and Threats) to conquer the intended market.

5 Boston Matrix: Established firms can analyse their current portfolio of products, divide
them into ‘Stars’, ‘Cash Cows’, ‘Problem Children’ and ‘Dogs’ and thus decide which

products should receive more or less investment.

Here we will be running through numbers 1, 3,4 and 5; the other techniques and several more
like them can easily be found on several business resource websites (e.g. www.tutor2u.net/
revision_notes_strategy.asp).

In the post-war period there was a boom, creating a seller’s market, but these markets gradu-
ally became saturated, consumers better informed and more demanding. In these times differen-
tiation and innovation are critical, increasing specialization has led to hyper-fragmented
markets and niches — it is therefore essential that the entrepreneur can assess if a given niche
actually exists and, if so, how attractive it is. Porter’s Five Forces Framework (Porter, 1980) is the
name given to the tool that is used to analyse the attractiveness of a market (Figure 4.1 overleaf).
The ability of a company to create and sustain profits depends upon how many other organiza-
tions are operating in the same market niche, how easy it is for competitors to invade that
territory, and on the bargaining power of suppliers and buyers.

The classic ‘Porter’s Five Forces’ consider the case of rivalry among sellers already in the mar-
ketplace and the model concludes that this depends on factors such as the number of companies
already in the industry, their relative size and how hard they fight each other for market share. If
only one organization exists, then a monopoly is said to exist. If two or more firms inhabit that
market, then rivalry exists which will constrain the ability of firms to set prices and generate
profits. Higher degrees of rivalry (more vendors) can make markets unattractive. Thus, it may be
unattractive to launch new ventures in the telecom area, where companies like Vodafone,
Carphone Warehouse, O2, Orange, T-Mobile, etc. are already locked in cut-throat competition,
unless one specifically is aiming at being bought out in the short term by an established player.

In Figure 4.1, potential competition refers to that inhabiting a market successfully may mean
the generation of above-normal profits which in turn is likely to attract potential competitors
and, if new entry takes place, then prices and profits are likely to fall. However, if there are
‘barriers to entry’ (for example, patent rights), then profits will be easier to sustain.
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Potential
competition

The 6th Force:
Interest groups

Customers’
purchasing power

Rivals or
competitors
already in
the market

Alternative
products/services

Suppliers’ position
in the market

Figure 4.1 Porter's ‘Determinants of industry attractiveness’. Note that the centre is both a force as well as
being acted upon

Alternative products or services refer to the ability of substitutes to reduce profits. For example,
manufacturers of glass bottles would make much more money if there were no plastic bottles or cans.

Customers’ purchasing power refers to the ability of buyers to negotiate about purchase
price. Clearly if buyers are powerful, then they may squeeze prices and profits. Similarly sup-
pliers’ position in the market refers to the ability of suppliers to negotiate prices, or even, if
there are very few suppliers, terminate supply.

Industries are likely to be unattractive if they consist of many rivals, easy entry, several close
substitutes, powerful buyers and suppliers. Thus, by using Porter’s analysis, the entrepreneur
can assess the market and avoid unattractive markets.

Porter’s original Five Forces model has been modified by adding a sixth force: interest
groups (e.g. Greenpeace, etc.), which can exert a powerful influence if a product is offensive to
environmental, women’s, etc. pressure groups.

The sixth force

Porter originally describes five forces, but a sixth has been added subsequently; the
sixth force can be tortuous and a significant barrier to how attractive a market is. For
example, in 2007, General Electric bowed to environmentalist pressure (a ‘sixth
force’) and proposed introducing green policies using the slogan ‘ecomagination’.
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This provoked a response from the Free Enterprise Action Fund (another ‘sixth force’)
who objected because green overheads would lead to higher energy prices that
would hurt GE profits and disadvantage shareholders. Although GE hurriedly dropped
‘ecomagination’, the furore led the regulatory body concerned — the Securities and
Exchange Commission (yet another ‘sixth force’) to be called in.

Although the sixth force has assumed enormous proportions, it can act — paradoxically —
not only as an efficient barrier (see above), but also as a rich and constant source to be
tapped; the car industry, for example, should beware, e.g. environmental groups as a
sixth force, but entrepreneurs in e.g. journalism and media (see Chapter 14) can
reverse this and become environmental media, producing ‘green’ messages. The
same goes for e.g. gun owners as a force (e.g. the National Rifle Association in the
USA), pet owners (and the RSPCA) and presumably by extension toy owners, etc.
Pressure grouping and lobbying truly present a case where the tail wags the dog.

Successfully inhabiting the market

After completing a preliminary Porter-type analysis, more details can be obtained using
strategic group mapping (SGM) — a five-step process. A valuable addition to the analysis
process is that this also enables the entrepreneur to see what the critical success factors (CSFs)
are. At this stage data collection is important and one should collect competitor business
information from reputable sources, e.g. Yahoo! and Companies House. You can also conduct
potential customer surveys on-line, do they visit the competition? Some also subscribe to
competitors’ mailing lists to find out what they think is new.

SGM

Step 1: Identify competitive characteristics that differentiate companies in an industry.
This may also result in good clues to what the CSFs are. These are found by trial and
error, simply gathering data and plotting factors against each other until significant
matches are found. However, there are some ‘favourites’, including:

price/quality

geographic coverage

degree of vertical integration

product line breadth (G
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e use of distribution channels
e degree of service.

Step 2: After you have found differentiating characteristics, use these as axes on a
graph to plot where competitors are.

Step 3: Assign companies that fall into about the same strategy space to the same
strategic group.

Step 4: Draw circles around each strategic group, if possible making the circles
proportional to the size of the group’s market share. Then it is possible to rate companies/
rivals on a scale of 1 to 10.

Step 5: Weight any CSFs found by importance, multiply rate (above) by weight/
weighted rate and sum the weighted rates. Repeat the exercise for your own company
and evaluate where you stand competitively.

Having assessed the attractiveness of the proposed market and identified competitors and
CSFs, the next task is to see if the proposed company can actually inhabit that market. To put
it a different way, has the entrepreneur the appropriate competencies to pursue the opportu-
nity? An old management adage says, ‘Opportunism without competence is a path to fairy-
land.” To check that competencies and needs are aligned, the entrepreneur needs to perform
what is called a company situation analysis. The key issues include: cost competitiveness, com-
petitive position, what problems need to be addressed, market share and competitive advantage.
These can be addressed by incorporating them into a SWOT analysis (see Glossary). SWOT
stands for Strengths, Weaknesses, Opportunities and Threats. In its most simple form, a
SWOT analysis consists of a matrix (Figure 4.2).

A SWOT analysis enables ‘killer assumptions’ to be identified in time. These could be man-
ifested under Weaknesses or Threats. Furthermore, it should be useful in locating your com-

pany’s core competencies (something a company does better than the competition). Examples
could be:

know-how
quality control
service capability
product design
marketing skills

quality of management.

One of the subjects covered should be cost position relative to competitors, but raw materials
supply, logistics, distribution, etc. may all enter the equation. Correcting a cost disadvantage
may entail: tightening the budget, increasing productivity (equipment and employees),
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Positive Negative
Internal Strengths Weaknesses
External Opportunities Threats

Figure 4.2  The SWOT matrix

eliminating cost-producing activities, relocating high cost activities geographically, redesigning
the product, etc.

The beauty of SWO'T analyses is that they can be applied almost everywhere. The business
idea/proposed product, the individuals or team involved, individual products can be subjected
to SWOT, as can competing firms, potential retailers, etc. In any situation it can be used to
determine if strengths heavily outweigh weaknesses, where the competitive advantage is, and
are there any weak spots in the present strategy. A particular use of SWO'T in intending start-
ups is in making it plain to potential investors where weaknesses lie and thus helping to justify
the projected budget/expenditure. More complicated versions of SWO'T are also often used
and the interested reader is advised to look up e.g. HOTPLOT, SWOTPLOT, TROTPLOT
and an action audit (e.g. ACE-Chase).

