Chapter 5: Structure and strategy 

This chapter is about the biggest issues facing top managers of firms—strategy and structure. “Strategy” refers to the major decisions about what markets to enter and large-scale investment. “Structure” refers to major financing decisions such as mergers, spinoffs, restructuring and strategic alliances. 

1. Strategy

Very roughly speaking, there are two approaches to thinking about corporate strategy and success: The external product-market view; and the internal resource-based view. 


In the external product-market view, success is primarily determined by characteristics of the markets firms enter. This view is inherited from the “structure-conduct-performance” (SCP) paradigm popular in industrial organization economics in the 1960’s. In the SCP paradigm, firms are considered more or less the same and so differences in success come from market structure (e.g., a “tight” oligopoly earns more profits than a very competitive industry), combined with conduct of firms. 

In the internal resource-based view, success comes from cultivating internal resources that are difficult for other firms to replicate and applying them to suitable markets. 


Put simply, in the external view firms in the right kind of industry can’t help but succeed; in the internal view firms with good unreplicable resources will succeed in a wide range of industries. 

The five forces affecting industrial profit


An important example of the external product-market view is a theory by Michael Porter of “five forces” that determine profits (see Figure 1). The five forces are:

1. Industry competition norms (rivalry vs gentlemanly coexistence);

2. Potential entrants (whether “entry barriers” make it hard for new firms to enter)

3. Supplier bargaining power;

4. Buyer bargaining power;

5. Threats of product substitutes


(In their book Co-opetition, Brandenburger and Nalebuff (cite) add another force: Complementors, firms whose products or skills are complements rather than substitutes.) 


The five forces model is surprisingly popular. I think it satisfies a need for something simple to teach and ask exam questions about. The evidence that these forces actually can be measured and correlated with industry profits is nonexistent or weak. The strongest evidence is the fact that a “Herfindahl” index of concentration (the sum of the squared market shares of the k largest firms in an industry, where k is typically 2, 4 or 8) is correlated with industry profitability. There is also some weak evidence that entry barriers like advertising do contribute to profitability. 

Figure 1: The five forces model


The empirical premise underlying the five forces SCP model is that the largest source of variation in profitability will come from differences in industries (industry effects). Other sources of variations are corporate effects and business segment or unit (or just “business”) effects. Consider Frito-Lay which in 1965 merged with soft drink company Pepsi-Cola to form PepsiCo.  Most of Frito-Lay’s business is “salty snacks”. Salty snacks is a business. PepsiCo is the corporation. Snack food retailing is the industry. (Obviously the industry can be defined in a finer-grained way.) 

Thus, we can think of profitability as depending on three things: Profits in the snack food industry in general; profits of all PepsiCo businesses (because of good corporate resources, the abiliy to allocate capital across divisions, and so forth); and profits from Frito-Lay’s particular salty snack business. 


The standard analysis to uncover the strengths of these effects is called “variance decomposition”. The method is essentially the same as running least-squares regressions and seeing how much of the variance in profits across business segments and across years is explained by dummy variables for the industry, corporation, and business segment (as well as for yearly dummies to capture business cycle effects). Table ?  summarizes the minimum and maximum percentages, across several studies, from a very thorough article by Hough (2006). 


While there are substantial differences across studies, a few conclusions are clear: Industry and corporate effects are generally modest. Year effects are almost zero. Persistent profitability differences in different business segments clearly explain most of the variation, but there is also random variation (i.e., variation in profits that is not due to the other four effects). 


Intuitively, what this table implies is that two business segments in the same industry, within the same corporation, could have very different profitability. Furthermore, if those businesses were transferred to a different corporation, the switch in corporate parent would not change profitability too much. 
Table ?: Percentages of profit variation accounted for by various factors (Hough, 2006) 

	Source of variation
	Minimum
	Maximum

	Industry
	5.3
	25.6

	Corporate
	2.2
	20.2

	Business segment
	29.6
	66.6

	Year
	<1.0
	2.4

	Random Error
	17.3
	48.4


Core competence


In the 1990’s business strategists got excited about the phrase “core competence”. In their seminal 1990 article on this topic, Gary Hamel and C. J. Prahalad defined core competence (several pages into the article) in this way:


Core competencies are the collective learning in the organization, especially how 
to coordinate diverse production skills and integrate multiple streams of 
technologies. (p 82)

As examples, they give Sony’s capacity to miniaturize
, which can be used for Walkman (Walkmen?), radios, and later MP3 players. Part of core competence is not just technological knowhow, but the ability to coordinate and put together knowhow. They cite the example of Casio, which 


must harmonize know-how in miniaturization, microprocessor design, material 
science, and ultrathin precision casing—the same skills it applies in its miniature 
card calculators, pocket TVs, and digital watches. (p 82)

One problem with the core competence view is that it is easy to infer competences from success. For example, if the ability to “harmonize” is an important asset, then it is just too easy to say that a company that sold a lot of products must have harmonized and the one whose products failed did not harmonize. Also, many of Hamel and Prahalad’s examples are technological—what are core competences of a top law firm, university, or nonprofit charity? 


