CRIC Business Strategy – Lecture 6

The making of entrepreneurs

They are visionaries

· See opportunities

· Take risks

· Innovate

· Vary in leadership style

· Charismatic

· Aggressive

· Visionary 

· Focused, can be obsessed with one aim

· Harrison (2003: 185-6): must start by dreaming and then act.

Where are they?

· Start-ups

· Richard Branson in the late 1960s / early 1970s 

· Student magazine and shoestring mail-order company

· Relied on friends for investment, ideas – and cheap labour

· Small businesses

· Often pursuing niche or focus strategies

· Turnarounds

· Philip Green, owner of Top Shop (Fletcher 2005)

· Dealing with ‘wicked’ problems, complexity and uncertainty

· Clear and deliberate in vision

· Emergent and open to learning as strategy develops in practice
The paradox of vision and discipline

· The intersection of a need and a solution (Harrison 2003: 186)

· Identify the opportunity

· Find a new way to meet it

· Requires funding: start-up capital from

· Banks

· Venture capitalists

· Corporate partners

· Business angels

· friends and family

They have to become disciplined

· Essential for raising start-up capital:

· Most backers want to see a business plan

· Necessary to get through the first year:

· Businesses with great solutions to well-identified needs can still fail 

· Too much debt

· Too little investment in marketing

· Too little attention to cash flow

· Vital to prepare for going public: 

· Initial Public Offerings of shares require a prospectus and well-documented early results
What of intrapreneurs?

What of those with a vision for changing a business from within? How do they move into a business, or work from within it to change its fortune?

Some of you might like to look at the rise of Tesco during the 1980’s and 90’s. Their ‘pile them high, sell them cheap’ image is long gone.

So, what has to be done to address a failing or underperforming business?

· Change agents – some alter the business 
· Operate within existing organisations – some simply dissect the business and note how change can be applied
· Create new business ventures as

· Project leaders

· Business unit managers

· Champions

· Harrison (2003:183) 






· example of Turbine Technology Services 

· using high-tech diagnostics and satellite communications to create a new form of after-sales service 

· turbine owners didn’t even know they needed it

· David Hamilla had to persuade customers as well as colleagues
Why are intrapreneurs needed?
· Organisations face new challenges

· Technology offers new opportunities

· e-business example (Harrison 2003: 202-5)

· Businesses like to grow

· Link to stakeholder theory:

· Shareholders look for capital growth (rising share prices) not just income flows (dividends)

· Managers like to expand their empires

· Theory suggests: avoid strategic drift, break out of the product life cycle, revitalise your industry

· But resistance to change can be strong
We need to think about change, which is constant in the modern business world and decide how managers react to it.

Impact of change

Rapid change can force businesses to restructure and make changes if they are to retain their competitive advantage. Change will have the effect of making their product life cycles shorter and this will mean constant research and development to try to maintain the right portfolio of products. Firms may find that a product that was a 'cash cow' in their Boston Matrix may quickly become a 'dog'. Research and development cycles will need to be shortened to ensure that they have a new crop of 'stars' for the future.

Firms may also have to focus increasingly on quality as consumer tastes change and develop and this may mean the introduction of quality circles or perhaps even a TQM (Total Quality Management) approach throughout the firm. Indeed a TQM approach may help with the management of change and by changing the organisational culture may reduce resistance to change.

Firms will also have to look carefully at what their competitors are doing and this may mean using benchmarking to ensure that they are at least keeping up with the competition.

Change will also impact on working practices. To be more responsive and flexible firms may look for:

· More part-time and temporary working - people may be employed on shorter or even temporary contracts to allow the firm to adapt rapidly to changing circumstances. 

· Increased working from home - people working from home enable the firm to respond quicker to changing circumstances. They don't need to build physical space to accommodate people in response to rapid changes in demand. Technological developments are leading to this becoming increasingly common with people able to access company resources through company networks. 

· Increased incentive payments - firms may restructure their remuneration packages to try to incentivise people more and make them more willing to accept required changes. 

However, don't forget that these changes may well have an impact on motivation. This may be positive or negative. In fact people may react in opposite ways to the same changes.

As we can see from all these points, change is something that links any areas of the course. Managing change will require the co-operation of the human resource team, but may also mean changes in production, perhaps a change to a flatter organisation to improve communication, changes in the research and development department and perhaps even marketing changes. More market research may be required to identify faster change in consumer tastes and marketing strategies may be required to deliver returns from a product over a shorter time period. 
Charles Handy

In the area of human resource management and in the management of change, it is well reading the works of the management writer, Charles Handy. In his book 'The Age of Unreason' he identifies three structures more appropriate to the modern organisation:

· The Shamrock Organisation. The three aspects of the Shamrock are core workers, the contractual fringe and the flexible labour force. Core workers are expensive as they attract the highest wages, job security and fringe benefits. Firms will seek to minimise this core to the most valued employees. To do this, many activities, especially repetitive and/or unskilled activities will be outsourced. In times of higher demand, the firm will retain a pool of part time staff, who can be called upon when they are required. These ideas were later developed by Handy in 'The Empty Raincoat', using the metaphor of the 'inverted doughnut'! 

· The Federal Organisation. An organisation with a centre that simply has a co-ordinating function. 