Formulating a mission statement

As the way forward becomes clearer — thanks to undertaking the above analyses — the path to
be taken can be verbalized in a mission statement. This is partly a concise statement which
defines the tasks of strategic management and the overall goal of the company and includes
defining the main business and business mission. Hopefully the mission statement will inject
the company with a sense of purpose, provide long-term direction and give the organization an
identity. A good mission statement implies where the organization is, where it wants to go and
in what market. An example of a mission statement is:

Our mission is to expand our worldwide leadership in the spice, seasoning, and flavouring markets.
(McCormick and Company)

Backing up the mission statement should be a programme that establishes targets and objec-
tives because without measurable objectives, a mission statement is basically just hot air.
Objectives should be measurable, difficult, but doable, and should have a time frame.
Examples could be:

e Achieve a X per cent return on equity within the first three years.
e Achieve a net sales growth rate of Z per cent per year.
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e Pay out between X per cent and Y per cent of net income in dividends per year.
e  Within X years, achieve the largest market share in the industry.

An expanded version of this — developing a strategy and ways to implement the strategy, how
and when to evaluate, review, and make adjustments, etc. — can be incorporated into the busi-
ness plan. Indeed, all of the above analyses will finally find their way into the appropriate part
of the business plan (see Chapter 6).

Analysing your products

The Boston Matrix is a mapping tool for use on existing products (Figure 4.3). Using histori-
cal data (market growth) and building on estimates coming from SGM-like analyses, it plots
the relative market share of a product against market growth. In many ways the Boston Matrix
resembles a product life cycle (PLC) because a new product introduced onto the market will
have a low market share, but (hopefully) large growth.

Seen from the point of view of the Boston Matrix, the strategic stages in the PLC through
which a product may progress or develop are:

Problem Child: Opportunistic development.
Rising Star: Invest.

Cash Cow: Maintain.

Dog: Kill or divest.

D WN -

When a new product (occupying the Problem Child box) is launched, opportunistic devel-
opment is normally the only strategy that can be applied. As its relative market share
increases, the product starts to move anti-clockwise through the matrix, to occupy a position
of high relative market share and high market growth. At this position (Rising Star), an
investment strategy should be followed. As market growth flattens out, the product gains
Cash Cow status, signifying a maintaining strategy to be able to milk the market returns.
Eventually, however, the product will be superseded and the product, while maintaining low

Relative market share

High Low
Market growth High Rising Star Problem Child
Low Cash Cow Dog

Figure 4.3 The Boston Matrix, plotting market share against rate of change of market share (i.e. growth)
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market growth, will also slide down in relative market share. This is the Dog position where
the product should either be withdrawn, or the company may like to divest itself of that
interest.

Chapter summary

Creative ideas — generated using the techniques illustrated in Chapter 3 — have to be har-
vested and evaluated. One possibility is the 10-dimension rating scale in Appendix A.

However, to establish a business, other strategic considerations - like positioning in the
market — have to be taken into consideration. A Porter’s analysis enables the potential market
entrant to assess if the market is attractive or not. This can be extended by SLEPT (if appro-
priate) and Strategic Group Mapping.

The ability of the product or company to actually conquer the proposed market can be analysed
by various techniques, the most common being the SWOT analysis. After completing this, new
companies may be able to formulate a mission statement.

Companies may also analyse and re-align existing products using e.g. the Boston Matrix. For
companies with existing products, the Boston Matrix may give clues as to where products are
on their PLC.

Subjecting the business proposition to analysis by these tools enables a ‘fine polishing’ step to
take place because if the analyses show that there could be problems, then adjustments can
be made at this stage.

When completed, the analyses are ‘imported’ into the business plan (Chapter 6).
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Web links

For SWOT etc.

www.businessballs.com/swotanalysisfreetemplate.htm
www.marketingteacher.com/Lessons/lesson_swot.htm
www.mindtools.com/swot.html

www.tutor2u.net/revision_notes_strategy.asp

For patenting/intellectual property rights, etc.

If you are interested in free advice you can get up to 45 minutes with an IP lawyer to discuss any IP
issues. E-mail your advice enquiry, with as much information as possible, to info@own-it.org. They
will either respond to it in-house, or recommend you to attend a free one-to-one advice session with
a specialist lawyer. The Own-It Free IP Legal Advice Clinics take place at the Own-It offices at the
University of the Arts London (LCC).

You can also search the Online European Patent Register at: http://www.eponline.org/portal/
public/registerplus

Suggestions for exercises

1 Make a SWOT of yourself and another one of your proposed company.
2 Start identifying players in your intended market. Think about how you can collect market
data. Use this to start preparing a SGM analysis.




The Marketing Plan
Robert B. Mellor

Introduction

In Chapter 3, your ideas for a product or service were created and/reviewed using creative
techniques. In Chapter 4, these ideas, in a more concrete form, were subjected to an analysis
designed to enquire as to whether the proposed market could successfully be entered both by
looking at the internal organization and by analysing existing competitors. However, up
to now, ‘the market’ has not been explained and the other inhabitants of the market —
consumers/customers — have, as yet, hardly been mentioned. The marketing plan — introduced
in this chapter — details how the product or service is to be brought to which customers, when
and how. It is an important part of the business plan and also forms a basis for a large part of

the budget.

Customer segmentation

Ideally the marketing plan will help to define primary target customer groups, secondary, ter-
tiary, etc. and account for how the product or service, after penetrating one group, will be
poised to conquer subsequent groups. For products or services which are close to market (i.e.
Time To Market — TTM — is short), then the marketing plan should be very detailed, e.g. how
many of what size of what adverts are to be placed in which newspapers. Conversely, new tech-
nological or pharmaceutical products may still need several years’development and clearly mar-
keting plans for such products cannot be developed at the same level of detail. However, as a
rough guide, the targets should include a three-year strategic plan and a more detailed one-year
operational plan (i.e. addressing tactical objectives) in one consolidated marketing plan. In
short, the aim of the marketing plan is to link the resources of the company to the requirements
of the customer. Thus marketing can be defined as the identification and profitable satisfaction
of a customer’s need.
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Examples of customer segmentation

As Evans et al. (2006) point out, as western society progresses from modernism to
post-modernism, some markers of changes in social behaviour include:

growing cultural unwillingness to commit to any single grand vision or plan;
a greater importance given to form and style — as opposed to content — in
determining meaning and lifestyle;

e anincreased awareness that chaos and disequilibria — as opposed to order — are
the common states of existence;

e acknowledgement that value is created not by production, but by consumption.

This underlines the point made by Kotler and De Bes (2003) that markets are becom-
ing hyper-fragmented, meaning that economic power is being concentrated in the
hands of the distributors who in turn are required to continually and rapidly re-bundle
offerings according to transitory fluctuations in demand.

