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Preface

“Both the ideas that science generates and the way in which science is carried out are entirely counter-intuitive and against common sense.” Lewis Wolpert

wTHIS IS A BOOK on corporate performance and organisational capability. It puts forward a new explanation for why some companies consistently outperform their rivals; it suggests that beliefs and assumptions rather than goals or values separate winners from losers; it argues that the model of management that prevails in most organisations is both antiquated and harmful; and it proposes a radically different method for how to lead and drive the work of an organisation effectively. It integrates a theory of corporate success with a model of strategic thinking and a method of operational effectiveness.

It is not a textbook. It is more like a handbook of innovative ideas and contrarian perspectives. It challenges the fashion for panaceas, formulae and notions of best practice, and it reflects a view that most business strategies are generic and banal, and most management theories are little more than sophistry or folk wisdom. It seeks to clear away the undergrowth that has made management and strategy far more difficult than they need to be. In a sense, it represents a return to core principles by setting out to reformulate an integrated model of the effective business. In this endeavour, we seek to engage the creativity of the reader.

Some of the arguments of the book are grounded in recent economic and psychological research, but most of them are the fruit of working closely with executive teams attending management-development programmes at London Business School, INSEAD and elsewhere over the past 25 years. These workshops are hugely revealing of the joys and sorrows of modern managers and the problems they face. This book was written with these managers in mind.

Our approach to competitive strategy derives from a return to economic fundamentals – and, in particular, to the basic law of wealth creation. This is the principle of asymmetric knowledge – that is, any situation when somebody in a market knows something that nobody else in the market knows, and then has the courage to act on that knowledge. We call this type of knowledge “uncommon sense”. When such knowledge is acted upon illegally, it is called “insider trading”. But when acted upon lawfully, it is called “entrepreneurship”. Of course, not just any knowledge will do. It has to be knowledge that can be utilised and packaged in ways that create unique value for buyers. These are the conditions that define the moment of truth that we call “strategic discovery”.

In the absence of knowledge asymmetries – and the acts of entrepreneurial courage that turn inert knowledge into incremental wealth – markets would lose their potency. As P.J. O’Rourke, an American satirist, observed:

If everybody believed what everybody else believed, everybody would set the same price on everything. The middle-aged men on the stock exchange floor could quit hollering and go have lunch.

Markets are battles between belief systems. The winners are those whose beliefs are more grounded in “truth”. The beneficiaries are the entrepreneurs and their customers who capture the value embedded in this new knowledge. Market competition is an exploratory process that rewards those who make such discoveries. As humans we are all fallible. Misconceptions, illusions, blind spots and false beliefs are part of the human condition. When the same sources of error unite all the competitors in a given space, they become what we call “common nonsense”. An important aspect of strategy for the individual firm is the skill of identifying such nonsense and discarding it.

Adopting the perspective of a particular firm (“us”) competing against other firms (“them”), we can, at the risk of oversimplification, summarise our main argument as follows.

1. As competitors, we differ from each other, knowingly or tacitly, in the beliefs that drive our respective decisions and actions

[image: image]

2. Because we inhabit the same reality, most of these beliefs will be shared between us and our competitors

[image: image]

3. Only those beliefs that differentiate us and our competitors, including those beliefs that underpin the skills of implementation, can explain differences of performance between us

[image: image]

4. Winning strategies are based on belief systems that are closer to the truth than those of losing strategies

[image: image]

5. Beliefs that we and our competitors share, whether true or false, cannot be the cause of differential performance between us

[image: image]

6. Strategising is therefore a discovery process, where the game is won by those who acquire sense and discard nonsense faster than their rivals

[image: image]

The standpoints that underpin the arguments in this book can be characterised as supporting:

[image: image] the Austrian rather than the neoclassical tradition of microeconomic theory – thus competition is modelled as a discovery process where the rewards flow to entrepreneurs possessing valuable new insights or unique data rather than as a state of equilibrium where the rewards go to those enjoying advantages of scale or experience;

[image: image] the assumption that markets are highly imperfect, offering abundant opportunity for discovery, enterprise and differentiation, rather than virtually perfect, demanding no more of management than the dutiful and careful administration of processes and systems;

[image: image] the idea that profit is a return on unique practices based on insights drawn from asymmetric market knowledge rather than on best practices based on the theories drawn from economics and social science generally;

[image: image] the notion of differentiation, but with reference more to states of knowledge (belief systems, empirical assumptions, statements of fact, mental models, and so on), which vary by truth content, than to forms of ideology (value systems, corporate visions and objectives, statements of intent, end states, and so on), which, if they differ at all, vary only in rhetoric.

Expressed in terms of aphorisms, the book’s thesis is that:

[image: image] market-based competition is a discovery process;

[image: image] asymmetric knowledge is the object of the search;

[image: image] the business strategist is the intrepid explorer;

[image: image] the effective organisation spurs such exploration.

The demands of management

Business success is both rare and difficult. Indeed, its very rarity argues strongly for just how difficult it actually is. Few companies consistently create significant wealth; over the years, most businesses just “tick over”. Yet many management books give an impression that wealth creation is really quite simple – that it is just a matter of following a few principles of common sense and rules of thumb, recipes for success rather like cookbooks.

Creating wealth is subtler than business theory would typically suggest that it is. Common sense is an unreliable guide to good managerial practice. If there is a unifying characteristic of all great business strategies, it is their counter-intuitive character when they are first articulated and executed. (Only much later are they rationalised as being self-evidently sensible.) Writing generic prescriptions for businesses does a huge disservice to the true nature of enterprise and the demanding work done by managers.

In writing about management, it is all too easy to come across as patronising, or opinionated, or facile. In a way, this comes with the territory. Writing such books seems to require an immodest measure of “know-it-all” expertise. We hope we have not fallen prey to these sins. In our view management is one of the most difficult and demanding jobs around.

Jules Goddard and Tony Eccles
February 2012


PART 1
Winners and losers

“Dare to think for yourself.” Kant

MOST THEORIES OF BUSINESS PERFORMANCE rest on the assumption that there is a “right way” to do things. The popularity of notions such as “excellence”, “competence” and “best practice” testifies to the hold that this theory has on business managers. Corporate success is treated as a return on doing standard things well.

This may be true of craft skills, such as cookery, pottery and gardening. But it is decidedly not true of any competitive activity, such as sport, warfare or business. In a game of skill, there is no “right way” of playing it. Nor can there ever be a standard way of winning. The point of a game is that it tests a particular kind of intelligence, not the possession of a universal theory or a winning formula. Chess masters do not achieve their mastery through the application of “best practice”. They are their own masters.

To have designed a business that creates a sustainable stream of wealth, which is the ultimate test of a successful enterprise, is to have created a singularity. Like a scientific discovery or a work of art, it is a unique, non-repeatable event. It resists generalisation or theoretical explanation. Trying to distil a winning strategy into a universal theory of business success is a doomed, albeit highly fashionable project. It can sometimes be emulated, but that provides no guarantee of comparable success. The winner may well go on winning.

Strategy is the art of first-hand thinking. It deals with one situation at a time. It finds its inspiration in what is unique to that situation. Strategic solutions do not generalise. They are built on insights, not rules or principles. Insights are small-scale, often short-lived discoveries. Something is noticed that had not been seen before. Entrepreneurship, the rare skill of marketmaking, is essentially the skill of producing just such insights and then having the courage and patience to apply them to the design of new products and services. Every great business started life as the embodiment of a particularly powerful insight. Businesses decline as the production of new insights dries up.

A theory of business therefore cannot be a substitute for insight. Any theory that puts forward a winning recipe for commercial success is a fraud. The most it can do is to offer a suggestive method – or heuristic – either for recognising potent insights or for designing conditions conducive to discovering such insights. The same is true of any creative endeavour, whether in science or in art. There cannot be an algorithm for making scientific discoveries or creating artistic masterpieces. The so-called “scientific method” is not a method at all. It merely defines the criteria for what counts as a scientific proposition (such as testability and falsifiability); and it specifies ways of testing the truth of such propositions (such as experimentation). But the act of discovery itself remains immune from all attempts to systematise it.

Business, when it is operating well, is a highly creative activity that works to much the same “logic of discovery” as do science and art. All three bring something new into the world. In science, hypotheses are tested for their fit with reality. In art, paintings, poems and compositions are tested for their ability to stand the test of time. In business, products and services are tested for their profitability in the marketplace.

This book aims to liberate the entrepreneurial imagination in managers by challenging orthodoxy and by proposing thought-provoking heresies.