· The Triple I Organisation. This is an organisation that is centred on information, intelligence and ideas. 

As we can see from all these points, change is something that links many areas of the course. Managing change will require the co-operation of the human resource team, but may also mean changes in production, perhaps a change to a flatter organisation to improve communication; changes in the research and development department and perhaps even marketing changes. More market research may be required to identify faster change in consumer tastes and marketing strategies may be required to deliver returns from a product over a shorter time period. Business and management really is an integrated subject!

Change management

If change is to be successfully introduced then the process has to be carefully managed. This may involve a change in culture but careful management of the change itself will be required. 

John Storey

Research by John Storey has suggested four different approaches to managing change:

1. A total imposed package - this would be a whole package of changes and as the title suggests would simply be presented to the employees as a 'fait accompli'. The senior management team would work out the restructuring they feel is required and then simply impose this on the firm. This has the advantage that it will create rapid change and ensure that the vision for the direction of the company is clear, but if the organisational culture does not match this approach then there may be significant resistance to change. 

2. Imposed piecemeal initiatives - this is a more gradual approach. Change and restructuring is still imposed by senior management, but in stages rather than all at once. This may give employees more time to adapt and may help alleviate resistance, but it will still need to be accompanied by changes in the organisational culture to encourage change. To help the introduction of the initiatives the firm may offer incentive payments or perhaps other non-financial rewards for the successful implementation of the changes. They may introduce quality circles, or team meetings to help manage the process. 

3. Negotiated total packages - similar to no.1 with the obvious difference that the aim is to agree the package through negotiation with the workforce. This may help significantly reduce the level of resistance to change though it may also act as a constraint on the extent of the change. However, this type of approach is growing more popular with trade unions keen to negotiate changes and ensure that their members benefit from change and are helped to cope with change. 

4. Negotiated piecemeal packages - similar to no.2, but as with 3 the gradual implementation will be negotiated at each stage. Once again the change may be linked to incentive payments - perhaps through productivity deals. 

Kurt Lewin

Kurt Lewin was a German psychologist who developed force-field analysis as a way of considering a problem or issue. He also developed a three-stage process of change management. The three stages were:

1. Unfreezing - this stage involves overcoming any resistance or inertia that there may be to change among employees. This may be done through discussion groups, meetings, information dissemination or any other process. At this stage preconceptions, values and beliefs may all need to be challenged if the change is to be successful. 

2. Change - the second stage is where the change itself occurs. The shift from unfreeze to change may not happen overnight, but the idea is that people gradually adopt a new mindset and are therefore more eopn to actually carrying out the change. 

3. Refreezing - the final stage is to set the change in place. This process will institutionalise the change and ensure that it is embedded in the organisation. The new patterns of working can be built into job descriptions, any changes in the organisational structure can be confirmed and formalised and so on. The change is embedded in place. 

Not surprisingly, Lewin used the analogy for this process of a block of ice. He suggested that if you have a block of ice, but you want a cone of ice, you will need to unfreeze the ice, then change the shape, mould it to the new shape required and then refreeze it. Hey presto - change has happened. However, managing the process of changing a block of ice into a cone is probably much easier than change management in most large firms!

The key steps in managing change are:

1. understanding: gaining a thorough understanding of the business environment, the organisation and its culture - knowing the organisation's capability to respond is a critical factor in deciding whether the changes can be coped with and how they might be handled 

2. planning: setting the strategic direction; communicating at all levels - both the organisation and its people need to have a clear idea of where it is going and why 

3. implementing: establishing a Change Programme, led by a manager empowered as change champion to make things happen. Support the people through training and development 

4. controlling the change process: expecting the unexpected; keeping track of progress; continuing to improve and learn from experience. 

The figure below shows different degrees of transformation and the range of potential benefits in relation to IT-enabled change; The table below provides an expanded summary of the levels of business transformation, with notes on strengths, potential weaknesses and the management actions required for transformation. Although the example illustrated is for IT-enabled change, the same principles apply for any change programme to achieve new ways of working. Other examples might include a new hospital or school, a call centre or a radical change following the merger of two or more organisations. You should consider the level of transformation required for your programme or project. For example, you may have an e-presence project to provide information for the citizen. You should think about the following: 

· the level of change: how much do you need to redesign business processes, processes of partners or redefine corporate scope? 

· strategic fit and integration: there may be a number of discrete change programmes underway in your organisation; should they be integrated? Is your project localised or part of a wider programme of change? How does it fit with the overall strategy? 

· readiness for change: taking a realistic view of the organisation's ability to cope with change, can this degree of change be achieved? Radical change need not be carried out as a 'big bang'; it can be implemented in incremental steps or broken up into modules. You should identify the approach that best matches your organisation's capability and priorities.
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	( Level of transformation
	Characteristics
	Strengths
	Potential weaknesses
	Management transformation

	Localised exploitation (automation)
	Use existing IT functionality 

to reengineer individual, high-value areas of business operation.
	Easy to identify potential capability, minimum resistance to change, addresses localised weaknesses in capability.
	Duplication of effort: nothing new is learned; attractive relative to past practices, but fail 'best of breed' comparisons.
	Identify high value areas. Bench-mark results against best practice. Redesign performance assessment criteria to reflect exploitation.