This transition into post-modernity is obviously a continual and gradual process,
however, it has led to different generations acquiring labels according to their overall
characteristics. These are:

e War babies, born 1930 to 1945: Meta-characteristics include an acceptance
of a single grand vision or plan and a belief in community and self-sacrifice.
Members of this generation are likely to do voluntary work and donate regularly
to charities, etc. Having experienced frugality and rationing, high-profile con-
sumption is unlikely. However, the post-war labour shortage meant that this
generation had much more earning power than any previous generation, which
did result in new fashion/lifestyle phenomena like ‘Teddy Boys', etc.

e Baby boomers, born 1945 to 1965: The generation to grow up in the Sixties,
when property was cheap and jobs plentiful and perhaps because of this afflu-
ence their meta-characteristics include a lifestyle which is less materialistic.
The word ‘teenager’ was invented for/by this generation and they invented
their own culture — rejecting that of their parents — with their own music and
fashions. Anti-militarism, women'’s liberation and sexual ‘freedom’ in a pre-AlDs
world are also keywords for this generation. This generation was also the first
generation of ‘knowledge workers’ (see Chapters 7 and 8), i.e. they are the
first generation not to be physically worn out upon reaching retirement and
now form the ‘grey gold'.

e Generation X, born 1966 to 1976 (or the ‘baby-busters’): Meta-characteristics
include a need for autonomy, leading to (in the absence of training in tradi-
tional religious values) the tendency to formulate personal religions — often a
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mix of reincarnation, naturalism, karma, etc. Generation X is said to be sceptical
about the future (e.g. ‘Punks’), shunning long-term relationships (both professional
and personal/marital) and have unrealistically high expectations of others.

e Generation Y, born 1977 to 1994 (or the ‘N-Gen', after the Net): Meta-characteristics
include concentration on their personal lives, including materialism, risk-taking
(often extreme), keen on business, hedonism, brand-orientation and celebrating
the cult of the celebrity as a surrogate community to make up for lack of close
physical community. Generation Y, however, are not perceived as being as cyn-
ical as their predecessor, Generation X.

Conversely, other ways of segmenting the population may be more useful; common
alternatives include ‘yuppy’ (young upwardly mobile professional), ‘dinks’ (double
income, no kids), ‘yaps' (young affluent parent), ‘sitcoms’ (single income oppressive
mortgage) and ‘skis’ (spending kids’ inheritance).

The form of the marketing plan

The marketing plan, like most plans, can be broken down into:

objectives
analysis
strategy
tactics.

At any point in the marketing plan the value proposition (i.e. explain how higher profits can be
made) can be emphasized by e.g.:

1 Raising the price by adding value.
2 Re-targeting the market.
3 Cutting costs.

The objectives will normally be a logical consequence of the analyses presented in Chapter 4
and especially will follow on from the product SWO'T analysis. This will have given clues to
questions like: who are my target customers, and what differentiates them from non-customers?
Through which medium can we reach them? What are the benefits my product offers the cus-
tomer? What distinguishes my company from others? What approach do competitors take?
Objectives can be made very tangible in the marketing plan because one can go back to SGM
analyses, identify the major competing brands/companies and benchmark progress against
these competing products. This can be used to build finance-related objectives (also known as
‘task-related budgeting’).
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How to do market research

The types of analyses are often broken down into primary data collection and analysis, and sec-
ondary data collection and analysis. Primary data can consist of:

e a pilot study (small sample size);

e survey/observation/experimental research (large sample size — questionnaire, telephone,
stop and speak, e.g. shopping mall interviews);

e recruiting focus groups and performing depth interviews (in-depth analysis, small sample
size).

However, such market research for primary data is often very expensive and gathering
secondary data is the major thrust for small companies. Secondary data consists of:

e the Internet;
¢ data mining (own and other people’s databases);
e experience surveys (i.e. interview known experts).

The strategic section should address marketing continuity. Products can be introduced in
niches, but the marketing plan should explain how they can move to larger segments. New
technology, in particular, often has little problem in entering the ‘venturesome’ niche, but fails
to cross the ‘innovation chasm’ (Moore, 1995) into mainstream markets. Thus, it would be
logical at this point to list some alternatives to selling existing products to existing market seg-
ments (or developing modified products for existing market segments), such as how to extend
existing products into new segments or how to modify or re-position existing products. Some
considerations may loop-back to very basics like the product name, e.g. in planning geograph-
ical expansion, shifts in meaning between languages may become important.

Globalization means spreading
into other cultures

Advertising methods must also be adapted to market (geographical) expansion. The dis-
appointing sales performance of the Ford Nova in Spain may be attributable to that, in
Spanish, ‘no va’ means ‘won't go’. Similarly ‘mist’ (as in the Rolls-Royce Silver Mist) in
German means ‘manure’. One could imagine that drinks like ‘Pschitt’ (French) or ‘Pocari
Sweat’ (Japanese) would probably fare badly in English-speaking markets, not to mention
Colon washing powder (Spain), Krapp toilet paper (Sweden) and Poo tofu (Indonesia). On
the other hand the ‘KIA" make of automobile is pronounced ‘car’ in Denmark.
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One US manufacturer of washing powder produced a very successful TV ad featuring
the fairy tale character Snow White, who was washing spotlessly for the seven dwarves,
who, following common US practice, were selected from across a broad ethnic spectrum.
This ad was later aired on Egyptian TV, leaving the audience — who had no knowledge of
the Snow White fairy tale — flummoxed and dumbfounded. They saw an attractive but poor
single mother who had seven children all by different fathers (a rather repulsive thought for
most Arab females) and, while acknowledging that the constant trek of menfolk through
mommy’s bedroom must be tough on the sheets, they did not find this sufficiently moti-
vating to purchase the washing powder (and indeed did not wish to associate themselves
with this image at all). Sales plummeted.

(Source: Washing powder case taken from Mellor and Mellor, 2004)

The 4Ps and the 4Cs of marketing

The strategic marketing plan must thus identify needs, define target segments, group customers
into manageable groups of specific characteristics, it must specify how to create differential
advantage (i.e. be in a different position in relation to competition) and how to make a profit. For
example, McDonald’s is known as a fast food retailer, but — by virtue of its promotional offers
aimed at children — it is also one of the largest toy retailers in the world. Traditionally strategic
marketing addresses the ‘4Ps’(see Kotler, 1999) (see Glossary) which is rooted in the product, but
it should be noted that in recent years the ‘Relationship Marketing’ model, which addresses the
‘Need, Wants and Demands’ of the consumer, sometimes called the ‘4Cs model’ (see e.g.
Gummesson, 1999) has also gained in popularity. The two models are compared in Table 5.1.

Table 5.1  Comparison of Kotler's 4Ps and Gummesson’s 4Cs models

Transactional marketing (the ‘4Ps’) Relationship marketing (the ‘4Cs’)

Product Consumer wants and needs

Place (includes logistics and distribution) Convenience (access, availability
and distribution)

Price Cost

Promotion Communication

Since these two models address essentially the same criteria, the 4Ps model will be presented
(Table 5.2).

Presumably by this time the details of the proposed product are quite firm, so product deci-
sions at this stage involve possible bundling — either with other complementary products or later
stage products (account trade discount, guarantee, follow-up and service, help-desk, etc.) — or
future modifications to the product, e.g. a different colour for a second market segment.
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Table 5.2  The 4Ps of marketing: a breakdown of the 4P factors

Distribution (Place)

Product decisions Price decisions decisions Promotion decisions
Brand name Pricing strategy Distribution Promotional
Functionality (skim, channels strategy (push,
Styling penetration, etc.) Market coverage pull, etc.)
Quality Suggested retail (inclusive, Advertising
Safety price selective, or Personal selling &
Packaging Volume discounts exclusive sales force
Repairs and support and wholesale distribution) Sales promotions
warranty pricing Specific channel Public relations &
Accessories and Cash and early members publicity
services payment discounts Inventory Marketing
Seasonal pricing management communications
Bundling Warehousing budget
Price flexibility Distribution centres

Price discrimination Order processing
Transportation

Reverse logistics

How to price your goods properly

What should a good (product or service) cost> Mark up is the difference between cost to
buy a good and its retail price (i.e. Cost + Mark up = Retail Price), but many entrepreneurs
cannot, or will not, work this out. Most adopt an ‘estimate what the market can bear’ atti-
tude and adjust the price as experience is gained (start-up entrepreneurs have a marked
tendency to undervalue their time and effort). Furthermore, price conveys image, e.g.
discount or upmarket, so it may not be a good strategy to automatically try to beat com-
petitors’ prices. Moreover, cutting prices by 10 per cent on a good with a 25 per cent profit
margin will mean that turnover (sales) may have to be doubled to break even. Moreover,
in some cases, e.g. bundled services on the Internet, price is much less important than con-
venience value. Various guiding strategies can also be used to price new products. These
include:

1 Penetration: Set price just above total unit cost (usually production costs plus profit mar-
gin, although production costs may vary according to quantity produced) to quickly win
a large market share.