[image: image] Firms outperform their competitors by aiming to be different, not better

Antithesis: the search for excellence

“Strategy is about setting yourself apart from the competition. It’s not a matter of being better at what you do – it’s a matter of being different at what you do.” Michael Porter

“You don’t want to be the best of the best. You want to be the only one who does what you do.” Jerry Garcia

WINNERS MAKE MARKETS. To make a market means to bring something new into existence. For the customer, it means creating a new category of choice, not simply another variant within an existing class of well-established products or services. Entrepreneurship, which is essentially the skill of combining insights in new ways to make a market, is the dynamic component of a market economy. It is the wellspring of economic development and wealth creation. The entrepreneur identifies these opportunities through a judicious mix of insight and foresight and then brings together the productive resources necessary to capture these opportunities. It is a form of discovery. Albert Szent-Gyorgy, an American biochemist, observed: “Discovery consists in seeing what everybody has seen and thinking what nobody has thought.” Every wealth-creating idea begins life as a brave conjecture. Mark Casson, an economist, has argued:

The entrepreneur believes that he is right, while everyone else is wrong. Thus the essence of entrepreneurship is being different – being different because one has a different perception of the situation. It is this that makes the entrepreneur so important.

[image: image]

Profit is the reward for daring to be unique

Aiming to be different from competitors does not, of course, guarantee success. All that can be said is that it is the necessary but not sufficient condition of success. Aiming merely to be better than competitors, however, is perilous. While not guaranteeing failure, it has the perverse effect of making competitors more alike, if only because each of them will tend to define “betterness” in identical terms. So the more competitors pursue “betterness”, the more they will converge upon the same solutions.

In the modern world the forces of convergence are powerful. To the extent that we see the world alike, we will make decisions alike. And this, of course, defeats the purpose of market competition. It is only through variety of interpretation, diversity of strategy and the testing of these interpretations and decisions in the cauldron of market competition that progress is made and markets justify the “waste” that all experimentation entails. Convergent thinking often leads to the belief that economies of scale are the secret of success – yet scale, like reputation or relative cost advantage, is the result of success, not its cause.

Managers are not paid to make the same decisions as their competitors, however skilful the reasoning that goes into these decisions. Managers are paid to carve out a distinctive approach to the future, to take the risk of being wrong, but at least to give imagination a free rein and the chance to outperform or even defeat competitors. Perversely, the more we try to be logical in our reasoning, and the more we endeavour to base our decisions upon established knowledge, and the closer we adhere to generic principles of strategy, the more likely we are to be driving the business into the middle ground of mediocrity. This is what makes business both frustrating and exciting and what draws intelligent people into it. Success in business rests on the intellectual courage to resist the obvious strategy, to see through the standard version, to go beyond the popular fad, and to steer one’s own course. To be too logical is to choose to be part of the herd. And markets do not reward herding behaviour.

Sometimes it is claimed that winners are simply better or faster or more thorough at implementation than their rivals. Every competitor may share the same broad strategic goals, but the different level of skill that they each bring to the achievement of these goals is what separates winners from losers. Yet implementation, no less than strategy, is itself based on a belief system. If implementation is to be the basis of competitive advantage, it will need to be grounded in a set of assumptions that subverts the standard method of implementation. Aiming to be “better at implementation” is no more a recipe for success than aiming to be better generally. The search for excellence is counterproductive. Doing the wrong things right, however well they are done, is inevitably a wealth-destructive practice.

Russell Ackoff, an organisational theorist, observed:

The righter we do the wrong thing, the wronger we become. Therefore, when we correct a mistake doing the wrong thing we become wronger. It is better to do the right thing wrong than the wrong thing right.

[image: image] Winning is a singularity, whereas losing conforms to a pattern

Source of error: competitive plagiarism

“The behaviour of peer companies, whether they are expanding, acquiring, setting executive compensation or whatever, will be mindlessly imitated.” Warren Buffett

WINNERS COME IN TWO VARIETIES: those whose imagination and energy have won them a highly differentiated position in the external markets for customers, for capital or for talent; and those whose inventiveness and perseverance have brought them an equally original approach to the internal challenge of running an efficient operation. Between these two extremes of distinctive products and distinctive processes lie the vast majority of firms. These firms find themselves “stuck in the middle”, characterised by me-too products and me-too processes. Differentiated neither externally nor internally, their self-determined fate is to destroy economic value for as long as their strategy amounts to no more than plagiarising the policies and practices of those to either side of them.

It is a rare company that is strongly differentiated both internally and externally. Companies that make extraordinary products are generally run by design engineers whose appreciation of either the importance of profitability and financial prudence or the manufacturability and marketability of their products is secondary to the integrity of the engineering. In the car industry, Porsche has long been an exemplary model of this philosophy. By contrast, companies famous for the leanness of their operations and the persistence of their continuous improvement are typically run by parsimonious manufacturing engineers whose patience for either bleeding-edge technology or fundamental research and blue-sky thinking is equally strained. Toyota brilliantly expresses this philosophy of success.

[image: image]

[image: image]

Economic profit and loss in the car industry, 2005

The u-shaped profit structure typical of most industries shows two distinctive classes of winners and a single class of losers

Source: Graeme Maxton and John Wormald, Time for a Model Change, Cambridge University Press, 2004

By contrast, the companies “stuck in the middle” are disproportionately run by self-styled “administrators”, whose outlook makes them suspicious of anything parading as entrepreneurial, counterintuitive, experimental or contrarian. The mantra by which they live is more likely to include the watchwords of compliance, alignment, control and predictability. How often do we hear that companies – and investors – “hate surprises”, to which we are tempted to reply, “What, not even good ones?”

The chart shows that markets can be cruel masters. The price of wanting a safe life, at least in business, is the embarrassment of presiding over a failing firm. Paradoxically, many of these faltering businesses, such as General Motors, were themselves once highly distinctive makers of markets. But a loss of nerve at a critical stage in their history – usually associated with the professionalisation of their management and the standardisation of their practices – meant that they slid inexorably into sameness and mediocrity.

[image: image] Losers look to competitive benchmarks rather than to their own imagination for their model of success

False trail: the emulation of best practice

“Why are we so often satisfied with ‘best practice’, when we should be inventing bold new practices?” Gary Hamel

“Best practice ≠ best strategy” McKinsey & Company

LOSERS FALL VICTIM to the pressures of convergence upon a common set of policies, processes and practices. For managers, it makes sense to play safe. Compared with shareholders, managers have much more at stake in the success of the firm that employs them. This is why managers are more careful with shareholder capital than perhaps shareholders would want them to be. It is rational for senior managers, for example, to take a shorter-term view of the business than their shareholders do. Senior managers are judged more harshly than shareholders for short-term setbacks. This leads to a significant degree of misalignment between principal and agent. It is the single greatest flaw in managerial capitalism. If things go wrong in the business, managers stand to lose their job and a large part of their financial security. By comparison, all that shareholders lose is some value on one of their holdings in a broad portfolio of equities.

It pays for managers to be risk-averse, even if it penalises their shareholders. Playing safe takes many forms: it can mean an excessive concern with compliance, an exaggerated fear of making mistakes, an undue deference to seniority, a disproportionate use of consultants as protective cover, an obsession with competitive benchmarking and a bias towards whatever is in fashion. Perhaps the most self-defeating version of conformity, but also paradoxically the safest strategy for the individual executive, is to make “best practice” the gold standard for all decisions and initiatives. The toxic nature of best practice derives from the fact that every competitor in the same market will define “best practice” in startlingly similar terms. So, to the extent that they all track it and chase it, they will effectively commoditise their businesses and thereby forfeit the opportunity to earn economic profit. The concept of best practice is perhaps the single most value-destructive idea to have come out of business schools and management consultancies over the past 20 years. All they have achieved is to urge the laggards to catch up with the herd.

[image: image]

The perils of plagiarism

Business is not about best practice. It is about unique practices. Good management permanently guards against anything that threatens to commoditise the business, including anything that encourages the standardisation of thought. To emulate best practice is to abandon any pretence to original thinking. It is simply plagiarism on an industrial scale. Losers, in their search for the failsafe strategy, make the error of believing that success can be made formulaic.

Losers dread failure much more than they covet glory. They would much prefer not to do something that could be the foundation of success than to risk doing something that could go awry. They see success as the absence of error. If you cling to “right first time” as your winning formula, and never take the risk of being “wrong first time”, you are taking the greater risk of never learning anything new, never progressing and never experiencing true success. Winners celebrate the mistakes that lead to learning and progress. They do not wait for proof before acting. Losers agonise over every error and setback, however trivial, and waste energy seeking out the culprit.

[image: image] Losers define strategy as cost competitiveness and seek efficiency though cost reduction

False trail: the drive for cost leadership

“Counter-intuitively, managing costs directly causes overall costs to rise, because managers are looking at the wrong thing. If they manage value to the customer, they cause costs to fall – because they are no longer paying to provide what the customer doesn’t want.” Simon Caulkin

THE ART OF MANAGEMENT is to manage a business in such a way that the need for operational excellence, continuous improvement, cost leadership, process redesign, cultural change, charismatic leadership or financial incentives becomes redundant and the declared pursuit of these objectives more than any others counts as a clear admission of failure.