	Internal integration
	Use the capabilities inherent in IT to integrate business operations: reflects a seamless process
	Addresses weaknesses in capability throughout the business: supports TQM: improves customer services.
	Competitors may have moved on from this traditional concept to more radical concepts of reorganisation.
	Focus on business inter-dependence and technical interconnectivity. Ensure that performance criteria are reassessed. Benchmark new capabilities.

	Business process reengineering
	Redesign key processes to provide business capabilities for the future: use IT as an enabler.
	Move from outdated practices: opportunities to lead the market.
	Benefits will be limited if too narrow a view is adopted (addressing current weaknesses, or historical issues): redesign of obsolescent processes.
	Communicate the vision (are you eradicating weaknesses or designing for the future? Are you responding to competitors or leading the way?) Recognise that organisational issues are more important than selecting technology architectures to support the redesign.

	Business network redesign 
	Strategic logic used to provide products and services from partners: exploitation of IT for learning.
	Elimination of activities outside competence: streamlining business scope for responsiveness and flexibility: exploitation of competence of partners.
	Lack of co-ordination may not identify required levels of differentiation: lack of streamlined internal IT infrastructure will hinder ability to learn.
	Selected partners rather than extended array. Elevation of importance of partnerships in strategy. Radically new performance criteria. Definition of efficiency gains.

	Business scope redefinition
	Selected partners rather than extended array. Redefinition of corporate scope: what you do, what partners do, and what is enabled by IT.
	Opportunity to use business processes to create a more flexible business: substitution of inter-company business relationships as an effective alternative to vertical integration.
	Failure to develop a consistent area of competence for the future: enterprise may create gaps Articulation of business vision through internal activities, external relations and business arrangements. Shift from assessing success on return on assets (internal) to measures such as return on value added or return per employee.
	


What is business transformation in practice?
Business transformation is the process of translating a high level vision for the business into new services. It involves developing a 'blueprint', translating it into programmes of business change and implementation of new services. 

The blueprint sets out:

· new ways of working 

· how components fit together to deliver strategic objectives 

· how customer needs will be met 

· how IS and IT will be used to support the business. 

It documents what needs to change: structure; processes; people/skills and the supporting technology. 

Key aspects of business transformation are:

· identifying the organisation's core products and services (seeking the scope for innovation) 

· designing new processes to deliver new services and/or do things better 

· managing new relationships with customers and providers, and probably with partners in the public sector 

· managing the policy interface with your parent department, where applicable 

· directing the ongoing strategy of your organisation. 

Process design is about coming up with a new, streamlined, possibly radical way of doing things. The really difficult task is converting design into reality: transforming innovative ideas into the new operational environment. You prepare for the future with a model of what the business does - and could do - together with a specification of how the business could work. A Business Activity Model explicitly models what goes on in the business independently of how it will be supported by an information system. Its main purpose is to enable you to identify and document requirements directly from the needs of business activities. This helps to ensure that:

· the degree of subjectivity is reduced such that new services will meet the objectives of the business and not simply replace current services or be constrained by specific perspectives of certain users 

· the design of the service will be user-centred. A Business Activity Model describes the activities which are essential for the business to be able to meet a particular objective, or set of objectives. These activities are independent of the organisational structure and the allocation of tasks to individuals. 

The design is captured as a blueprint, developed incrementally, and not too detailed. You are capturing requirements about people and attitudes as well as systems and technology and searching for the optimum:

· the mechanisms (people, organisation and manual capabilities) responsible for each process step 

· how the various mechanisms work together.

The objective is to move from a high level vision to:

· performance measures 

· a high level description of new business architecture 

· a detailed specification of new processes 

· plans for change: people; IT; new/updated workspace; processes and procedures 

· rollout of new products and services 

· dismantling of the old ways of doing things 

How much do costs influence business decisions?
Short term

It is important to know the difference between the short run and the long run. The law of diminishing returns is a short run law. Economies and diseconomies of scale occur in the long run.

The short run is the period of time in which at least one factor of production is fixed. Over this time period the firm can only expand production by using more of the variable factor.

Long run

The long run is the period of time when all factor inputs, including capital, can be changed.

You need to remember these as the time period makes a big difference to how the firm can react to changes in circumstances. In the short-run their capacity is fixed and so all they can do is employ more variable factors. They cannot expand the scale or size of the firm. In the long-run though they can. We put the word scale in bold just now because it is important - economies of scale will only arise in the long-run. In the short-run we get diminishing returns to a factor (because the firm can only change the variable factor).

In theory, in the short-run, the average costs of a firm should decrease as the output of the firm increases. Fixed costs are constant, so become spread over more and more product. In reality, however, average costs may fall initially, but at a decreasing rate. A minimum will be reached, and average costs will then start to rise. This is the background to the law of diminishing returns.

· Law of diminishing returns - as more and more of a variable factor is added to a fixed factor, output will rise initially but will eventually fall. This is shown in figure 1 below. Output (TP) initially rises at an increasing rate (up to A), but marginal output then starts to diminish. This means that total output still increases, but at a decreasing rate (the slope of the curve tails off). There may eventually be a point where returns become negative (output level B) and output falls.
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Illustration of law of diminishing returns

Initially, in region 0 - A, there are increasing returns. In the zone A - B there are decreasing returns, and beyond B there are negative returns.