2 Skimming: Set a higher-than-normal price to quickly recover initial outlay.

Demand curve: Set prices high initially and be prepared to lower prices quickly.

However, one should be aware that initial (‘innovator’) customers on the one

hand may pay high costs to possess a unique product, but also may become alienated

when they see others gaining the same product at a fraction of the cost a while

later.

w
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For established goods, a whole set of strategies can be used:

1 Odd pricing: Merchandise with an odd-numbered price is assumed to be cheaper than
one with an even price.

Price lining: Categorizes merchandise which is similar in quality, performance, etc.
Leader pricing: Temporary mark-down to attract customers.

Geographical pricing: Selling at different prices to customers in different places.
Opportunistic pricing: Raising price on articles in short supply.

Discounts: Reductions in stale, outdated, etc. goods.

Multiple discounts: Reduction for high quantity.

NNtk LN

How to place your offerings

Place decisions address where to sell the product, i.e. concerns about where the customers are
and how to get to them, because 66 per cent of all buying decisions are made at point-of-sale.
Place decisions can include tricky logistics, because place includes the ‘distribution channels’,
meaning all the different middlemen used to get the product out to the customer (including
home delivery).

Promotion - effective advertising

Promotion includes any publicity, any free commercial news by the media (especially celebrities),
contests, coupons, free samples, sponsoring, sending out own (or co-operative, e.g. branch)
newsletter, personal selling or advertising. The objectives are to get the product accepted by
potential customers, as well as to maintain or increase market share, also in the face of growing
competition.

Media options

e Word of mouth: cheap and most effective.

o Newspapers: Account for 25 per cent of all advertising. Focused geographical
coverage but short ad life.

e Magazines: Focused interest group coverage and long ad life, but expensive.

e TV and radio: Reaches all markets, short spots.

(Continued)
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Direct mail: High targeting potential, but high throwaway costs.

The Internet: Excludes some segments. Viewer fatigue.

Outdoor and transit ads: High investment for brief message.

Directories: Yellow Pages, etc. are surprisingly effective.

Trade shows and sponsorships: Need much preparation with potential for high
waste and costs.

A successful advert should not only attract attention, but also emphasize a key benefit (or sev-
eral) and incite the customer to take action immediately. To do this it may highlight the
Unique Selling Proposition (USP) and prove it with facts, statistics, testimonials, etc.
Especially difficult is designing a form of feedback enabling the advertiser to check if it has
been a quantifiable success (otherwise failures may be expensive to rectify).

The type and content of any promotional material will be rooted in considerations of the
targeted customer segment, including the following factors:

NV A W=

The size of the company’s trading area.

Who are the target customers and what are their characteristics?

Which media are the target customers most likely to watch, listen to, or read?
What budget limitations are there?

What media do any competitors use?

How important is repetition and continuity in the advertising message?

Taking the 4Ps into consideration, the marketing plan must then proceed to do the
following:

Select the primary customer segment.

Delegate who does which activity (including who takes and processes/dispatches cus-
tomers’ orders).

Explain how the activities are to be accomplished (media, etc.).

Account for what this costs (staff and direct costs).

Present a logical time plan (some things can only begin after others are complete).
Account for how the product can expand into larger markets (secondary customer
groups, etc.).

Consider critical (‘killer’) assumptions and sketch out a contingency plan.

Customer groups, including a typical customer profile for each group, demographics

and

trends in the macro-environment are referred to where appropriate throughout the

marketing plan.
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People: Task matrices

The marketing plan is ideally cross-linked (this can be presented in separate tables) insomuch
as it will specify which person does what activity or task, plus cost per activity, resulting in cost
per person. To do this you make a list of tasks and number them, then make a timetable for the
tasks and then make a matrix of people versus quarter and put the numbered tasks in the cells.
Attach financial values to these and thus derive cost per person per quarter and cost per task
per quarter. Costs can be broken down further and cross-correlated (e.g. budget by manager,
budget by market, budget by product, budget by type, etc.). Making task matrices is a bit of an
art but those interested in making task matrices can find examples in the excellent book by
Malcolm McDonald (McDonald, 1999). If the TTM for the product is short, then costs can be
broken down further to quarters or months, resulting in cost per person, per task, etc. with time.
This is a great help in making the final consolidated budget for the business plan (Chapter 6).

These outlay figures (which are minus numbers) can also be plotted against estimated rev-
enues per quarter and the result should be a ‘hockey stick’ curve as in Figure 6.1.

Chapter summary

The aim of the marketing plan is to link the resources of the company to the requirements of
the customer, how to fulfil the needs and desires of the customer and how to bring the prod-
uct to the customer.

To do this, a written statement of the marketing strategy, tactics, timetables, objectives and
goals has to be prepared. This can be about the acquisition of new customers, or the
increased retention of existing customers.

The marketing plan also details the implementation of the key activities, including the roll out of
the actual marketing, advertising and sales activities. These are summarized and collated — often
in tabular form — along with their costs. Costs can be broken down further and cross-correlated
(e.g. budget by manager, budget by market, budget by product, budget by type, etc.).

Finally, the marketing plan reviews and tries to identify possible remedial actions.
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The Business Plan
Robert B. Mellor

Introduction

The business plan combines many of the topics discussed up to now (e.g. idea, novelty, strategy,
judging how attractive a market is and market penetration) into one easily understood docu-
ment. This chapter details the use and format of that document — the business plan.

Sources of capital investment

All start-ups need money. If the time to market is short, then the amount of money will be
largely that figuring in the marketing plan (Chapter 5) and the amount will be small. In this
case members of the family and social circle (often referred to as Friends, Fools and Family;
‘FFF’) will suffice if backed up by a bank loan. Banks are getting more flexible and improving
their performance in supporting SMEs, but they still reject on average 50 per cent of all such
cases (as a pointer, even most established SMEs in the UK find it easier to run off an overdraft
due to difficulties in securing a bank loan). However, if successful, the bank may well want
security or other collateral and this can mean the entrepreneur signing over their house, etc. to
the bank. Experience shows that this is a bad idea (including for the bank) because the entre-
preneur, in order to make a go of the business, does not need to be awake at night worrying
about the roof over the family’s head!

Business angels and venture capitalists

An alternative to the bank can be a business angel. A business angel (BA) is someone who has
done it before, made some money, has got a bit hooked and is open to the idea of doing it again.
The difference between a BA and a venture capitalist is shown in Table 6.1.
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Table 6.1 Some characteristics of business angels and venture capitalists

Business angel Venture capitalist
Works alone, perhaps within a Works for a firm or investment trust
network of like-minded people
Invests less than £1 million Invests more than £1 million
Does it for profit and fun Does it for profit alone
Aims to sell their share on Aims to sell on to an investment
to a venture capitalist trust or head for an IPO
Is willing to work with Will not be part of the team
the entrepreneur as part but will insist on having
of the team (in fact, may their people in key positions

insist upon this) and use their
talents, experience and contacts
to the full

The business plan has been referred to before. Banks, business angels and venture
capitalists will all want to see the proposed company’s business plan. Thus it is the single
most important document in attracting investors. Venture capitalists in particular like the
business plan and especially the marketing and strategy aspects, banks are heavily biased
towards the financials, while business angels prefer the topic and the personalities involved
(Mason and Stark, 2004). However, the importance of the business plan lies not only in
attracting investors (including a bank, when the company needs a loan). It also functions
as a ‘road map’ which one always can refer back to, and is thus invaluable in keeping the
company on track.