When executives reach for these remedies, you can be confident that the business has been mismanaged. There are no surer signs of the inadequacy and delinquency of corporate leadership than that cost efficiency should feature as the dominant issue facing the company, and that the tactics of outsourcing, shared services, reorganisation and other short-term palliatives are being paraded as the main drivers of future profitability. Yet these are the very remedies that most firms “stuck in the middle” choose to adopt.

Strategy is the rare and precious skill of staying one step ahead of the need to be efficient. As soon as such a firm finds itself attracting competitors and pressures on cost start to build, a winning strategy will already have been invented to move the business into a new and unassailable market position where demand once again exceeds supply and the firm can continue to be a price-maker, not a price-taker.

[image: image]

The rise and fall of management fads, fashions and panaceas

The true test of the innovative capability of a firm is that it never needs to worry about, let alone wrestle with, the cost competitiveness of its business model. An example is Apple. Its creativity and courage are of a quality that has immunised it against ever having to resort to such mundane and demoralising activities as operational excellence or change management.

Time devoted to strategies of cost efficiency is simply time stolen from the much more important, difficult and wealth-creative activity of innovation, differentiation and entrepreneurship. Accordingly, the job of accounting is to keep the firm honest to its strategic priorities. Financial accounts should be designed to pick up any signs of commoditisation at the earliest possible stage, before strategic damage is done, for example by detecting any backsliding to policies of “taking cost out” or “downsizing”, or indeed any other symptom of a management that has lost its nerve or run out of ideas.

The lead indicators of strategic failure are typically three:

[image: image] the firm benchmarks its costs against competitors;

[image: image] managers are set targets to close the gap on the most efficient competitor;

[image: image] managers seek solutions among the latest management fashions, with the result that the half-life of each new panacea gets shorter and shorter.

Toyota did not get to outperform General Motors by emulating GM practices; it reinvented manufacturing. Yet since 1970, when GM started benchmarking Toyota, GM has sought to recover its lead by emulating the Toyota production system.

The day that Google starts to take an interest in competency profiling or balanced scorecards or corporate social responsibility or some other form of management sophistry is the day to sell Google stock.

[image: image] Success is best measured by added value, not profit

Source of error: accounting measures of performance

“Over the past decade the [accounting] profession has completely lost any sense of what accounts are for … Accounts do not reflect reality. They reflect an extremely complex set of standards comprehensible to a tiny minority of professionals, if that. They are full of weird conventions such as goodwill write-offs, share options accounting and revenue recognition that I defy anyone to call reality … If accounts reflect reality and accounting standards are just fine, how is it that every bank in the UK has in effect become bankrupt when every single one received a clean audit opinion, including a going concern test [within a year of going broke]?” James Noble FCA

ANY DISCUSSION OF WINNERS AND LOSERS needs a definition of performance that provides a simple and unambiguous criterion for identifying winners. The performance of a business is not measured by its scale, or its growth, or its market share, or its profits, or its return on capital. These all impinge upon performance, but none of them comes close to telling the whole story. The best single measure, and the one that subsumes all the others, is what economists call “rent” and what we shall call “added value”.

Business success is proportional to its ability to add value to the resources it uses. These resources include human talent, materials and capital. Added value is the difference between the market value of a firm’s outputs and the total cost of its inputs. It measures, in effect, the loss to the economy if the firm were to be expropriated and all its assets lost for use. In this sense, it is the opportunity cost of the firm’s very existence.

[image: image]

Added value: the true measure of corporate performance

Added value is less than the operating profit of the firm, the accountant’s traditional definition of performance, because it takes account of the cost of capital invested in the business. In this sense, it can be said that the bottom line, as traditionally measured, is not the true bottom line at all.

A business can be very efficient in adding value. In other words, the ratio of its outputs to its inputs is high relative to its competitors. It uses fewer resources to create a given level of sales. This is a good indicator of the competitive advantage created by the business. Alternatively, a business can be very effective in adding value. In this case, the magnitude of the difference between the inputs and the outputs is high relative to its competitors. This is less a measure of competitive advantage than one of relative scale. As a business grows in size and complexity, so its added value typically grows in magnitude but declines in efficiency. Over the life cycle of a business, efficiency is usually exchanged for effectiveness, as focus is sacrificed for scale.

Few companies compute their added value. As a result, the boards of many companies are “flying blind”. Because a company’s accounting profit is only weakly correlated with its market value, they do not know how well their business is truly performing, with the result that a policy of maximising profit or price/earnings or return on capital can only be perverse and wasteful. Recognising that financial accounts are based on a serious misconception of corporate performance, consulting firms have made many attempts to align accounting methods more closely with sound economic theory and to focus upon measures that are more strongly correlated with shareholder value. For example, Stern Stewart, a management consulting firm, actively promotes the concept of economic value added (EVA), its proprietary alternative to the accounting profession’s fixation on profit.

[image: image] The best benchmark is the competition, not the plan

Source of error: annual budgeting rituals

“The real profit ultimately earned from a business is simply the realisation of relative advantage.” Kenneth Simmonds

HOW MUCH VALUE does a business need to add for this to count as a success? Performance is always relative – but relative to what? If we are to know whether performance is good or bad, improving or deteriorating, accelerating or decelerating, we need a standard of comparison. So with what benchmark or index should a business compare its results and its added value?

Traditionally, companies compare each year’s performance with the previous year’s performance. Financial accounts are generally laid out this way. The assumption is that the firm is doing well if the key accounting numbers are moving in the “right direction” – increased sales, lower unit costs, higher productivity, enhanced margins, larger profits, and so on. There are several problems with using the past as the critical benchmark. First, it is an inwardlooking measure, with the result that seemingly good results can mask a worsening competitive position if at least some rivals are doing better still – and vice versa. Accounts do not pick up the fact that, by definition, every competitor except one is losing to at least one of its competitors at any stage in the game. In many industries, every player can be led to believe on the basis of their financial accounts that their competitive position is strengthening from year to year. Traditional accounts actively aid and abet this kind of deception.

[image: image]

Four contrasting types of performance benchmark

Second, this approach sets the bar rather low. For most companies, particularly in a growing economy and ignoring inflation, beating last year’s results is not particularly heroic. As a result, the vast majority of companies use budgets to set a more demanding benchmark, taking into account changing economic circumstances and the declared aspirations of the executive leadership. But this is still an introspective exercise. Beating budget is by no means the same thing as beating competitors. Indeed, it is often observed that budgeting actively rewards managers of business units for aiming low so as to be sure of “making the numbers” and avoiding the embarrassment (or worse) of failing to do so.

For a benchmark to provide a true measure of performance and the right focus of attention, it needs to be externally based. Two such benchmarks suggest themselves: performance relative to key competitors and performance relative to market opportunity or to potential. The latter is particularly difficult to define: opportunity exists only in the mind of the entrepreneurial manager, and is therefore too subjective or too elusive to use as a benchmark. But the former is eminently suitable as a focus for performance. Is the firm winning or losing in relation to its closest competitors? Except where the activity portfolio differs markedly among competitors, one particularly powerful measure is the firm’s share of the aggregate economic value added by all the firms competing for the same customers – and how this share is changing. A firm can justifiably be said to be winning if its share of the wealth created by the strategic segment of which it is a member is growing faster than that of its rivals.

The task for accounting is to design and administer financial accounts that track competitive performance. If the accounting function is to contribute to the business it serves, it must be radically re-engineered to place the concept of economic added value at the heart of its measurement system and to use it routinely to track the ebb and flow of competitive position.

[image: image] Winners are motivated more by meeting a need than a target

Source of error: performance targets

“Don’t aim for success – the more you aim at it and make it a target, the more you are going to miss it. For success, like happiness, cannot be pursued; it must ensue, and it only does so as the unintended side-effect of one’s dedication to a cause greater than oneself or as the by-product of one’s surrender to a person other than oneself. Happiness must happen, and the same holds for success: you have to let it happen by not caring about it.” Victor Frankl

WINNERS ARE MORE LIKELY to set out to serve than to win. This is a particular case of a general rule, sometimes called the oblique principle. This rule suggests that we do not normally get what we aim for. Companies with purely financial objectives are not as profitable as those with more customer-centred objectives. For example, James Collins, who has researched enduring great companies for some 20 years, found that companies that set out to maximise profits end up being less profitable, on average, than those with more “visionary” goals. Indeed, this “round-about method of thinking” has always been at the heart of the marketing concept: winners discover that the best way to enrich their shareholders is to focus their collective efforts on creating value for their customers. Shareholder returns are, in this sense, a by-product of the ability to create a continuous flow of repeat customers.