This theory supports the theory of the marginal and average cost curves. Both of these curves will be u-shaped as eventually diminishing returns will lead to costs increasing. Initially increasing returns mean that both AC and MC will fall, but once diminishing returns set in both curves start to rise again. The MC and AC curves are shown in figures 2 and 3, although we will return to these in more detail in the next section.
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Marginal cost curve
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Average cost curve

The marginal cost curve will intersect the average cost curve at its minimum point.

The actual position of the AC curve will vary with a number of factors.

· Costs of factor inputs (labour, materials, services etc). The cheaper the inputs the lower the average cost will be at any given output. 

· Productivity - productivity can be defined as 'output per unit input'. The more productive the firm, the more output it gets from its inputs and the lower the average cost at any output. 

Productivity is measured in a number of ways:

· Marginal product (MP) - the change in total output resulting from the adding of one extra unit of a variable factor, often labour. 

· Average product (AP) - total output / units of variable factor being used. 

The choice of factor inputs will be driven by their costs, productivity and effect on product cost. An efficient firm will make its choices so as to minimise its average cost at the production rate being worked. Look at the following example.

Student Computers make DVD drives. Its average cost curve is shown in figure 4 below.
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Average cost curve for Student Computers on 1st May 2002

The following then takes place:

Business rates increase (fixed costs (FC))
Insurance premiums rise (FC)
Wage rates (variable costs (VC)?) and salaries (FC) increase

This will change the cost curves. The curve will move upwards due to the increase in fixed costs. The average cost of production at the present output will rise from C1 to C2. Unless something is done about it, the profits will fall.
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Average cost curves for Student Computers on 1st July 2002

In response to these changes the research and development department introduces new materials that are cheaper to buy than the old ones. They also introduce new working practices and procedures that increase productivity considerably. The savings are shared between the firm and its employees. This all reduces variable costs and the AC curve falls again. Now the production average cost, at C3, is lower than before.
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Average cost curves for Student Computers on 1st November 2002

The firm has responded to rises in certain costs by taking steps to reduce others.

The long run or term
Long-run

First let's remind ourselves of the definitions and what type of economies of scale there are. It is important to remember that economies/diseconomies of scale occur in the long run, with all factors variable.

Economies of scale

Economies of scale are the advantages that an organisation gains due to an increase in size. These will lead to a decrease in the average costs of production.

Diseconomies of scale

Diseconomies of scale are the disadvantages that an organisation experiences due to an increase in size. They will add to the average costs per unit.

Both economies and diseconomies of scale apply at all levels of output, but economies predominate at low outputs and diseconomies at high outputs. This is summed up, diagrammatically, in figure 1 below.
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Economies and diseconomies of scale

This behaviour can explain the movement towards monopoly in some industries. The lower costs can be passed on, at least in part, to the customer in lower prices, and demand will rise. Market share will grow, and the firm will gain monopoly powers.

So what are these effects that cause AC to fall or rise?

Both economies and diseconomies of scale can be internal or external. External factors relate to the industry itself, and are open to all firms within the industry. Typical examples are the availability of suppliers and specialist labour in a region, and the establishment of a better local infrastructure. However, as the concentration of an industry in a region grows, there will be excessive pressures on these facilities, so an advantage may change into a disadvantage.

Internal factors relate to the firm itself, and are particular to it.

Economies of scale

Typical examples of internal economies are:

· Technical - the bigger something is, the lower is its unit cost. Big is beautiful! e.g. one large oil tanker may require the same staff as a smaller tanker but will be able to transport much more oil. 

· Specialisation - use of specialist staff on a full time, efficient basis 

· Purchasing - bulk buying. Larger firms are able to get better purchasing deals. 

· Financial - the bigger the firm the cheaper and easier it is to borrow money. Banks will offer better deals to Unilever or ICI than the corner shop. 

· Risk spreading - large firms are able to diversify and spread the risks of their activities. With globalisation a large firm will be less vulnerable to changes in a particular economy. 

Diseconomies of scale

These are mainly people related. They can be summarised as:

· Poor communication - as a firm grows bigger it becomes harder and harder to communicate. Language can become a problem as firms go multi-national. Modern technology has reduced this problem, but the main approach is to reduce the need for much of the communication. Delegation of authority is a great help 

· Slow decision making - seeking authority can take a long time, especially in large, international companies. Planning, pre-authorisation and delegation can reduce this problem. 

· Growth of bureaucracy - bureaucracy and paper work can build excessively as firms grow. This is largely a matter of management style and trust. 

All of these can combine and interact to cause a fall in morale and motivation of the staff operating the business.

The point at which diseconomies of scale become dominant depends on the effectiveness of steps taken to suppress them. The more that firms trust their staff, delegate authority and reduce paper work, the longer that the diseconomies can be held at bay

Long run cost curves

The long run cost curve of a firm is sometimes called an 'envelope' curve as it envelopes all the short run average cost curves. Consider the different ways that capital intensive and labour intensive industries develop. First, some definitions:

· Capital-intensive firm - firm where its cost structure is dominated by fixed costs. 

· Labour intensive firm - firm where its cost structure is dominated by variable costs (this may be, but does not have to be labour). 