Different sources of investment have
different consequences

The late Anita Roddick needed £4,000 to open the first Body Shop. The bank
refused, so her friend lan McGlinn lent her the money in exchange for 50 per cent of
the company stock (‘equity’). Roddick went on to establish an empire of 2,000 shops
and McGlinn, who ended up owning 22.4 per cent, got £146 million when the Body
Shop was sold to L'Oréal in 2006. It would have been much cheaper for Roddick to
have taken a bank loan for £4,000 and paid that back, instead of giving away £146
million in shares — so experienced entrepreneurs try to borrow as much as possible
and try to keep as many shares as possible. Some of the pros and cons are shown in
Table 6.2.
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Finance is a recurring problem with start-ups. As a rule of thumb the value of a com-
pany is 2% times its annual turnover. So what is the value of a company started yes-
terday and which not only has never sold anything, but also may not even plan to do
so for several years? The result of this impossible calculation determines how much
stock the investor will get in return for the money needed.

Most banks will expect the entrepreneur to put up 30-40 per cent of the money
needed, while most investors will not invest unless their returns (Return on
Investment, Rol) are over 35 per cent. One of the most famous individual investors
was Ken Olsen who invested in Digital Equipment in 1957 and made a 5000 per cent
return. The most famous venture investment company — as far as technology is con-
cerned — is probably Sequoia Capital, early backers of companies like Apple, Cisco,
Flextronics, Oracle, Google and YouTube.

Table 6.2  Pros and cons of bollowing

Taking on debt Giving away equity

Keep ownership and Dilute ownership by
take on creditors taking on partners

Low expected returns High expected returns

Small amounts of funding Large amounts of funding

Periodic repayments up No short-term repayments
to a given maturity date up to a negotiable ‘exit’ date

May need personal Few restrictions — primarily a satisfactory
guarantees and ‘due diligence’ followed by
pre-determined financial ratios agreed checks and balances

Figure 6.1 (overleaf) shows the J-curve’ or ‘hockey stick curve’ for capital demand.
Entrepreneurs’ cash flows move from area A to B (break-even point), then hopefully into area C
(investments covered) and area D (profits).

Figure 6.2 shows a (theoretical) investment chain for a start-up. Initial investment is from
the entrepreneurs’ savings and those people around him/her. This stage is called FFF (see
above). Seed capital (and pre-seed capital) often comes from public sources. In boom times the
players will move down the curve towards the origin. In times of recession, the players will
move to the upper right, leaving large ‘holes’ around the origin. In times of recession, business
angels and venture capitalists may get together to merge ‘their’ companies (M&A, Mergers and
Acquisitions) in order both to streamline their portfolios and to optimize benefits of scale
within individual holdings.

The curve in Figure 6.2 illustrates the schizophrenic nature of a start-up, where the owners, per-
haps after being immersed in technological development, have to turn their attention to selling.
Quixotically this selling activity may well not be to what may be thought of as ‘customers’, because
the major customer for the company and its investors is the next investor to the right. Thus the
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Figure 6.1 The ‘J-curve’ or ‘hockey stick curve’ for capital demand. Initial negative cash flow in amounts
equal to the area labelled A is gradually offset by sales to reach break-even point (B). Thus A equals total
investment needs (normally broken down by quarter, as detailed in the marketing plan). When positive returns
are achieved, the company eventually reaches a point where investments have been covered, i.e. the area of
Ais equal to the area of C. This equates to the basic Rol time. When further profits are returned — typically
when D > 35% of C - then investors are ready to sell to later investors - see Figure 6.2

Source: Modified from Mellor (2003)
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Figure 6.2  The chronological development of funding sources for a start-up company
Source: Taken from Mellor (2003)

‘customers’ for the fledgling company are often BAs. Their customers, in turn, may be venture cap-
italists, and theirs, in turn (as proof of concept is established and risk diminished) are investment
banks or the investment branch of a regular bank. They, in turn, get their return on investment
from members of the public, either by selling products to the public, selling the company to a larger
firm (a takeover) or selling stock on the stock exchange after an initial public offering. As if that
was not enough, the types of management needed to face the different types of crises en route are
quite different. At the pre-seed/seed stage the crisis is one of feasibility (and possibly market entry),
where foundation-building management — implying creativity and evaluation — is needed. As the
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company progresses, it encounters the ‘expansion crisis’, requiring entrepreneurial strategies
for growing a venture (normally the implementation of opportunities, creating and evolving a
management team, etc.). This is followed by the ‘organization crisis’, necessitating a different
entrepreneurial strategy of continual innovation and change to sustain growth.

The ‘psychological wringer’ (Mellor, 2003) described above is the reason why first-time
entrepreneurs are encouraged to write an excellent business plan in order to get a seasoned
business angel on board; there are many psychological obstacles confronting a first-time entre-
preneur, which few can master (and those that can come through are seldom unscathed) so get-
ting experienced help is paramount. In this respect, the business plan is also the bait on the
entrepreneur’s hook.

The form of the business plan

Business plans can be between 2 and 300 (typically 30) pages long, with a large margin (2.5cm)
so investors have space to make notes. The font size should not be less than 11 point (max. 13,
titles max. 16) with 1.5-line spacing. Tables and graphics should be very simple, preferably in
monochrome because full colour can appear garish, and accepted business plans will be photo-
copied anyway, so you may as well get a correct black/grey/white balance from the start. Pages
should be numbered, and appendices clearly labelled.

Typically the contents of a business plan will consist of the 16 classical elements:

Executive Summary

The Business Idea

Background*

Ownership ands Company Structure
The Team: Leadership, Board of Directors, Accountants and Lawyers
The Product

The Patent Situation*

The Marketing Plan

Sales and Distribution

10 Competitors

11 Customers

12 Agreements and/or Alliances*

13 The Budget

14 Investment Needs

15 Any Barriers

16 Profit and Exit

O 00 NNON Ul LW

However, business plans will often not need all of these elements, so those elements marked
with an asterisk (*) are not always applicable to every business plan; personal judgement must

be used.
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Is it financially viable?

The business plan should reveal if the idea can profitably be converted into reality. For
example the ‘Space Pen’ was a triumph of engineering: US astronauts were equipped
with a pressurized pen which could write in extreme conditions. The pen was made in
1965 by Fisher Pen Co. at an initial investment cost of about S1 million. NASA still
buys pens for astronauts but the Russians, after buying 100, have returned to equip-
ping their cosmonauts with pencils or normal ballpoint pens. The rest of humanity
lives in a temperate gravity well (the Earth) and has no obvious use for space pens.
Has the investment been returned or was the space pen an expensive marketing
stunt? Writing a business plan would have given more insight into this issue.

The business plan can be compared to a dock, insomuch as much of the work covered in
previous chapters (mission statement, customer analysis, SWO'T, market research, the mar-
keting plan, etc.) can simply be towed into position and afterwards reviewed to eliminate
discrepancies, add missing details and ensure smooth reading. Variations on the basic
template presented here certainly exist and it is up to personal taste (and judgement) to find
out which one is most applicable. The business plan, when finished, must also have addressed

the following:

How the innovation is manageable and how it will be managed.
Finding new ways to deliver customer satisfaction.

How competitive advantage will be built upon.

What the strategy is and why.

How, upon success, the inevitable rise of competitors will be countered and negated.