My heuristics for judging a company’s core competences are these:

1. List 2-5 core competences. Even a failing company will have a couple, and even the most successful company does not have many more than five. 

2. The core competences should tell you what new businesses you might succeed at, and which you are likely to fail at. If they are defined so broadly that it appears your company can succeed in everything (“creativity”, “understanding customer needs”—boo!) then they are too broad. 

3. For core competences to yield protectable profit streams, they must be difficult for other companies to reproduce exactly. This is easiest for patents, but even patents have a short finite life. 


A friend of mine who interviewed with Polygram Entertainment (which makes records, films, and so forth) asked what their core competences were. The interviewer said, “Dealing with difficult creative people”. 

2.  Structure


Restructuring events such as mergers and leveraged buyouts (LBOs) provide a crucial test of some economic theories, affect thousands of people, and provide a big historical perspective on changes in the economy (and might help forecast what lies ahead). 
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Figure 2: Aggregate merger activity (Andrade et al J Economic Perspectives, 2001?)

A merger (or takeover; I’ll use the terms synonymously) occurs when two companies combine into one. One stylized fact is that merger activity tends to come in waves (see Fig 2). This is an important fact. One theory of mergers is that there are always badly-managed companies. Because boards are weak at replacing bad management (due to “capture” etc; see chapter 4), the theory goes, taking over companies and kicking management out is a way to increase value. 

The problem with this theory is, Why would bad management come in waves? The waviness suggest that something else is going on. 


Mergers are generally either break-even or bad bets for acquiring firms. Table 4 below shows stock market returns to acquiring and target firms. (In some cases, like AOL-TimeWarner, it is hard to identify one firm as acquirer and another as target, but in the vast majority of mergers a large acquirer takes over a small target.) 

Financial researchers have such faith in the stock market as an “applause-o-meter” or forecaster of future financial performance, that they will measure stock returns around the time of announcement of the merger (and in the weeks before the merger, in case news leaked out) as the best easy guess of how well the merger will do. Table 4 reports percentage stock returns either one day before and after the merger announcement ([-1,+1]) or in a 20-day runup to the announcement day ([-20,Close]). 

It is clear that the total gains to the combined firm are positive but small, and usually they are not significantly different from zero (due to the high variation in stock returns). Target companies always do well, earn around 15-20% takeover premiums. Acquiring companies appear to overpay, because their returns are slightly negative, although usually insignificantly so. Some financial economists like to conclude that this fact shows how competitive the market for targets is (as if there are tons of targets and few acquirers). Behavioral economists like to conclude that this shows that acquisitions are a mix of sensible business deals which generate gains for acquiring firm stockholders, and bad deals due to hubris, overconfidence, underestimation of the difficulty of cultural integration, and overpaying due to the winner’s curse when there is competition. 

Notice, too, that financing acquisitions with stock yields more negative returns for 

acquiring firms. The theory is that giving away your own stock to pay for a new acquisition is a sign that the stock might be overvalued. 
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The last 40 years of US restructuring history
The 1960s-70s: Internal capital markets and the argument for conglomeration


Notice in Figure 2 that from 1962-80 the dotted line showing the percentage of firms acquired is above the solid line showing the market capitalization (total stock values) of acquired firms. The difference means the typical acquired firm was smaller than average; the typical acquisition was a large company buying a smaller one.


In the 1960’s there was a big boom in diversified acquisitions to build conglomerates. A conglomerate is a company that owns businesses which do not have any obvious economies of scope [examples here] . The theory at the time was that an “internal capital market” created economies because some businesses would throw off cash that could be invested in other growing businesses. Of course, the issue is whether a team of managers could allocate capital among the businesses better than the capital markets which evaluate each company separately (like a mutual fund or bank). 


The conglomerate mentality was fortified by one of the  most oversimplified pieces of dubious economic logic ever, the Boston Consulting Group (BCG) growth-share matrix (see Figure? )

BCG Growth-Share Matrix
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This matrix was taught in every business school (and surely is in some) for many years. The idea is that a corporate manager should place his businesses in one of four cells based on market growth rate and relative market share and try to balance the corporation by selling dogs and being sure cash cows and stars direct enough cash to ? businesses.

As one source (netmba http://www.netmba.com/strategy/matrix/bcg/) described them:
· Dogs - Dogs have low market share and a low growth rate and thus neither generate nor consume a large amount of cash. However, dogs are cash traps because of the money tied up in a business that has little potential. Such businesses are candidates for divestiture.