· Cost structure - the relationship between fixed and variable costs for a firm. 

Capital-intensive activities have long, deep long-run average cost curves. Small firms cannot compete against large ones; the difference in average cost is too great. A few large firms, with perhaps a few small but very specialist businesses, will dominate industries. Look at figure 2.
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Long-run AC curve for capital-intensive business

Labour intensive activities have short and relatively flat long-run average cost curves. There is little advantage in being large, so the industry develops with many small firms. Look at figure 3.
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Long-run AC curve for labour intensive business

This means that it is very expensive to try to enter a capital-intensive industry. The minimum scale of operation will be high and will require a large investment of capital. The risk will be high, and the capital will be hard to raise. The cost becomes a real barrier to entry. The potential reward, however, will be large.

On the other hand, it is much easier to enter a labour intensive industry. The minimum scale of operation will be low, as will be the initial capital investment. The risk will be low, and not much capital will need to be raised. Cost will not be a barrier to entry, but the potential rewards are also smaller.

The very long run

So far we have looked at the short-run and the long-run. We now meet the very long run.

Very long run

Where changes in technology make major changes in costs possible

Invention, innovation and technological change gives some firms a huge cost advantage in some industries, and brings into existence new industries in their own right.

A new invention, protected by patent, obviously gives its inventor a huge advantage. This is the way that the pharmaceutical industry works.

Patent

A document granting monopoly powers to the inventor of something for a period of time (up to 20 years) to allow it to recover its investment and make a reasonable return on it.

Within existing industries a smallish firm making a technological breakthrough can gain a cost advantage and become dominant. Look at the diagram below.
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Effect of technical breakthrough on competitive position of a firm

Innovation and invention has to be paid for, and research and development is an expensive exercise with no guarantee of success. Investing firms aim to protect and exploit their inventions, whilst others aim to obtain and use this research.

Major breakthroughs are few and far between, but yield big gains. They are costly.
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(Johnson, Scholes and Whittington, 2005: 86) 


The above is a more realistic form of product life cycle. It contains an attempt to note the competitive conditions that may arise as a product moves through its life span.
Below Harrison attempts to explain HOW the prepared business manages to move faster that the market and so prolong brand life cycles even if the products within the ‘barnd mix’ alter.
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How might this be achieved?
· Prospectors: 

· Risk-takers, opportunity-seekers

· Defenders:

· Keep existing products, protect market share

· Analyzers:

· Build on strengths, look for add-on options

· Reactors:

· Respond, don’t look for change

(Miles and Snow (1978) used by Harrison 2003: 205; compare Ansoff matrix of product/market choices in Johnson, Scholes & Whittington 2005: 341)
Ansoff’s Matrix
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Growth Strategies

· Internal

· Market penetration

· Market development

· Product or service development

· Vertical Integration (also external)
This is another useful tool for a business when it is analysing its growth potential and setting its marketing objectives. It illustrates BOTH existing and new products within BOTH existing and new markets. Within it is shows the only FOUR possible marketing strategies. These are:

· Market penetration - this is the when a business wants to achieve growth in existing markets with existing products. This normally involves (a) increasing brand loyalty of customers so as they use substitute brands less frequently (b) encouraging consumers to use the product more regularly and (c) encouraging customers to use more of the product. 

· Product development - this is when a company markets new or modified products in an existing market or markets. 

· Market development - this involves marketing of existing products in a new market. 

· Diversification - which is when new products are developed for new markets. This is the most risky of any growth 

Integration
In microeconomics and management, the term vertical integration describes a style of management control. Vertically integrated companies are united through a hierarchy and share a common owner. Usually each member of the hierarchy produces a different product or service, and the products combine to satisfy a common need. It is contrasted with horizontal integration. Vertical integration is one method of avoiding the hold-up problem. A monopoly produced through vertical integration is called a vertical monopoly, although it might be more appropriate to speak of this as some form of cartel. Andrew Carnegie actually introduced the idea of vertical integration. This led other businessmen to using the system to promote better financial growth and efficiency in their companies and businesses.

Vertical integration is the degree to which a firm owns its upstream suppliers and its downstream buyers. Contrary to horizontal integration, which is a consolidation of many firms that handle the same part of the production process, vertical integration is typified by one firm engaged in different aspects of production (e.g. growing raw materials, manufacturing, transporting, marketing, and/or retailing).

There are three varieties: backward (upstream) vertical integration, forward (downstream) vertical integration, and balanced (horizontal) vertical integration.

· In backward vertical integration, the company sets up subsidiaries that produce some of the inputs used in the production of its products. For example, an automobile company may own a tire company, a glass company, and a metal company. Control of these three subsidiaries is intended to create a stable supply of inputs and ensure a consistent quality in their final product. It was the main business approach of Ford and other car companies in the 1920s, who sought to minimize costs by centralizing the production of cars and car parts. 

· In forward vertical integration, the company sets up subsidiaries that distribute or market products to customers or use the products themselves. An example of this is a movie studio that also owns a chain of theaters. 

· In balanced vertical integration, the company sets up subsidiaries that both supply them with inputs and distribute their outputs. 