The business plan normally starts with a cover page, stamped ‘Confidential’, and containing a
title and the name and address of the author. One may also wish to include the mission state-
ment on the title page and, according to length, a table of contents may be useful. In some
countries (including the UK) it is usual to include a standard disclaimer at the bottom of the
title page:

The contents of this business plan have been prepared by XYZ Ltd using sources believed to be
reliable and accurate but which without further investigation cannot be warranted as to accuracy
or completeness. Information and opinions are subject to change without notice. No director,
employee or representative of XYZ Ltd accepts liability for any loss arising from the use of
information provided. © XYZ Ltd: All rights reserved. No part may be reproduced or distrib-
uted in any manner without written permission. XYZ specifically prohibits redistribution via
the Internet or otherwise, and accepts no liability whatsoever for the actions of third parties in
this respect.
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The classical 16 sections template

1 Executive Summary

Venture capitalists report that in 1999 and 2000 they were receiving 300 business plans per day.
That means that the Executive Summary has to be very well written in order to get attention.
It should be clear, concise and not one single word too long. Normally it is the part that is writ-
ten last, since many experience that the process of writing the rest of the business plan helps
formulate their ideas.

Classically entrepreneurs are supposed to practise their ‘elevator speech’, explaining their
business proposition in the time an elevator takes to travel from the first to the tenth floor. The
Executive Summary is the ‘elevator speech’ in writing. It contains the absolute essence of the
business plan. This may take the form of:

I have an idea.I can offer companies with up to 120 staff a system that will reduce their expenses
between 3 per cent and 5 per cent. Analysis shows that profit margins will be between 45% and
55%. I can reach the target group because I worked in that field for five years and know it well.
Sales are by direct marketing.

The ‘elevator speech’ does not mention gigabytes, server software or other details. Nor does it
offer pie-in-the-sky. Without going deep into product technicalities, it outlines the answers to
the following questions:

What benefits does it offer the customer?
What is the Rol?

How is the customer to be reached?

Which methods are to be used?

After carefully crafting the Executive Summary, the plan continues to outline the business idea.

2 The Business Idea

This is similar to the strategic business proposition described in Chapter 5. All change is a
source of innovative opportunity and the Business Idea section must explain how processes
operate normally, what the innovation is, and how the entrepreneur will take advantage of this.

Changes include e.g.:

the unexpected,

incongruity;

process need;

changes in industry or market structure;
demographics;

changes in perception, mood, meaning;
new knowledge.
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It should start with a description of which problems the product solves and what advantages it
offers to the customer, and the advantages it has over competing products/services. It includes
a Porter-type analysis,a SGM and SWOT analysis, all of which can be inserted into place (see
Chapter 4).

3 Background

If applicable and if it adds to the prestige, then some background information can be added.
For example, if the invention was made in the research labs of a prestigious university and has
won three major international prizes, then this can be documented here.

4 Ownership and Company Structure

This records the name and number of the company, the number of stock issued and their own-
ership, together with any other relevant information (e.g. accreditation, membership of profes-
sional organizations, etc.). There should be a paragraph detailing how many others are
employed, together with a projection about the company size in the future. Employee options
and warrants may be detailed here, and this is highly relevant because it affects future owner-
ship issues.

It may also be relevant to add a paragraph about the organization or mention any other spe-
cial organizational aspects. This may be, e.g., if distribution is important, that the company is
located adjacent to major transport arteries; if it is a maritime company, that it is on the har-
bour front. Scientific companies may wish to mention that they lease premises in an incubator
or science park, etc. Note that there may be overlap with ‘Agreements and/or Alliances’ (below).

5 The Team: Leadership, Board of Directors, Accountants
and Lawyers

The leadership will probably consist of the original inventors and entrepreneurs, together with
any professional help, which has been bought or borrowed. This section should list their names,
what their functions are, their affiliations and a brief CV of each one. It may be useful to make
a matrix of their competence profiles in order to uncover any ‘holes’. This shows the investor
that the company is interested in being effective, as well as providing grounds for putting staff
posts in the budget. It may be useful to give an indication that the entrepreneur is aware that,
at least in the start, s/he will be working long hours for little money.

The Board of Directors is extremely important. Typically they are ‘bought in’ experts from
various fields and have excellent networks. They may work for as little as two hours per quarter
(i.e. attend quarterly board meetings) bringing in their advice, network and business contacts.
A good board with 3-5 well-known and reputable directors will convince the investor that you
have presented convincing arguments to competent and experienced people who, in turn, are
able to steer the company and sell the product. They should be listed by name, together with
their affiliation and perhaps a short description of their special field and competencies.
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The names and addresses of the accountants and company lawyer are appended last in this
section.

6 The Product

A brief description of what the product is, what it can do and how it differs from other products.
If the product is not complete, then milestones should accompany the development plan. Here
product lifetime and expected frequency of buying may be relevant. It may also be the best place
for pricing strategy. Note that price strategy can be different for different customer groups.

If pricing is discussed here (see Chapter 5), then it is also relevant to discuss discounts, guar-
antee, follow-up and service strategy, help desk, etc. if these have not been included in the mar-
keting plan.

Drawings, blueprints, etc. of the product can be attached as an appendix and should not be
part of the business plan.

7 The Patent Situation

Here the IPR situation is briefly explained, including a description of competing patents. It is
an excellent idea to include the results of searches performed by patent agents. These (copies of
original letters), as well as any completed patents or patent proposals should be attached as an
appendix and should not be part of the business plan.

8 The Marketing Plan

The marketing plan was described in Chapter 5 and can be incorporated here in its entirety. At
this point, possible product differentiation can be described, for example, if the same product,
perhaps in different packaging, can be sold to different customer segments (see ‘Customers’
below). The marketing plan should also begin here to mention milestones.

9 Sales and Distribution

This section may include any details missing from the previous section. These may include any
special advantages the company has, as well as special activities (Roll-Out, etc.). Price policy
can be discussed here, if not already a part of the product description.

10 Competitors

There are always competitors (if not immediate, then at least potential) and baldly stating that
competitors do not exist will, unless it is an extremely special circumstance, make the business
plan appear unrealistic. Indeed, if there are no competitors, then there is probably no market!
Competitors should be listed together with a mini-SWOT for each one, which realistically
appraises the risks that each one poses. This will lead to a suggested positioning strategy as to
how to avoid them.
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11 Customers

No two customers are the same. For example, some will always go after the newest technology
(‘early movers’), while others are conservative and will not use a superior technology simply
because it is new. Thus customers are broken down into segments according to different factors.

These may be:

e geographical factors, e.g. country or population density (town or country-dwellers);
e demographic factors, e.g. age, gender, income group, profession, etc;

e life style, e.g. environmentalists or techno-freaks;

e behaviour, e.g. way of using the product or frequency of use;

e Dbuying patterns, e.g. price-related or preference for certain trademarks.

This section should specify which customer segment is/are the primary target group(s) and
which are the secondary, tertiary, etc., if possible with a time scale (if not already mentioned in
the marketing plan).

12 Any Agreements and/or Alliances

This section specifies any agreements (further product development, media, marketing, etc.)
that have been made with other companies, and any formal alliances (distribution, co-branding,
etc.), which have been signed, or are in the process of being negotiated. This may include sup-
pliers, agents, franchising, resellers and retailers, etc.

13 The Budget

If the company has been running for some time, then the previous year’s budget and accounts
can be used. In principle, this consists of:

net turnover

change in inventory
other sources of income
raw and other supplies
other external costs (insurance, etc.)
personnel costs
depreciation

other costs

earnings versus costs
disposition

tax.

However, it must be stressed that legal formats change with time and with country, so an
accredited accountant is really a ‘must’.
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If the company is new, then the budget’s needs are estimated from the business plan. An
accountant can help here, and there are also many types of accounting software available on the
Internet and elsewhere. The running costs should ideally take cash flow into account.

14 Investment Needs

Investment needs follow logically from the budget. Figures come from two sources:

1 Outlay: Fixed costs (salary, rent, etc.) plus capital (e.g. buying a PC) and investments
(web site, etc.). These may well come out of your marketing plan. For large and/or high
tech projects, development costs are a major outlay.

2 Income: This is the projected income, i.e. represents your best supposition, based on the
marketing plan, but is approximate by its very nature.