· Question marks - Question marks are growing rapidly and thus consume large amounts of cash, but because they have low market shares they do not generate much cash. The result is a large net cash consumption. A question mark (also known as a "problem child") has the potential to gain market share and become a star, and eventually a cash cow when the market growth slows. If the question mark does not succeed in becoming the market leader, then after perhaps years of cash consumption it will degenerate into a dog when the market growth declines. Question marks must be analyzed carefully in order to determine whether they are worth the investment required to grow market share.

· Stars - Stars generate large amounts of cash because of their strong relative market share, but also consume large amounts of cash because of their high growth rate; therefore the cash in each direction approximately nets out. If a star can maintain its large market share, it will become a cash cow when the market growth rate declines. The portfolio of a diversified company always should have stars that will become the next cash cows and ensure future cash generation.

· Cash cows - As leaders in a mature market, cash cows exhibit a return on assets that is greater than the market growth rate, and thus generate more cash than they consume. Such business units should be "milked", extracting the profits and investing as little cash as possible. Cash cows provide the cash required to turn question marks into market leaders, to cover the administrative costs of the company, to fund research and development, to service the corporate debt, and to pay dividends to shareholders. Because the cash cow generates a relatively stable cash flow, its value can be determined with reasonable accuracy by calculating the present value of its cash stream using a discounted cash flow analysis.


The problem with the BCG analysis is that it assumes there are poorly functioning capital markets external to the firm, for both equity and debt. 


Suppose a company has two few cash cows and stars, and a lot of ? with high potential. Why can’t they just borrow to finance the ?’s? The implicit presumption is that capital markets don’t have the information that the firm has about growth prospects and won’t lend at a reasonable rate. But think like a behavioral economist! An equally likely interpretation is that managers are overconfident about all their marginal businesses, and banks and IPO investors are more objective. 

Similarly, the BCG prescription is to sell off slow-growing, low-share dogs to raise cash. But who do you sell to? It only pays to sell them if you can get a good price, which means the companies who will buy them are either suckers, are more optimistic than you are (and might be right), or have some scope-economic advantage from fitting the “dog” business into their portfolio. 

One argument for conglomeration is to smooth out earnings fluctuations by holding a diversified portfolio of companies. But most shareholders are already diversified by holding stocks of different companies. It makes no sense for those companies to each be diversified. By analogy, suppose you go to a group dinner at a brand-new restaurant. Because you aren’t sure what dishes you would like, everybody orders a different dish and shares them (This is like holding many different stocks which each specialize in a single business). Your food portfolio is diversified. 


Diversifying at the company level is like each person ordering a combination plate, and sharing the combination plates. What’s the point? By sharing the main dishes you are already getting the diversification benefits of a combination plate. 


A pattern like this could be justified if the managers of the conglomerates face risks due to evaluation. Stretching our restaurant analogy, suppose that each person orders one dish and all dishes are shared, but the person whose dish people like least gets fired. Now dish-orderers have an incentive to each order the combination plate to lower their risk of being fired. 

The 1980’s

1986-98:  Big conglomeration-- media (AOL/TimeWarner), metals, etc. Some consolidation in shrinking industries (larger scale economies in steel and overseas competition) some relaxation of antitrust attitudes against large mergers (e.g. Figure 2 shows % of mergers from deregulated industries). One viewpoint: Regulation was preventing consolidation and too much concentration in a few firms’ hands. Other viewpoint: Regulation kept inefficient firms alive; deregulation permitted low-cost and best firms to buy up the others and run them better. Latter probably true in airlines. 
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Winners: Target firms almost always have a big premium (Table 4)


Mild losers … acquiring firms (zero gain to small loss)  Hubris??

LBO's

Highly leveraged buyouts by outside investors

(typically LBO firm with inside  management)

Why work? 


Effective for squeezing fat…or transferring wealth from labor/stakholders to 
shareholders? 


Good run of "good" LBO's in the 1980s till c 1990.


Starting 1986 or so, poor interest coverage (cash flow/(interest+.5repayin2yrs) 
falls from 70% in early 1980s to 40%); 
more participation by old managers (guys 
hanging on to firms they ran badly); 
inv banking fees go from 2.5% to 6%!!