For example, a hamburger manufacturer that owns the farms where they raise the cows, chickens, potatoes and wheat as well as the factories that processes these agricultural products is practising backwards vertical integration. Forwards vertical integration would mean that they would own the regional distribution centers and shops or fast food restaurants where the hamburgers are sold. Balanced vertical integration would mean that they own all of these components.

· External

· Horizontal Integration

· Related acquisitions

· Unrelated acquisitions

· Joint venture
In microeconomics and strategic management, the term horizontal integration describes a type of ownership and control. It is a strategy used by a business or corporation that seeks to sell a type of product in numerous markets. Horizontal integration in marketing is much more common than horizontal integration in production. It is contrasted with vertical integration. Horizontal integration occurs when a firm in the same industry and in the same stage of production is being taken-over or merged with another firm which is in the same industry and in the same stage of production as of with the merged firm. Eg: A car manufacturer merging with another car manufacturer. In this case both the companies are in the same stage of production and also in the same industry.

A monopoly created through horizontal integration is called a horizontal monopoly.[
A term that is closely related with horizontal integration is horizontal expansion. This is the expansion of a firm within an industry which it is already active, the purpose is to increase its share of the market for a particular product or service.
Horizontal integration allows:

· Economies of scale 

· Economies of scope 

· Economies of stocks 

Strong presence in the reference market

Internal and external growth

Firms are rather like shellfish; they are constrained by their shells. To go on growing they have to shed the old one and grow a larger, new one. So, many things have to adapt and change as size grows beyond a certain critical size. For shellfish it is the shell, for a firm it is the way that it is organised. This is why many companies seem to grow in a cyclic manner.
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Growth of a firm

Growth is often split into two types - internal and external. These can be defined as follows:

Internal growth

Internal growth is where a firm gets larger from expanding by using its own resources. This is often known as organic growth. Growth comes from increased sales and higher profits, which are then reinvested in the business. 

External growth

External growth is when a firm grows by taking over or merging with another firm (integration). This is often known as inorganic growth.

Internal growth

Internal growth, as we have seen, is a firm expanding by using its own resources. This, however, can cause problems within the firm. 

When a firm grows its management structure, its decision making process and its reporting systems will have to change. Imagine the situation where a small company, a sole trader, grows and becomes first a private limited company, then a full plc.

If we add some numbers here it might help to shed light on the problem. This is how a firm might grow in size and structure.
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The chain of command has become longer. Decision-making will slow down (who can make decisions anyway?). Much, if not everything will have to change as the firm grows.

The owner, when the business was a sole trader, took all the decisions; there was nobody else. Now, assuming that the old owner is a non-executive director or perhaps the Chairman, he takes very few decisions at all. Is it still his company, anyway? A sole trader fully owns his/her business. His/her interests are the interests of the business. Sole traders can do what they like, as long as it is legal.

For private and public limited companies, the owners are the shareholders. The original sole owner now has to consider the interests of the other shareholders.

As a plc, the owners are the shareholders. In theory the directors look after their interests. In reality they can often run the company for themselves, almost ignoring the shareholders. (Easy to do if there are many small shareholders. Much harder if there is a single, major shareholder.) Real conflicts can develop between the owners and the operators of a large company.

The way the firm is run will also change. Initially the owner is in full control. The owner is the decision maker and there is little need to consult. The owner will also multi-task, largely because the firm cannot afford specialists.

Expansion brings with it the employment of managers. This means that authority to make decisions has to be delegated down by the owner. Eventually, as a plc, the original owner becomes a Director. He has responsibility towards all the shareholders, and has to manage their interests as well as his own. This can be hard. Excessive control from the top will stifle thinking in the management, and cause dissatisfaction.

Management structures will have to change as a firm grows. Chains of command will lengthen. Reporting and decision-making will slow. Businesses will have to decentralise, and allow decision making to be taken more remotely. Trust will have to be earned and given. This is the area of diseconomies of scale, and will be a distinct disadvantage to future growth. Firms will have to cut bureaucracy, and eliminate layers (de-layering) of non-productive staff officers. Old owners, particularly if they go back to sole trader days, will have to start trusting their staff.

If a firm grows faster than its ability to manage its staff or control its costs, it is said to be 'overtrading'.

Joint ventures and strategic alliances

One method of external growth that a firm could adopt is to enter into a joint venture or strategic alliance. There is a difference between these two methods, but they do represent a similar method of external growth. Let's start with definitions.

Joint venture

An agreement between two or more organisations to undertake a particular business activity There will be a contractual agreement between the organisations and the joint venture becomes a separate legal entity. All organisations share in the profits or losses of the enterprise and will share the investment.

Strategic alliance

A strategic alliance is a collaborative agreement between two or more firms to pursue a set of agreed goals, but the firms remain completely independent organisations.

Hopefully these definitions make the differences clear. A joint venture means setting up a separate organisation that all the 'partners' have a stake in. They will then share the profits (or losses if there are any) according to the ownership of the joint venture. A strategic alliance, however, may simply be a looser form of agreement between two organisations for a specific purpose, e.g. the firms may get together to combine buying power and negotiate better terms, but still remain separate organisations.

Joint ventures or strategic alliance have a number of possible advantages and disadvantages.

Advantages

· They may represent a good way for firms to partner each other and combine skills, but without a full merger being necessary. This may help lower costs and result in less regulation. 