In short, the final budget = marketing budget (from Chapter 5) plus start-up budget plus run-
ning costs. Figures of total cost per quarter can be calculated against estimated revenues per
quarter, which should give a ‘hockey stick curve (Figure 6.1), from which break-even and Rol
can be calculated. To do this, one should make a graph or histogram of Outlay (minus) and
Income (positive) by quarter; you should come up with an investment curve (see Figure 6.1). To
get to break-even (where O — I =0) you may have to project the figures over two or three years,
but for small projects, annual needs may be sufficient. To project the figure to include the point
of total investment return, three or more years may be needed. However, investment needs are
detailed by quarter. Obviously investment needs may continue over several years, especially if
breaking into different markets is envisaged (this may result in detailing the first year by month
or quarter, then annually for subsequent years). Such assumptions must be explicitly mentioned
and this will result in ‘best case’and ‘worst case’ investment scenarios.

15 Any Barriers

Barriers (if any) must be openly and honestly discussed, together with rescue scenarios. Often
investors are willing to find extra cash for situations that have been foreseen, but had been
hoped to be avoided. On the other hand, what investors really do not like are unpleasant sur-
prises. Unpleasant surprises may cause investors to suddenly and catastrophically withdraw
their support, even where the extra amount may appear to be minimal.

Another way of seeing this is that the original plan can almost never be followed in every
detail, so potential problems must be located early on and adjustments or alternatives proposed.

Barriers can be divided into two kinds: external and internal. External could, for example, be
changes in national law. Other external factors could already have been discussed under risks in
the SWOT analysis; these could include the factory burning down, competitors start marketing
a cheaper product, the patent application fails, the major customer goes bankrupt, etc. Internal
factors may be that a key worker decides to leave, or the company cannot attract sufficient

personnel of the right quality.
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16 Profit and Exit

An investment should be a ‘win-win situation’for investor and company alike. Thus there must be
a clear exit strategy from the start, a strategy that everybody knows about and explicitly approves
of. While a company may have provided income, it is the exit which provides the profit. Investors
are interested in selling their share in subsequent rounds of financing, so the original inventors
may end up owning only 10% of their ‘baby’ and must realize that they will be forced to play a
subordinate role (e.g. technical director) working for someone else — or even be squeezed out all
together. This underlines the need for a solid valuation of the company; there are three different
approaches to valuation (Market approach, Income approach and Asset approach) and entrepre-
neurs need to get reliable expert advice on the pros and cons of these three approaches.

Three common methods for determining
the value of a company

e Market approach: calculates the value of a company based on the average
value for several similar competitors in the marketplace.

e Income approach: calculates the ability of a company to generate revenue, usually by
discounting a company’s future income or cash flow at an assumed opportunity cost.

e Asset approach: calculates adjusted book value by offsetting liabilities against
assets (assuming all the assets are liquidated and all debts are repaid). In this
case the entrepreneur may insist on including ‘sweat equity’, the value of their
hard but hitherto underpaid labour.

(Source: Modified from Fiduccia (2001) and Pricer and Johnson (1997))

Some entrepreneurs may regard their company as for sale from the first moment; others may
wish to sit in the directors’ chair until they are 90. The exit part of the business plan should
sketch out the expectations that the author has.

Due diligence

A good business plan allows any interested investors to set ‘due diligence’ in motion. Due dili-
gence is defined as an examination of the books and records of a company and interviews with
officers, partners, etc. to confirm information about the company’s business as well as legal and
accounting affairs. Towards the end of due diligence, lawyers will move in to verify everything
about the legal framework of the company, including partner contracts to date (especially
schemes like shares, options and warrants), patent, immaterial and other rights (e.g. stock
options and warrants) assigned to the company, contracts with employees, etc.
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Chapter summary

The business plan, normally, is a quite cut-and-dried document, which often adheres to a standard
16-element format. In a logical sequence, it informs the investor as to why the project is a good idea
and to the dimensions of investment and return. It goes on to describe the new product or service,
as well as the market to be inhabited, plus how countermoves from competitors will be parried.

The marketing plan is described in detail in Chapter 5, which in turn allows a detailed budget
and a time-scaled investment plan to be drawn up.

Finally, barriers and external, as well as internal, relationships are specified. These may also
include referring to the dynamics of the company’s development, as well as succession.
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Web links

Business plan templates

I recommend you write your own business plan rather than use a standard template, but it can be
useful if you need to write 4-5 simultaneously. You can get plenty from the web (Google returns
over 23 million hits for ‘business plar’), try the one on www.smallbusinessadvice.org. uk/busplan
bpdownloads.asp

(Continued)
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Business formation

Check out your proposed company name at

www.companieshouse.gov.uk/WebCHeck/fastrack/. You can download all the info you need to
start your own firm from Companies House, or several specialist firms will help you for a modest
fee, e.g. www.ukbf.com

Business support

Business Link for London, www.bl4london.com
The Business Link central website, www.businesslink.gov.uk
The National Federation of Enterprise Agencies, www.localbusinessadviser.co.uk

Enterprise Hub Networks, www.commercialise.org.uk

Other advice

www.listentotaxman.com

www.hmrc.gov.uk

www.telecomsadvice.org.uk

PROWESS, advocacy organisation for women in business, www.prowess.org.uk

Ethnic Minority Business Forum, representing ethnic minority businesses in England;
www.minority4business.co.uk and www.neighbourhood.gov.uk/page.asprid=695

Investor relations firms and associations

There are very many VC firms and business angels, the following is purely a small random selection
and constitutes neither an endorsement nor recommendation of the authors or publishers.

London Business Angels, www.Ibangels.co.uk

British Business Angels, www.bbaa.org.uk

British Venture Capitalists,www.bvca.co.uk

Compass Point Group, www.compasspointgroup.com
Pondel/Wilkinson Group, www.pondel.com

Sequoia Capital, www.sequoiacap.com

Suggestion for exercises

Start preparing your business plan.
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Intellectual Capital
Robert B. Mellor

Introduction

For a prospective or new venture, the question of survival involves identifying ‘core competencies’—
and the subject of this chapter is identifying what capital a company has and how to lever it.

With the dramatic decline of manufacturing in the West, there are two ways for a company
to make progress: one is the efficient exploitation of existing ideas and processes (e.g. soap
manufacturers make the same product cheaper), the other is innovation, for example, to branch
out into making soap-on-a-rope. Clearly, one can try to do both (those interested in this topic
should Google the terms ‘backward vertical integration’, forward vertical integration’ and ‘hor-
izontal integration’) and this is simply a matter of corporate strategy, and many companies have
tried to introduce semi-formal programmes for inducing innovation — ideas copied abroad are
called ‘creative imitation’. All these approaches have one thing in common; they depend upon
turning human thought into value. This is intellectual capital.

The three types of intellectual capital

Intellectual capital can be divided into three elements:

1 Organizational capital: patents, processes, databases, etc. owned by the company.

2 Human capital: the skills, capabilities and the sum of knowledge and knowledge poten-
tial in the employees.

3 Social capital: the quality of relationships with partners, customers and suppliers (this
overlaps with ‘goodwill’).

Some of this organizational capital — mostly inventions — can be formalized into patents. In the
case of possible legal protection, it cannot be emphasized enough that all possible protection
matters should be discussed with an expert on a case-by-case basis.
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Creativity often cannot be formalized, but may well be written into an employee’s job
description or contract, while diversity innovation is best promoted by what is generally
described as ‘good working conditions’. Generally speaking, rights to the exploitation of intel-
lectual property fall by default to the employer. The employer will then have a ‘right of first
refusal’ on whether to accept responsibility and to sponsor the patenting process. Thus while the
individual(s) remain inventor(s), the patent and all rights of exploitation are the property of
the employer. Should the employer declare in writing (a ‘waiver’) that they have no interest
in the invention, then the employee responsible for the invention is free to apply for a patent in
their own name(s).