Peter Drucker, one of the founders of management as a field of study, famously made the point that “the purpose of a business is to create a customer”. Economic profit is the reward that markets bestow on those firms that succeed in this endeavour. In other words, profit may well be the most reliable measure that we have of a company’s success – and of course it also provides the fuel for a business to continue to create a sustainable population of repeat customers – but as an objective for the business and as a focus for the activity of its employees, it is counterproductive.

Likewise, the method of thinking that uses anticipated cash flows rather than anticipated competitive market response to judge the viability of any particular strategy is flawed. The focus of investment appraisal should be upon the reasons for believing that one strategy will beat another, not upon ways of configuring the cash flow estimates to yield the right new present value. It is notoriously easier to invent positive cash flows than viable winning strategies. Cash flows are the consequence of strategies, not their justification. Financial markets are fair. A positive net present value is the reward that markets give to firms for competing effectively in customer markets. Cash flow projections merely add a disingenuous element of spurious precision.

The oblique principle also has many other applications in business. For example, financial measures of performance are a lousy way to motivate employees. Most of us do not go to work to enrich shareholders even though we recognise the virtues and merits of capitalism. We go to work to express our talents, to earn a living, to socialise with colleagues, to participate in exciting projects and perhaps to make a difference to the world. Effective organisations play to these motives. Winners seek to fulfil the higher needs of their employees.

[image: image] The difference between winners and losers is less their aims and more their methods

Red herrings: vision and mission statements

“When we deliberate, it is about means, not ends.” Aristotle

A POWERFUL APPLICATION of the oblique principle lies in the finding that goals are better achieved by focusing on the underlying belief system rather than on the goal itself. As the proverb has it: the road to hell is paved with good intentions.

What differentiates firms is not their respective aims and objectives, but their beliefs and assumptions. “What sets us against each other is not our aims – they all come to the same thing – but our methods, which are the fruit of our varied reasoning.” This principle, put forward by Antoine de St Exupéry, author of Le Petit Prince, builds on Aristotle’s observation that men generally agree on what they are seeking to achieve but disagree on how to go about it. The modern fetish for visions, missions, objectives, targets, key performance indicators, milestones, budgets and all forms of promises, intentions and commitments is invariably deployed as a substitute for the much tougher discipline of discovering market insights.

In business, true beliefs deliver much greater wealth than virtuous goals. (It is much the same in politics.) Productive strategic debate focuses on the market assumptions that discriminate between competitors, not on the policies, processes or principles that are simply the expression of these assumptions.

[image: image]

The shortest distance between two points may not always be a straight line

Performance is a return on right beliefs, not right intentions. The choice of strategy is not between outcomes but between means. The creation of economic value makes sense as a firm’s goal but not as a firm’s strategy. Nor does growth or profitability or market share or any other measure, financial or otherwise, make sense as a strategy. These may well be the outcomes of the strategy, but they are not the inspirational sources of the strategy. The language of strategy typically includes phrases such as cost leadership, or total quality, or market segmentation, or product innovation, or process improvement, or technological leadership, or speed to market, or operating efficiency, or service differentiation. Strategies that jump straight to these generic descriptors of policy without first discovering some new fact about, or insight into, the preferences or behaviours of actual or potential customers simply short-circuit the real work of strategy. Thus strategy is not synonymous with a firm’s core competence, or its process architecture, or its scale, or its cost position, or its reputation. These sources of competitive advantage are as much the prized consequence of a winning strategy as its goal.

[image: image]

The universal, all-purpose mission statement

Strategic planners too often assume that the delivery of competitive advantage demands little more of them than a statement of strategic intent or corporate vision, and they dump onto the firm’s operating managers the task of turning that aspiration into reality.

[image: image] The greatest threats to corporate performance are internal, not external

False trail: serial scapegoating

“Companies fall prey to active inertia – responding to even the most disruptive market shifts by accelerating activities that succeeded in the past.” Donald Sull

“Do not repeat the tactics which have gained you one victory, but let your methods be regulated by the infinite variety of circumstances.” Sun Tzu

“We are what we repeatedly do.” Aristotle

GREAT BUSINESSES SURRENDER their leadership position when they become prisoners of their own dogma.

Companies are rarely brought low by external forces. The majority of corporate crises, sometimes called “stall points”, when revenue growth slackens dramatically or even reverses, are self-inflicted. The two root causes of stall points are myopia and complacency. Myopia is the failure to recognise market discontinuities until it is too late to respond effectively. Complacency is the belief that the company’s strategy is invincible.

Research by the Corporate Strategy Board has shown that uncontrollable factors external to a company – such as regulatory actions, economic downturns, geopolitical events and currency fluctuations – account for fewer than 20% of stall points. For over 80% of them the causes are internal and controllable. It has been said that “companies are rarely killed; they prefer to commit suicide”.

Of the controllable factors, the most important are strategic errors, such as the mismanagement of innovation, over-reliance on a dominant position, the premature abandonment of a core business, loss of strategic focus, or neglect of a disruptive technology. Others are organisational failings, such as weak team-working at the top, a poor mix of performance measures, inept processes, or inaction of the board.

[image: image]

The root causes of stall points

Source: Conference Board

From this, we can infer that the greatest threat to performance comes from within the firm and that a large part of performance management should therefore be dedicated to immunising the firm against these internal pathogens. Winston Churchill observed: “War is little more than a catalogue of mistakes and misfortunes.” This is a variant of the “cock-up theory of warfare”:

[image: image] Armies make a cock-up of everything.

[image: image] The more they try to do, the greater the chances of a cock-up.

[image: image] The best way to win battles is to do nothing and wait for the other lot to cock things up.

Fully recognising the perils of incompetence and error, winners generally look to their own actions and assumptions when things go wrong. They guard particularly against complacency and myopia. By contrast, losers prefer to find excuses and scapegoats for their performance. They are more likely to give a greater role to external forces, blaming such factors as the economy, the populace, the government and the weather when performance dips.

[image: image] It is better to be first than it is to be better

Misconception: the construct of rational economic man

“It’s much easier to get into the mind first than to try to convince someone you have a better product than the one that did get there first.” Al Ries and Jack Trout

THE MOST POPULAR EXPLANATION for differing market shares lies in differing levels of quality. The brand leader, so the argument goes, is the one with the best product or service offering, while the brand “followers” are characterised by inferior products and services. The lesson drawn from this supposed correlation is that share is the reward for functional quality (what economists call “utility”) and that gaining share from competitors depends essentially upon making credible, evidence-based claims of product improvement. Competition is assumed to be a battle between products along quality lines. The leaders deserve to be leading by virtue of the objective quality built into their offering.

There is scant evidence for this view. Market shares are more reliably explained by order of market entry than by measures of utility. One of the largest corporate-performance studies, the Profit Impact of Marketing Strategy (PIMS) database, supports this line of argument by showing that pioneers have an average market share of 29% in consumer markets compared with the late entrants’ 13%. In industrial markets, the numbers are 29% and 15% respectively. In other words, if you had to explain market leadership in terms of a single variable, you would be wise to point to the firm that created the market.

Markets have addictive properties. Once established as the market creator and leader, this position is difficult to dislodge. Markets, like mountains, have a single summit; and buyers have an irrational and enduring bond with the brand that sits on the summit. It usually takes more than technical arguments of superiority to dislodge a leader, particularly if the leader invests in maintaining its reputation for sales supremacy and market dominance. This position is inherently self-reinforcing. In this sense, the brand leader “owns” its market.

Most of us would like to believe that markets are a fair contest in which, at least over the long run, the best product wins out, with equilibrium being the state of affairs where comparative popularity has settled down into becoming a true reflection of comparative quality. Any change in relative quality will change the balance of market shares. But this view would seem to be false. Al Ries and Jack Trout, in their books on the “immutable laws” of marketing and branding, have shown that “it pays to be first”:

Many people think marketing is a battle of products. In the long run, they figure, the best product will win. Marketing people are preoccupied with doing research and “getting the facts”. They analyse the situation to make sure that truth is on their side. Then they sail confidently into the marketing arena, secure in the knowledge that they have the best product and that ultimately the best product will win. It’s an illusion. There is no objective reality. There are no facts. There are no best products. All that exists in the world of marketing are perceptions in the minds of the customer or prospect. The perception is the reality. Everything else is an illusion.

The practical implication of this line of argument is that it is wasteful to compete for share. Day-to-day rivalry is a misuse of scarce resources. Winning depends upon a rather small number of significant inventions that offer a firm a chance to create and “own” a market and then reap the twin rewards of sales dominance and sales resilience. Yet few marketing budgets reflect this reality. Most marketing funds are spent on tit-for-tat rivalry rather than pioneering marketmaking.