· They allow companies to grow but maintain their own identity and brands 

· Competition may be reduced - by working in cooperation with another firm, it may be possible to reduce the level of competition 

· Joint ventures or strategic alliances may be a good way to enter a new market. By partnering with a local firm, there may be fewer logistical problems and it may be possible to take advantage of the local knowledge and distribution channels of the partner firm. This may lower distribution costs and may also reduce any problems due to language or cultural issues. 

· Mergers or takeovers are expensive and difficult to reverse. A joint venture or strategic alliance allows firms to work together without being burdened by these costs or the permanency of the arrangement. 

· A joint venture or strategic alliance may be more flexible and enable to firm to move into a new product or market much faster than is otherwise the case 

· Avoidance of taxation, or at least rates on tax in the country of production 

Disadvantages

· Profits are shared - this may be regretted by the firm if subsequently they feel they could have carried out the activity quite easily themselves. 

· Communication and control issues - there may be some issues with control in a joint venture - who has the final say if there are disputes for example? There may also be communication issues if the firms are very different in their approach. 

· Conflict - there may be disagreements between the partner organisations and if this may be a problem if there is not a proper conflict resolution procedure. Conflict may also be caused by cultural difference. 

Franchises

A franchise may be set up as a sole trader, partnership or company. Examples are McDonalds and Body Shop. 

A franchise is an agreement between two parties; the Franchisor and the Franchisee. The franchisee is allowed to use the brand name, logo, trademark and products/services of the Franchisor in return for:

1. An up-front, one-off payment called a ROYALTY to be allowed to use the brand name 

2. An annual share of the profits 

There are clear ADVANTAGES to setting up a new business as a Franchisee: 

· You don't have to come up with a new idea - someone else has had it and tested it, too! Consequently failure rates are far lower than other start ups, often around one in ten. 

· Larger, well-established franchise operations will often have national advertising campaigns and a solid trading name 

· Good franchisors will offer comprehensive training programmes in sales and indeed all business skills. 

· Good franchisors can also help secure funding for your investment as well as e.g. discounted bulk-buy supplies for outlets when you are in operation 

· If aware that you are running a franchise, customers will also understand that you will be offering the best possible value for money and service - although you run your 'own show', you are part of a much larger organisation. 

There also many ADVANTAGES for the Franchisor:

· -The business can achieve rapid growth without high capital investment and running costs. 

· Franchisees are likely to be more motivated and committed than paid managers as increasing profits is a major incentive. 

However, there are RISKS or DISADVANTAGES associated with franchising for both the franchisor and franchisee:. 

Franchisee:
· Costs may be higher than you expect. As well as the initial costs of buying the franchise, you pay continuing royalties and you may have to agree to buy products from the franchisor. 

· The franchise agreement usually includes restrictions on how you run the business. You might not be able to make changes to suit your local market. 

· The franchisor might go out of business, or change the way they do things. 

· Other franchisees could give the brand a bad reputation. 

· You may find it difficult to sell your franchise - you can only sell it to someone approved by the franchisor. 

· Reduced risk means you might not generate large profits. 

Franchisor:

For the franchisor, there is a risk that a poor or unscrupulous franchisee may affect the brand image of the entire business. It is not unknown for franchisees to 'steal' an idea and then set up in opposition. Franchisors attempt to prevent this by restrictions in the franchise contract, but it may be very difficult and costly to enforce.

Franchising is a major growth area in many countries.

Problems of transition in size

Problems of direction, management and control will occur when firms expand and grow. Problems will occur on changes from sole trader to limited company, from limited company to plc, from national to international company. It will also face problems when growth stops and it starts to shrink again.

Growth

Legal actions have to be taken when the legal structure of a firm changes. These may be expensive. It may also be hard to change the legal structure unless conditions are right. It may not be possible to sell shares in a company unless:

· The financial history of the firm is good 

· Its prospects for the future are good 

· The overall market conditions are good. 

It was difficult to float firms in the first three months of 2003. What chance of an airline going public just after 'September 11th '?

Going international can cause real problems, examples of which are:

· Adjustment to new laws. 

· Having to deal with foreign languages (the old Commonwealth gave UK firms going international a real advantage). 

· Having to deal with different cultures. 

· Long chains of command and communications. 

Reductions in size

So far we have concentrated on growth. Many firms expand and shrink on a cyclical basis. Shrinkage can cause real problems as well, examples of which are:

· Reductions in staff and workers level. Trade unions will have to be dealt with. Redundancies will have to be organised. Will these be voluntary or compulsory? How will you keep the people you want, and lose only the unwanted? 

· Loss of morale amongst the staff. 

· Loss of motivation amongst the staff. 

· Cost of redundancies, which will delay any cost savings for some time (costs may even rise for a few months. 

We need to re-introduce RISK
Contestable markets

This theory was first developed by the American economist W.J.Baumol in the early 1980s. The theory argues that what really matters in determining an industry's price and output is not, in reality, whether the industry is perfectly competitive or a monopoly, but the potential of new firms to enter or leave the market. The theory is based on the idea that a firm may enjoy a monopoly position within a market, but if there existed the real threat of competition from other firms, this would force the firm to behave as if it actually faced competition; that is, the firm would not pursue a policy of charging exorbitant prices to make excessive profits.