Patenting and employers’ rights

Jake and Bill both work at a company making radios. Both are parttime inventors,
making things in their free time in their respective garden sheds. Jake invents a new
type of radio, while Bill invents a new type of bicycle. Preliminary searches show no
existing patents in the areas involved and preliminary marketing plans forecast large
market demand for both products. Both Jake and Bill rush off to the Patent Office
(based in Newport, Wales), the body responsible for intellectual property rights in the
UK, to apply for patents. Who has the highest chance of being finally able to own a
patent?

The answer — all other things being equal — is Bill. This is because Jake stands a
strong chance that his right will be contested by their employer, who can claim own-
ership of the patent on the basis that making radios is part of Jake's job, and that he
used knowledge gained at his place of employment to rush home and simply put the
final touches on the new radio. However, the company would stand very little chance
of success with this type of argument in Bill's case.

Patents and other formal IPR

Having Intellectual Property Rights (IPR), especially a patent (invention innovation), is often
quoted as helping entrepreneurs on the road to success. In 1976, the number of patents granted
to US universities was 264. Twenty years later this had doubled and the number is still explod-
ing. However, if the proportion of patents making money is 5 per cent, then the number will
have significantly increased. Some ‘tread water’but it is the 5 per cent that typically account for
70-90 per cent of all revenues generated. That is one general reason why the possession of sev-
eral patents is a marker of large companies and not of SMEs. So even when possessing a patent,
it is still a rocky road, and all the more dangerous because in start-up companies the company
normally has one product (i.e. patent, product and producer are synonymous), whereas larger
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companies can afford to have patents which turn out to be flops. Larger companies, further-
more, will often submit a series of complementary patents in the hope of deterring attackers, a
strategy seldom open for small companies. For this reason, smaller companies try to encourage
the ‘smaller’ forms of innovation, e.g. diversity innovation (see Chapter 2).

Types of company classification

Companies differ wildly in their size and aims and this underlines the need to classify
companies into meaningful groups. These categories are somewhat fluid; clearly a
hairdresser employing nine people would be a large company by hairdresser stan-
dards. Similarly a company with 240 employees would be considered small if it were
a foundry or shipyard. Eurosat defines companies according to their number of
employees (as below). However, there is little agreement on exact borders between
the categories, e.g. in the UK, the British Bankers’ Association defines small firms as
having an annual turnover of under £1 million (i.e. not number of employees at all),
while the Companies Act defines small firms as having an annual turnover of under
£2.8 million. Current US definitions extend ‘Medium sized’ up to 500 employees.

Micro-organizations 1-9 employees
Small organizations 10-99 employees
Medium-sized organizations 100-249 employees
Large organizations 250+ employees

However, before encouraging innovation, it is reasonable to see how innovation spreads inside
a company and between companies. Furthermore, understanding the spread of innovations in
populations is needed in order to prepare a more realistic marketing plan for the finished
product.

Large organizations typically will have significant amounts of invention innovation (patents,
etc.) and try to achieve economies of scale in this area. The scale of this can be so large that
multinational companies have had to set up ‘regional innovation relays’ to bring knowledge out
from the centre (home country operations are usually the principal contributor of innovation
for global transfer) to national subsidiaries (Asakawa and Lehrer, 2003). These ‘travelling com-
mittees’ make a portfolio of the company’s inventions and travel from branch to branch of the
same company to instil the knowledge that these inventions exist into the consciousness of
regional managers. Clearly this can also be a two-way process, as national subsidiaries often
possess better knowledge of local conditions. At this level there is a transition from organiza-
tional capital to human capital, which leads us on to discussing knowledge and knowledge
potential in the employees in the context of innovation.
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Innovation in organizations

As discussed in Chapter 2, innovation can be divided into three categories: invention innova-
tion, creation innovation and diversity innovation. Innovation, in all these categories, con-
tributes towards a company’s intellectual capital (sometimes called ‘human capital’ or ‘social
capital’). Interestingly, it has been found that the most powerful influence on knowledge shar-
ing is social, and that I'T systems made little significant impact (Lagerstrém and Andersson,
2003). This may also explain why related efforts like Total Quality Management (TQM) —
despite proven success — have fallen out of favour in recent years.

This lack of formal promotion of innovation activities in SMEs is alarming, since SMEs are
well known as the drivers of employment. For example, Gregory (2003) reports that since 1983,
SMEs have created more that 78 per cent of all net new jobs in Canada and that small busi-
nesses (fewer than 50 employees) alone account for 42.5 per cent (6.7 million jobs) of total
Canadian employment. Increasingly their competitive advantage is driven by differentiation,
their ability to provide unique and superior value in terms of quality, special features or after-
sales service, etc. (Porter, 1990).

Simple size and structure considerations mean that SMEs are much better positioned to use
diversity innovation, conversely, they rarely use formal invention innovation: ‘Mice’ SMEs
rarely possess a patent, and ‘gazelle’ SMEs have often spent so much on their one or few
patents, that it is doubtful as to whether they have sufficient financial muscle left to be able to
successfully defend them against serious attack.

When considering possible barriers to the spread of innovation in SMEs, one should consider
that the innovation process is tied to a process of adoption, normally (Rogers, 1983) defined as:

A difficulty is felt.

The difficulty is located and defined.

Possible solution suggested.

The consequences of the solutions are considered.
The solution is accepted.

G QO =

However, the classical theory — ‘diffusion of innovation’ (Dol) theory (Rogers, 1983) cannot be
applied to the spread of innovations in SMEs because the lack of free space means that unre-
stricted ‘Brownian’intellectual movement between people, and between ideas and people, is not
allowed in a containerized company environment. Traditionally, the major theory concerning
innovation between constrained social groups is the trickle-down (TD) theory (Simmel, 1904).
In its most basic form, TD theory states that two conflicting groups act as a motive force for
innovation, where subordinate groups seek to establish parity by imitating the clothing, atti-
tudes, etc. of the superordinate group. The superordinate group, in turn, abandons these status
markers and must therefore invent new ones in order to preserve the difference in status. TD
theory has been modified by McCracken (1988: 93-103), who noted first that the direction of
diffusion is not ‘down’, but up, and who added complexity (‘trickle across’) by introducing
groups of intermediate social standing (gender, age and ethnicity) into the equation.
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Human capital, the life-blood of small companies

Trickle-down could be e.g. successful lines of innovation being started by social minorities
seen as inferior, which, upon success, become more important, prestigious and expensive
while being increasingly controlled by someone from the socially superior majority as the
project ascends through the hierarchy. Evidence (see Table 7.1) for trickle-down mechanisms
has been found among employees in companies in mature market situations, but much less in
companies in immature (sometimes called ‘emerging’) market situations (Mellor, 2005). In
the example in Table 7.1, in companies in mature markets, natives, who are more likely to be
admitted into the consensus group than foreigners are, are those leading major projects,
while foreigners — often seen as socially lower — have less project responsibility. Note that
major projects have a high failure rate. Therefore the high failure rate of natives in mature
market situations should not immediately be taken as a sign of incompetence (although that
is always possible), but first that larger projects mostly inherently contain a disproportional

higher risk.

Table 7.1 [T-related project accomplishment by foreigners

Highly qualified foreigners Natives of that country
Mature market Low (and only minor projects) High (but prone to failure)
Immature market High High

Source: Data adapted from Mellor (2005) and Mellor (2007)

A newer theory, Adaptation-Innovation (A-I) Theory (Kirton, 2003), characterizes mature
markets and companies in them as ‘adaptive’ and immature markets (and companies in them)
as ‘innovative’; A-I Theory says that humans, being social creatures, form groups (Figure 7.1,
overleaf). These groups are usually formed on the basis of common interest