It is also important to define carefully what is meant by being “first to market” or, in the language of economics, a “first mover”. It echoes the important distinction between inventors and innovators. Inventors bring something new into the world; whereas innovators succeed in the rarer and more difficult task of using what is new to solve a problem that is important to people. First-mover advantages do not accrue to those who are first with a new idea or even a new product but to those whose products and services are first to win the approval of users and, in so doing, build a customer franchise. Only the market can determine who is the true first mover.

This is akin to the “fast second” thesis of Constantinos Markides and Paul Geroski, strategy experts and writers, who argue that most market leaders are not those who were first to make available to markets radically new technologies but those who were first to scale up these technologies into mass-marketable products and services. Making a market relies less on the creative skills to be technological pioneers and more on the entrepreneurial skills of translating these new ideas into highly desirable, affordable and available market offerings. Online bookselling, for example, was invented in 1991 by Charles Stack, the owner of a bookshop in Ohio. It was not until 1995 that Amazon entered the market and turned Stack’s idea into a mass market. For the purposes of this argument, Amazon, not Stack, is the real first mover. Stack’s part in the process was to be merely the “first thinker”.

[image: image] Losers are typified by the “catch up” strategy of “a better product at a lower price”

Source of error: blind-paired comparison tests

THE VAST MAJORITY OF COMPANIES, when planning for growth, base their marketing strategy on a superior product when benchmarked against the competition. Procter & Gamble calls this strategy, “winning in a white box”. Most research departments and most business development activities are dedicated to this kind of rational stratagem. Marketing is then given the job of persuading prospects to change their brand preferences and their buying habits.

There are several problems with this strategy. First, competitive benchmarking is based on the illusion that buyers base their purchases on objective tests of product quality. The reality is that people use a multitude of quality cues other than those of the product itself when forming their buying preferences. Malcolm Gladwell, explaining the marketing disaster attributed to Coca-Cola when they responded to the proven superiority of Pepsi-Cola in blind taste tastes by reformulating their own cola and launching it as “New Coke”, put it this way in his book Blink:

It wasn’t just that they placed too much emphasis on sip tests. It was that the entire principle of a blind taste test was ridiculous … Because in the real world, no one ever drinks Coca-Cola blind. We transfer to our sensation of the Coca-Cola taste all of the unconscious associations we have of the brand, the image, the can, and even the unmistakable red of the logo.

Second, buyers are emotionally invested in their historical choices. They like what they know. They prefer what is familiar to what is unfamiliar and therefore tinged with risk. They like to keep reaffirming the rightness of their original choice (“I’ve always had a Buick”). It is less a feeling of loyalty to an old familiar brand than comfort with a habit that has served them well.

Third, market followers typically assume that acquiring customers requires beating market leaders. Armed with a better product, they set out to displace the incumbent supplier. They cast the challenge in the form of switching the loyalties of customers, changing their habits, and altering their tastes and preferences. But “brand switching” is a misnomer. Buyers do not “switch” brands as is commonly assumed. They rarely change their allegiance from one favourite brand to another. They “cycle through” a portfolio of three or four acceptable brands within the same category, albeit by giving most of their purchases to their favourite. In other words, what looks like “switching” is really “cycling”. People are not loyal to a single brand but to a small repertoire of available brands. More important still, people do not like changing their habits. They are remarkably “loyal” to their portfolio, particularly to their favourite brand within that portfolio, which typically accounts for 75% of their purchases of the category. People generally stay with what they know and stick with what they have.

Coming late into markets and hoping to steal share on the back of “a better product at a lower price” is virtually doomed to failure, even though it could be said to describe 90% of all the competitive strategies in the world. It is rarely a good policy to attempt to steal share from incumbents rather than to make a market in something genuinely new and different. Most market leaders owe their leadership to the fact that they created the market that they now find themselves dominating and defending. The dynamic for which capitalism is justly famous resides less in intercompany rivalry in existing markets and more in the invention of wholly new business models and the obsolescence of whole industries. In other words, strategy is not about attacking or defending market position, but about the making and unmaking of entire markets.

[image: image] Incompetence explains performance differences better than competence

Antithesis: the sense of infallibility

“I’ve often felt there might be more to be gained by studying business failures than business successes. In my business, we try to study where people go astray and why things don’t work … If my job was to pick a group of ten stocks in the Dow-Jones average that would outperform the average itself, I would probably not start by picking the ten best. Instead, I would try to pick the 10 or 15 worst performers and take them out of the sample and work with the residuals. It’s an inversion process. Start out with failure and then engineer its removal.” Warren Buffett

“One does not learn by doing something right. All that one can derive from doing something right is confirmation of what one already knows. This has some value but not as much as what one can learn from identifying and correcting mistakes.” Russell Ackoff

SUCCESSFUL COMPANIES TYPICALLY OPERATE the kind of inversion process that Warren Buffett, a celebrated fund manager, advocates. Whether consciously or not, they filter out – and immunise themselves against – many forms of insidious error that routinely afflict less successful companies.

There are certain systemic sources of incompetence in companies. First, incompetence comes in more standard varieties than competence and therefore it lends itself more naturally to codification and analysis. In other words, incompetence is more patterned; and therefore it can be defined more easily in terms of a small number of law-like formulations. Second, effective management can be defined as the minimisation of mismanagement. In short, good managers avoid the systemic pitfalls, tripwires and errors that, lumped together, we call “organisational incompetence” and “managerial bias”.
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Seven sources of systemic bias in managerial decision-making

Incompetence means something much stronger and more toxic than merely the absence of competence; it means a deep seam of counterproductive habits that form an essential part of a company’s culture. These habits, often based on mistaken assumptions, particularly about human nature, typically show up in an organisation as misguided policies, maladroit processes and dysfunctional practices. Studies of systemic bias in the perception of risk and the making of decisions, such as those conducted by Amos Tversky, a cognitive and mathematical psychologist, and Daniel Kahneman, a psychologist and Nobel laureate, have shown that managerial judgment is likely to be systematically flawed. Behavioural economists are increasingly demonstrating how our faith in rational choice is generally misplaced.

Incompetence seems to discriminate between companies – and thereby explain performance differences between them – more clearly and dramatically than does competence. In other words, incompetence is a better predictor of corporate failure than competence is of corporate success. Thus, it might be said that management has a greater impact on performance when it reduces the baleful effects of incompetence than when it tries, usually unsuccessfully, to exploit whatever the company identifies as its innate and distinctive competence. In the same vein, Buffett sees failure as intrinsically more interesting and worthy of study than success.

It is important not to confuse incompetence with mere error. Incompetence betrays a certain embeddedness and incorrigibility. As a result, it is not naturally self-correcting or self-limiting. Indeed, this is what sets it apart from concepts such as error, miscalculation, accident, mistake, oversight or slip-up.

When we reflect upon an error, as in the phrase “trial and error”, we are more likely to find mistakes that are contingent and temporary. Making mistakes is part and parcel of the fallibility of all human projects. In particular, it is a natural feature of anything experimental in a world as unpredictable as that of business. Its risk is the price of all entrepreneurial endeavour.

The distinction between incompetence and error gives us a definition of mismanagement – and a relatively reliable and straightforward way of recognising it in action. Mismanagement is the practice of coming down hard on all sources of error in an enterprise while remaining sublimely indifferent to the perils and causes of incompetence. Put simply, it is the habit of mind that admonishes those who do things that go wrong, while tacitly condoning those who do not do things that could have gone right. This forlorn habit is a reliable recipe for encouraging managers to do as little as possible.

Mismanagement would seem to be a deeper concept than management. First, it is a richer phenomenon in so far as it lends itself more fruitfully to scientific understanding. Success, wherever it occurs, is a singularity; whereas failure clothes itself in a rather small number of generic forms. Second, mismanagement has a disproportionate impact on performance, albeit for the worse. An analogy can be made with the philosophy of morality. Almost all the great moral codes for living well give more weight to vice than to virtue. Seven of the ten Christian commandments take the form “Thou shalt not …”. It is as though the negative concept of sin has more “purchase” on the soul than the positive concept of virtue. Again, Buffett’s inversion principle applies. The moral life is marked as much, if not more, by the absence of sin as by the presence of virtue.

[image: image] Markets are self-structured to produce few winners and a long tail of losers

Source of error: linear thinking

“Our research shows that in most firms, more than half of all customer accounts are not profitable, and 30% to 40% are only marginally so. It is often a mere 10% to 15% of a company’s customer relationships that generate the bulk of its profits.” The MAC Group

“At the heart of the 80/20 principle is a counter-intuitive yet prevalent fact – the profound imbalance, lopsidedness and lack of correspondence between effort and reward – what scientists call nonlinearity. The universe is wonky, yet we still expect an equal ratio of cause to effect.” Richard Koch

WEALTH IS CREATED by a disproportionately small number of businesses. Only a small proportion of firms are creating the bulk of the world’s wealth. The mean rate of return earned by businesses across the world is only sufficient to cover the cost of capital. The distribution pattern of these rates of return is heavily skewed, with the majority of firms failing to earn their cost of capital and only a minority of firms returning value to shareholders. The economic prosperity of the world is disproportionately the result of the skills and efforts of a few strategists in a few companies. Just as 20% of the world’s population owns roughly 80% of the world’s wealth, so far fewer than 20% are probably responsible for creating more than 80% of its wealth. This is the significance of business strategy.