What is a contestable market?

The term 'contestability' has nothing to do with the number of firms currently in the industry, but refers instead to the ease with which firms are able to enter or leave a market; a perfectly contestable market is one in which there are no barriers or costs to entry or exit: the greater these are, the less contestable is the market, and thus the greater is the monopoly power of existing firms; so for a market to be contestable, a barrier to entry, such as a patent protecting technical knowledge, must be absent.

We previously discussed the various restrictions to entry, the idea of barriers to exit needs further explanation. A firm will incur substantial costs of leaving an industry of its capital equipment cannot be transferred to other uses. In this case these costs are known as sunk costs or irrecoverable costs, and are costs which cannot be recovered in the event of exit from the market. For example, the air travel industry is often cited as an example of a contestable market as an established airline operating on a particular route would easily be able to gain entry to another route, and, just as importantly, would be able to withdraw from that route if it so desired. Should operations on the new route prove unprofitable, the airline could transfer its operations without incurring high sunk costs because aircraft can easily be switched from one particular route which is loss making to another which is more profitable. Thus, so long as a firm is able to redeploy its capital or sell it when it wishes to leave a market, then the sunk costs would be low and relatively costless exit would be ensured.

One feature of markets which are contestable, that is where entry and exit costs are low, is that it may encourage hit-and-run competition - because entry to the industry is easy, firms may enter that industry to share in the fruits of temporarily high profits, and then withdraw as soon as the abnormal profits have been whittled away. However, the threat of such competition may be sufficient to force firms to price as competitively as possible.

Implications of the theory

The theory implies that, given easy entry to and exit from an industry, monopoly or oligopoly firms will behave as if they actually existed in perfect competition; that is they will:

· Equate MC with MR to maximise profits 

· Only earn normal profits (AR = ATC) in the long run, because if supernormal profits were made, new firms would enter the industry increasing supply and driving down price to a level where only normal profits are made; and if losses are made, some firms will be forced to leave the industry, causing supply to fall and price to rise back to a level consistent with the making of normal profits. 

· Operate with productive efficiency on the lowest point of the ATC curve where AC = MC; if this were not the case, new firms could enter the industry, produce at the most efficient level, price their goods more competitively and force existing firms out. 

· Operate with allocative efficiency where P = MC; this will occur because the earning of long run normal profits requires that AR or price should equal AC, and as AC = MC (see above point), the MC should equal the price. 

It would appear from the theory that the 'best of both worlds' can be enjoyed; that is, so long as there exists the threat of entry into an industry, consumers will be protected from the worst abuses of monopoly power, whilst at the same time firms will be able to reap the advantages of large scale production in the form of greater economies of scale, and will operate in accordance with the criteria for economic efficiency.

The theory has been 'taken to heart' by right-wing politicians and economists who argue the case for non-intervention by the government and a policy of deregulation. The theory, it is argued, implies that providing there is sufficient potential for competition, there is no need for the government to interfere with the pricing and output policies of firms, but should instead confine itself to ensuring contestability through the use of deregulatory policies designed to remove barriers to entry and exit. Such policies have had a major influence on government's monopoly policies in recent years.

It has been argued that the theory represents an improvement on the simple perfect competition and monopoly models:

Like perfect competition, the perfectly contestable market may exist only rarely in practice and could be said to represent a model or abstraction of the real world rather than the real world itself. However, advocates of the theory of contestable markets argue that it is a more useful model than that of perfect competition as it provides a more effective means of making predictions about firms' price and output behaviour than does the number of sellers in a market.

The theory of monopoly only considers the markets in terms of the number of firms operating in it or in terms of concentration ratios, but does not make any allowance for the impact that potential competition might have.

Criticisms of the theory

The extent to which the theory of contestable markets may be applied in practice is limited. Two pre-requisites may not be met:

1. Firstly, firms' sunk costs must be low so that they can easily leave the market. However, in reality sunk costs may be extremely high, even when capital is transferable. For example, if the Ford Motor Company decided to switch its operations from Dagenham (UK) to Delhi (India), it could not do so without substantial costs, despite the possibility of taking much fixed capital to India with it. 

2. Secondly, the specific technical knowledge necessary to operate in the industry must be freely available. However, sole possession of technical knowledge, often protected by patent, is a common and powerful barrier to entry to monopolistic markets where production is of a highly sophisticated nature, and is underpinned by extensive R&D - for example, the case of the drugs industry. 

The theory ignores the possible aggressive actions of existing firms to potential entrants. In a market where cost barriers to entry and exit are low, existing firms may behave like monopolists by charging high prices and making supernormal profits, but might frighten off potential entrants by making it quite clear that any firm attempting to enter their 'patch' would face 'big trouble' in the form of all-out, to-the-death competition.

Those on the political right view the theory in terms of a justification of free markets and non-government intervention as both consumers and producers appear to benefit. However, this standpoint may be criticised on the grounds that even if perfect contestability exists, which is in itself by no means common in practice, government intervention in the free market may be warranted for a whole variety of other reasons. 
So, it’s n interesting area of strategic thinking/planning to note how markets are being made more contestable. We also need to consider how business reacts to this.