Most firms are pursuing losing strategies. In any competitive domain, only one strategy, by definition, will be gaining on all the others. Thus, in a domain of ten rivals, there is a 90% chance that any one of the ten strategies is losing to at least one other. Since value is being created or destroyed by the quality of the business strategy more than by any other variable under management control, the majority of strategies in play are likely to be destructive of value. Wise strategists acknowledge the frailty of their strategy and the fallibility of their own judgment. They recognise that, more likely than not, they are the author of a losing strategy.
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The Pareto principle: a typical 80/20 chart, whether by product group of by customer segment

Bias is built into managerial capitalism. As first noted by Vilfredo Pareto, an Italian economist and philosopher, losers in markets dramatically outnumber winners. Economically, 80% of the result, however defined, may come from just 20% of the effort. For example, 80% of a market’s revenues, or profits, or growth are likely to be concentrated in 20% of the firms comprising the market. A handful of companies dominate any one of the major industries of the world. Furthermore, within any individual company, whether a winner or a loser, 80% of its value will be concentrated in just 20% of its products, 20% of its customers and 20% of its employees. In other words, much to the consternation of egalitarians, a rather small number of people in the world make all the difference. Most of us are the lucky beneficiaries of this talented minority.

So the first and most obvious explanation for strategic failure is that it is an intrinsic part of the numbers game that we call capitalism. In any game, of course, there has to be a loser. In the “game” of evolution, for example, the distribution of species by population closely resembles the distribution of firms by performance. In markets with numerous players, there will therefore be many losers. But why, it is sometimes asked, is the graph that separates a small number of winners from a large number of losers so steep? How do such seemingly trivial differences in the objective quality of competing products and competing firms get exaggerated to form such dramatic differences in their popularity and success? This, on the face of it, looks unfair. But is it any less fair than the outcome of the evolutionary struggle for survival by species?

[image: image] Success is its own multiplier

Misconception: utility as the measure of customer value

“Winner takes all.” Anon

“Opportunities multiply as they are seized.” Sun Tzu

IN MARKETS, THERE IS A RELIABLE RULE that “nothing succeeds like success”. Buyers treat the popular success of a brand as a clear and unbiased indicator of its true merit. What more trustworthy indicator of value could there possibly be than market acceptance? “A million other buyers can’t all be mistaken.” And the more that people act on this dubious assumption, the more biased – and seemingly unfair – the distribution of companies and brands by relative performance then becomes. Success begets success. And, just as surely, failure begets failure. This feels unfair because the process is clearly irrational in so far as people are making sweeping judgments on the basis of extremely limited data.

When buyers choose brands, two powerful psychological processes are clearly at work: contagion and habituation. Contagion is the process by which people imitate each other. “I’ll have what she’s having,” as Meg Ryan once said. The more popular something becomes, the more it is endowed with qualities that make it even more popular. Habituation is the process by which we imitate ourselves. We become addicted, so to speak, to what we have tried and found we liked. We are habit-forming creatures. Both of these psychological processes exploit the principle of least effort. When the consequences of making a non-optimal choice between alternative options are trivial, it makes no sense to invest enormous effort in making the well-informed choice. Most of the brand choices we make are relatively mundane in the grand scheme of things. Using popularity as a surrogate for quality tends to make for a simpler and less stressful life.
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The virtuous spiral of competitive success

Other surrogate variables include familiarity, notoriety, visibility and availability. Andre Gabor, one of the first behavioural economists, showed that price is used by buyers as an extremely reliable indicator of quality – in contrast to the economist’s more traditional view that price is seen simply as the cost of something and carries no other symbolic significance. There is evidence that weight of advertising too is treated by consumers as indicative of intrinsic merit. Experienced buyers, just as much as venture capitalists, are entrepreneurial in the way that they interpret market signals and draw inferences from limited data.

At its worst, contagion can lead to a runaway bandwagon effect, where the link between popularity and intrinsic merit is entirely broken and consumers end up endlessly imitating each other – in a low-level rerun of Dutch tulip mania. Similarly, habit can become dangerously irrational when the “addict” is inhibited from trying anything new or different and the consumer becomes totally brand loyal. In both cases, the buyer is relying on a paucity of data, leading to seriously suboptimal choices. In most markets, however, these sources of irrationality are more than offset by the increasing wealth of information made available to buyers and sellers.

The lesson for strategists is straightforward: many business strategies fail because they rely wholly upon the intrinsic qualities of the product to build market share and neglect the importance of creating the conditions, particularly the perception of the product’s popularity, that favour contagion and addiction taking hold.

[image: image] Most marketing efforts serve only to reinforce the status quo

Source of error: market share warfare

“Defining a market is the basis of the segmentation, targeting, and positioning strategies and ultimately of the definition of the marketing mix. Repeated segmentation leads to hyper-fragmentation of markets … these innovation policies do not create new categories or new markets. The innovation always occurs within the category where the idea originated.” Philip Kotler

THE SYSTEMATICALLY SKEWED DISTRIBUTION of market competitors, whether by sales, market share or financial performance, has been called “natural market structure” by Robert Buzzell, a Harvard Business School marketing professor. It is “natural” on account of both its normality and its innate logic. It is an artefact of certain deep-seated choice processes, such as habituation and contagion.

In most markets, the sales of any one brand relative to the sales of the next larger brand are a constant. This has been called the law of market share proportionality. The average value of the proportionality constant is 67%. In other words, brands are, on average, about two-thirds the size of their next larger competitor. As markets mature, so share differences between competitors diminish (albeit slowly) and so the value of the constant rises with the age of the market. An “average” market with a constant of 0.67 will typically have four major competitors whose shares are roughly 40%, 25%, 15% and 10%. The remaining competitors will share the residual 10%.

The notion of market-share “stickiness” refers to the fact that, once a market settles into such a pattern, the market-share rankings of the leading competitors become remarkably stable. It is rare for any of the top four brands to change position. Why is this?

The short answer is that buying habits die hard. Buyers are predisposed to stay with the brands they know and like. It is partly laziness (sometimes grandly called “the principle of least effort”), partly risk aversion (minimising the economic and psychological “costs” of switching suppliers) and partly cynicism (treating endlessly repeated claims and counter-claims of product superiority with scepticism).

More generally, it is exceedingly difficult to change someone’s mind once it is made up. This would be the equivalent of a direct assault on a well-entrenched, well-defended enemy. As in warfare, defending a position is far less expensive than attacking one. It is sometimes claimed that defenders enjoy a 3:1 advantage. In other words, an attacking force, to have an equal chance of victory, would need to be at least three times the size of the defending force. Applying this analogy to markets, it is much cheaper to retain a customer than to win a customer from a competitor. Economic logic would suggest therefore that most marketing effort should go either on sustaining the loyalty of existing customers or on breaking the rules by inventing a wholly new category. Marketing effort is wasted when it goes on predatory tactics in an effort to steal share from competitors.

[image: image] Morality is not possible without the freedom afforded by the market

Antithesis: stakeholder theory

“In almost every corner of the earth, people are living longer and their lives are more prosperous, more pleasant and more peaceful. Capitalism – a much maligned beast in recent years – is coursing through the world, driving profound changes for the better, especially when allied to technological advances, urbanisation and good governance.” Ian Birrell

EVEN THE SEVEREST CRITICS of capitalism recognise that markets have an extraordinary capacity to enrich the world. Wherever the combination of property rights, open capital markets, long-term funding and entrepreneurial activity has been found, the result has been an unparalleled growth in prosperity. Friedrich Hayek, an economist and Nobel laureate, even claimed that most people alive in the world today owe their very existence to the productivity that markets enable:

We owe not only our prosperity, but our capacity to maintain a population as large as that to which the Western world has grown, to obeying certain traditional rules or morals, essentially the rules of property and family, whose functions we have never understood, which people dislike because they do not understand their function, and against which the great revolutionary movements of our time, socialism and communism, are directed.

Why, then, does capitalism get such a bad press? Why is it generally seen to be based on immoral motives, such as greed and selfishness, and to lead to immoral outcomes, such as materialism and inequality? Why do so many intellectuals affect to tolerate it but not to praise it?
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The relationship between national prosperity and economic freedom

Source: Fraser Institute, Economic Freedom of the World: 2011 Annual Report

First, those who berate the imperfections of capitalism point to the present-day gap between the rich and the poor as evidence of the malign effects of “the law of the jungle”. But a fairer comparison would be between the poor of today and the averagely well-off in earlier times. Martin Wolf, an economics commentator, writes:

All complex societies are unequal. In all societies people (generally men) seek power and authority over others. But, among sophisticated societies with an elaborate division of labour, societies with market economies have been the least unequal and the inequality they generate has been the least harmful.

In the things that really matter, such as living our lives as we choose and possessing the same legal rights as everyone else, capitalist societies are the most egalitarian in history. In a liberal democracy, no single individual, however wealthy or illustrious or powerful, exerts anything like the degree of influence over other people that is exerted by the ruling elite in an authoritarian society.

Second, those aspects of capitalism that people abhor are those aspects of human nature that are generally found to be unattractive. In other words, markets act as a mirror to the human race. The television programmes that people choose to watch, the newspapers that they choose to read, the retail stores that they choose to patronise and the merchandise that they choose to buy simply reflect the tastes and preferences of human beings. It is true that markets are much better at satisfying the needs and wants of the majority than the idiosyncratic desires of small minorities, just as they are much better at rewarding hard work and enterprise than, say, fostering the virtues of love and altruism. This is because markets, like democracy, place their trust in people to make their own choices in their own interests. Those who despair at the choices that ordinary mortals make under conditions of freedom are betraying their own disdainful attitude towards humanity as a whole.

Except where markets have enabled dominant suppliers to restrict choice and abuse their power, the profit motive is neither more nor less moral than the “wage motive” or the “price motive” or indeed the “happiness motive”. In a market, each of us is trying to lead our own life in our own way – but without harming others’ attempts to do likewise. Wanting the best for ourselves can be achieved in a market economy only by engaging with others in mutually beneficial transactions that also happen to serve their wanting the best for themselves.

Finally, without the economic freedom that only markets can create, morality is meaningless. If a choice is not freely made, it cannot be endowed with moral quality. Forcing people to be virtuous is neither virtuous in itself nor can its results be described as virtuous.




End of sample




    To search for additional titles please go to 

    
    http://search.overdrive.com.   


ops/images/f0025-01.jpg
OUR STRATEGY

“I guess that's pretty
straightforward then”

.






ops/images/f0134-01.jpg
goodintenions [

Tt

clever talk
substituting for action

habits driving
out originality

fear preventing
experimentation

measurement
distorting judgment

defensiveness
inhibiting trust





ops/styles/page-template.xpgt
 

   

     
	 
    

     
	 
    

     
	 
	 
    

     
	 
    

     
	 
	 
    

     
         
            
             
        
    

  

   
     
  





ops/images/f0048-01.jpg
(GDP per head (USS), 2009

4,545

14,961

6,464

31,501

8 2

economic freedom quartile






ops/images/f0054-01.jpg
COMPETITIVE OPTION

we invent a range of é —rey
alternative strategic ideas N

N

PREDICTIVE THEORIES

we anticipate the we anticipate the
response of our response of our
customers competitors

N

STRATEGIC DECISIONS

inthe light of these predictions
we choose the most competitively
advantageous course of action

J

PERFORMANCE OUTCOMES

'we measure the results
= and revise our theories

we improve our ideas ——

\






ops/images/f0xiv-02.jpg
our their
uncommon uncommon
sense sense

TRUTHS

FALSEHOODS
our their
uncommon uncommon

nonsense nonsense







ops/images/f0173-01.jpg
DISCORD

ACCORD

the illusion

of alignment o
zone of EDGE
organisational e e
power
the ilusion

zone of of foresight
CONTROL strategic

planning

CLARITY

AMBIGUITY






ops/images/f0xiv-01.jpg
their uncommon
beliefs

our uncommon
beliefs






ops/images/f00xv-01.jpg
the common sense
of the industry

TRUTHS

FALSEHOODS

the common nonsense
of the industry





ops/images/f00xv-02.jpg
the set of beliefs
that we seek to grow

the set of beliefs
that we seek to shrink





ops/images/logo.jpg
FSC

ixed Sources

R





ops/images/f0008-01a.jpg
high unit price

low unit price

Porsche.

unique products

*Long-term return on invested capital

e
IR
"oty e
N O
S unique processes
)
a Toyot:
Honda Toyota
Ford 50
o
w
5y
plagiarists S
N
high unit cost Tow unit cost

eighted average cost of capital.





ops/images/f0129-01.jpg
STRESS

* STATE OF FLOW

level of challenge

BOREDOM

level of talent





ops/images/f0026-01.jpg
“We will be a leader of
our industry in the future,
committed to delivering
excellent quality and service
to our customers, increasing
returns to our shareholders,
showing responsibility to the
environment, exemplifying
the highest ethical standards,
and building a highly
motivated workforce...”

.,[])\ulhu//mr/l[l(//u .|||\/

A





ops/images/f0183-01.jpg
performance

GOAL

~ o 7 getingworse

10 get better

incremental
improvement

time





ops/images/f0152-01.jpg
personal
autonomy
and individual
initiative

MARKET

forms of organisation ~

UNHAPPY COMPROMISE:
disorganisation and
disempowerment

AN

N

HYBRID ORGANISATION:
internal markets and
collaborative creativity

HIERARCHICAL
forms of organisation

organisational
alignment and
collective purpose





ops/images/f0043-01.jpg
price premium

BRANDING

relative fame and
perceived value

market share

—

sales growth

relative scale
and experience

LEARNING

unit cost advantage





ops/images/f0078-01.jpg
1(x)

best idea (on average)
generated by a single team
-

best idea (on average)
generated by
" 2independent teams

best idea (on average)
generated by
Sindependent teams

’d

low

distribution of ideas by quality (x) high





ops/images/f0114-01.jpg
tougher

targets
{ questions \

tigher TRADITIONAL  presqurc on
g TREADMILL  peimance LEA"N'NC)-jm
% experiments’
sronger
rewards &

nnetings





ops/images/f0088-01.jpg
relaxed
and diffuse

GAZE

focused
and specific

THE POET THE ARTIST
introspection reverie
/.
0
THE LOGICIAN THE SCIENTIST
analysis scrutiny
AL

Y —\

]

inner world

OBJECT

outer world






ops/images/9781847658210.jpg
Why some or ganisations
consistently outperform other

- common
sense
common

~ sense

Jules Goddard
and Tony Eccles






ops/images/f0036-01.jpg
Loss aversion
Emphasising only the downside rsk of any option, causing
indecisiveness in the face of acceptable risks

Overconfidence
Exaggerating one's own prospects and underestimating possible
threats, leading to over-optimistic forecasts

Sunk cost effect
Throwing good money after bad, preferring to lose even more
money on a lost cause than admit to an earler failure of judgment

Herding instinct
Taking reassurance from being part of the pack
rather than venturing out on one’s own

Mental accounting
Valuing an investment less on its objective merits than on one’s
relationship with its proponent

Anchoring
Seeing only part of the picture, such as valuing a business on
the basis of its past record rather than its competitive potential

False consensus

Making the untested assumption that everyone
else shares your point of view and setting aside
any countervaiing evidence






ops/images/f0057-01.jpg
competitor A competitor B

As
uncommon
sense

Asand Bs
common
sense

B's
uncommon
sense

TRUTHS

As
uncommon
nonsense

Asand Bs
common
nonsense

B's
uncommon
nonsense

FALSEHOODS





ops/images/f0063-01.jpg
Thinking
s0asto do

Doing
50 as to think






ops/images/f0067-01.jpg
UNDERPEFORMANCE DISCOVERY

sense of stuckness mood sense of exploration
HABITS EXPERIMENTS
unproductive rituals practice expanded options
ORTHODOXY HERESY
formulaic thinking ~~ theory  contrarian thinking

INVERSION OF BELIEF





ops/images/f0xiii-02.jpg
beliefs that
we and they
have in common






ops/images/bull.jpg





ops/images/f0011-01.jpg
Strategy

Off-shoring
Co-sourcing
Right sizing

Up-skilling

i A
‘And what about our product strategy? Re-engineering

Any suggestions for that?”

\

De-leveraging





ops/images/f0xiii-01.jpg
our belief systen their belief system





ops/images/f0155-01.jpg
“What gave you the idea of trying ...?”

“Vm taking the view that ..."
“What happens if you assume that ...2"
“Itfollows from what you are saying that i .., then ...”
“Is that actually the case?”
“That's a good question.” (ie, about a true weakness)
“That result squared with my hypothesis.”
“So obviously that idea was out.”

“My results don't make a story yet.”

“I don't seem to be getting anywhere.”






ops/images/f0008-01.jpg
]
H
H
H

°
Porsche.

6%0
NN

e;s" Ve 'VALUE CREATION
N

N

N

N Mercedes

BMW.

NS
~
@i \\ Nissan o Toyota
rom?w ST O o ©
W P Hyundai
R0
Fi N
VALUE DESTRUCTION S
s

o
© Renault
it

high unit cost Tow unit cost





ops/images/f0190-01.jpg
focused

ATTENTION

distracted

COMPLIANT

PURPOSEFUL

CASUAL

FRENETIC

lethargic

VITALITY

energetic






ops/images/t0225-01.jpg
chosen strengthening | growing a enhancing adding an
themes of the the innovation | new service organisational incubator to
experiments | processesin | businessin learning within | the structure
Danone Danone Danone of Danone
synergies to be | working across | working, working across | working across
captured functional across activity | geographical [ business
boundaries, boundaries, boundaries, boundaries
particularly R&D | particularly particularly into “whi
andmarketing [ productsand | Asia and Europe | opportunities”
services
Tocus of change | Danone's Danone's Danone’s Danone's
processes business model | corporate model | structure
concept of value | managing deepening ‘exchanging growing Danone’s
against the grain | and broadening | leading internal | “innovation
of the structure | the customer | practices premium’” in the

relationship.

capital markets






ops/images/f0004-01.jpg
economic

profit
PURSUIT OF winning firms
STRATEGY
“the courage
to be different”
(Porter)
COMMODITY MONOPOLY
PRESSURE OF
COMPETITION
)
}\ “the gale of creative
losing firms destruction”
(Schumpeter)
economic

loss





ops/images/f0014-01.jpg
1223 5501l
Bupanosino

uonnaduio> paseq-auy

Bupndenuew uea|

Wowbevew fyent 1oy

sapup fuenb

Sauope) pasno0y

2000

1990

1980

1970

a1es uopdope






ops/images/common.jpg





ops/images/f0081-01.jpg
“INVEST
before you
INVESTIGATE.”

“Think like an amateur.”

“A progression

of small surprises.”
“Buy with no particular

long-term objective.”
“Most stocks | buy are a mistake.”

“I spend about 15 minutes
a year on economic analyss.”
“The way you lose money
in the stockmarket
is to start off with an
economic picture.”  “Buy simple businesses
that anybody could run.”

“Nobody can predict the economy
or the stockmarket or other such
large and general phenomena.”

“How is the sneaker
industry doing?
That's real economics.”

“To make money, you must find
something that nobody else knows.”






ops/images/t0105-01a.jpg
quality management  minimising things going ‘maximising things going

(Tom Peters) wrong Tight

ritcal success factors | control, constraint, contract _ stretch, trust, seli-discipline

(Sumantra Ghoshal) and compliance and support

dominant managerial looking inwards to process,  looking outwards to users,

orientation structure and system for the  markets and discoveries for

(Wolfgang Grulke) next idea the next idea

greatest source of threat | external factors internal factors

(Corporate Strategy Board)

the most dangerous _our largest or fastest growing our own complacency or

competitor or least noticed competitor  myopia or paranoia

the art of new product _ improving the hit rate. increasing the number of hts

development (the probabilit of success  (the number of tials per time
per trial) period)

behaviour towards upbraiding those who tried  upbraiding those who didn't

mistake-makers new things that went wrong  try new things that, ftried,

could have gone right

the dark side making happen what will  anarchic pursuit of anything
happen anyway and everything that comes up





ops/images/f0104-01.jpg
/ targets \ / questions \\

measures CONTROL belet LEARNING ideas
system

& rewards Jk experiments /





ops/images/f0123-01.jpg
There is something | don’t know
that | am supposed to know.

| don't know what it is | don't know,
and yet am supposed to know,

and | feel | look stupid

if I seem both ot to know it

and not know what it is | don't know.
Therefore | pretend | know it

This is nerve-racking

since | don't know what | must
pretend to know.

| KNOW Therefore | pretend to know
EVERYTHING






ops/images/f0108-01.jpg
hierarchical €3y democratic

Do managers get their power from the offce they hold o from the
people who choose to be led by them?

Strategic @Sy opportunistic

Are decisions madie in line with a pre-ordained plan or in response
to an unpredictable and unfolding reality?

individual @3y collective

Is knowledge found in the distributed expertise of specialists or in
the synthesised wisdom of the crowd?

bureaucratic ey adhocratic

Is know-how codified in standard operating procedures or applied
as the changing situation demands?

xtrinsic. ey ntrinsic

Are employees molivated by carrots and sticks o by the joys and
sorrows of the work itself?

instrumental € ethical

Are employees treated as means to an end (*human resources")
o as ends in themselves (“resourceful humans™)?





ops/images/f0158-01.jpg
RI777277] S

PRUDENCE JUSTICE
The ability to judge Proper moderation
between actions between self-interest
with regard to what and the legitimate
is appropriate at rights and needs
agiven time of others
T ICSITIIY N S —————

N

TEMPERANCE COURAGE
The practice of self- The ability to confront
control, restraint, fear and uncertainty,
abstention and or intimidation,
moderation with fortitude and
endurance






ops/images/f0076-01.jpg
exceptionally . ) exceptionally
bad ideas . eminently sensible ideas * good ideas

& the imits of dispassionate —>
discourse, evidence-based

argument and the rational
business case

Which is which? The domain of entrepreneurial judgment





ops/images/f0028-01.jpg
45%

STRATEGIC FACTORS
lack of innovation

premature
abandonment
of core business

rash diversification

38%

ORGANISATIONAL
FACTORS

incompatibilty of senior
team

organisational
design flaws

talent shortage

17%

CONTEXTUAL FACTORS
disruptive technology
recession

regulation

geopolitics

7\ )

—~—

CONTROLLABLE FACTORS

UNCONTROLLABLE FACTORS





ops/images/f0020-01.jpg
performance
relative to
the firm's past

performance
relative to
the competition

N

the domain of
STRATEGY

, Performance

&%
&

the domain of
BUDGETING

\4

performance
relative to
the plan

relative to
the firm's potential





ops/images/f0040-01.jpg
140

120
100 =
15
60
60 4 10
- 35
0 30
20 -4 40
30
0
9% OF SALES -20
20

9% OF PROFITS






ops/images/f0017-01.jpg
economic
breakeven

100%

revenue/cost

& market share =

added value

materials

wages and salaries

capital costs






ops/images/f0061-01.jpg
1 discovering

As
uncommon
sense

3

Asand B's
common
sense

appropriating

B's
uncommon
sense

2 discarding

As
uncommon
nonsense

Asand B's
common
nonsense

4

B’
uncommon
nonsense

relinquishing





ops/images/f0200-01.jpg
radical
advantage

superior
qualities

INNOVATION

below
average

negligible

extremely
effective
@nitpay?  inreasing
efficiency
enhancing
innovation
extremely can it last?
ineffective
low average high

OPERATIONAL EFFICIENCY





ops/images/f0126-01.jpg
skilled
incompetence

defensive organisational
routines malaise
staying in control helplessness
appearing infalible pessimism
not opening up. alienation
saving face eynicism
using fancy footwork ~ defeatism

adopting clever talk
pretending otherwise
not talking about it

blaming others

underperformance
& unmanageabilty






ops/images/f0199-01.jpg
targets questions

‘CONTROL. belief LEARNING
measures AND s AND ideas
ALIGNMENT e DISCOVERY

rewards experiments





ops/images/f0210-01.jpg
what is needed is NOT ...

BUT ...

more knowledge
the latest theories.
stronger alignment
broader consensus
tighter controls
more measures

a clearer vision
new initiatives
greater activity

stronger leadership

the courage and confidence to apply what we already know
the chance to make sense of our own unique experiences

the right to question assumptions and challenge dogma

the obligation to honour and engage with the voices of dissent
the curiosity to explore and experiment with altemative options
the maturity to exercise judgment

the courage to live closer to the edge of chaos and emergence

the self-discipline to do fewer, braver things

the wisdom to live less frenetically and more reflectively

the enlightenment to take responsibiiy for our own choices






ops/images/t0105-01.jpg
CONTROL:
one horn of the
managerial dilemma

LEARNING:
the other horn of the
managerial dilemma

model of performance
‘management

alignment of strategic intent,
targets, metrics and rewards

culture of questioning,
speculating, experimenting
and transforming

logic of organisational
progress (Chris Argyris)

single-loop learning:
bringing performance into
line with budget expectations

double-loop learning: testing
the assumptions driving the
budget expectations

overarching
managerial task

efficiency: doing things right

effectiveness: doing the.
thing

assumed sources of
corporate success

focus, discipline and humility
(jim Collins)

creativity, courage and a
cause worth serving
(Gary Hamel)

definition of rationality
in business

exploiting knowledge:
the application of scientific
discoveries

‘making discoveries: the
application of the scientific
method

the role of facts

o0 provide the raw material

to provide the ammunition

in inquiry for getting new ideas for discarding obsolete ideas
the role of plans promises: to make propositions: to surface
and planning commitments by which assumptions about which

t0 be judged to leam






ops/images/pub.jpg
P

PROFILE BOOKS