Then "low fruit" taken, poor returns and some spectacular defaults

1980’s: LBO boom 

Huge surge in going private (peaked 1988). Results is that from 1982-92 there was a net negative issuance of equity by nonfinancial companies. That means more companies went private than went public. How were these LBO privatizations financed? Largely by high-yield (aka “junk” or “noninvestment grade”) debt, which was basically nonexistent until the early 1980s and then grew rapidly in the 80s and 90s (though it is still a small percentage of overall corporate debt). 
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From Holmstrom and Kaplan

Three theories of early LBO success

Eclipse/superior form theory (Jensen)


(LBO a better lifestyle)


"equity is a pillow, debt is a sword"


when default occurs, easy to reorganize w/o using bankruptcy courts



(small group of debtors)

"Radical diet" (cognitive) theory 


(need discipline of debt to downsize)


debt payment creates sharp, clear goal to shoot for


provides credible excuse to limit influence costs ("can't afford it")

Breach of trust theory (Shleifer and Summers, 1988)

 (shareholder gains financed from breaching implicit contracts with workers and communities (e.g. Youngstown)

E.g. think of typical wage-productivity profile (wages slope up, productivity peaks at c age 50).  Who is the "overpaid worker"?  Old guys!!  But they are "overpaid" as part of a system of promising job security after underpaying for years…

Other changes in corporate governance (fall of the LBO)

c. 1990s

rise in shareholder activism (e.g. CALPERS)

stock options

Kaplan and Stein figures from QJE
Holmstrom and Kaplan point:

(p 137)  When are markets superior agents of change?

A. "Markets are more effective than managers when it comes to moving capital from declining industries to emerging industries" .

Why? "asking a corp to migrate between businesses … exacerbates internal conflicts"

B. Do markets have an "outside view"? That is, can they see the merit in new projects by looking objectively at a wide range of projects so the best ones stand out? 

Interesting question: Would Netscape, eBay, Amazon have been capitalized appropriately from INSIDE Microsoft, Butterfields, or Barnes & Noble?  (cf PC at XeroxPARC).

Why? 


Need to incentivize guys to get rich to do wild things


What about “encoding bias” etc. (flicker paradigm)

The argument depends on "vision" (overenthusiasm) of capital markets. Maybe capital markets are just better at taking a portfolio of risks and hoping some pan out (e.g. venture capitalists don’t fire other VC’s when one deal goes sour—they expect a lot of losers). 

Even when markets "go overboard" net effect may be good? (Tech bubble)

Chapter 6: Wrapping Up

Wrapup: Major principles in organizational economics on one page

· Principal-agent theory:



Agents exert unobservable effort. 



Incentives increase effort, also increase risk

Sorting! Many incentive problems are alleviated by putting people who get intrinsic motivation into the right jobs. 

Balance residual decision rights with incentives



Those who decide should get credit and blame

· Firm is a nexus of contracts


Theory: Boundaries determined by efficiency:



Better to pay a fixed wage & give authority to firm? (staff/make)



Or pay a piece rate & give authority to worker? (freelance/buy)

Holdup view: Integrate activities to prevent haggling after relationship-specific investment. 

Property rights view: Whether firm or workers should control/”own” assets determines boundaries of practice.

· Centralization/decentralization



tradeoffs between local information & responsibility (decentralize)



& firmwide coordination (centralize)

· Bundling of tasks (jobs, divisions, firms)

· Complementarities between skills require bundling

· Substitution effects require nonbundling of tasks or monitoring of undesirable tasks

· Culture is important ("how business is done")-- fills in incompleteness in contracts



Ideas, values, symbols (rituals, role models), institutions (rules) 

· Incentives are a sharp knife



Easy to incentivize the wrong thing or drive out the right thing



(e.g. body counts in Vietnam, school testing)



Solution: Mix subjective and objective evaluation (e.g. tenure)




Incentivize some activities and prohibit others that interfere

· Most jobs are in "internal labor markets"



Very different from other markets. Why? People are “products”

Promotion & referral favor insiders or friends



Repeated game, promotion tied to pay, "gift exchange" of effort



Possible role of emotions, race etc



Discrimination? Is it “statistical” or tastes or mistakes? 

· Restructuring



Most mergers benefit target (poorly-managed), acquirers overpay slightly



LBOs worked mid-1980s to shift capital out of declining industries



Markets are good at innovation (hard to value Amazon internally)



& capital reallocation subject to influence costs (e.g. downsizing).

· Ethics: Shareholder primacy model has debatable legitimacy, dangerous to export



Shareholders should only be first if other claimants are savvy, protected



   Requires security analysts, courts, acc'ting, consumer info, unions 



Capital markets may misprice the firm



Don't know precisely how to incentivize top managers



Many people (e.g. Jensen) feel modern option packages have gone too far

Los Angeles Times, “The lure of liquid gold” December 19, 2005, pp A1, A4. 

Los Angeles Times (2004). Militiamen ‘reclaim’ oil for Nigerians. July 19, p. C3 (byline Michael Peel).

Hoff, Karla and Joseph Stiglitz. (2004). After the big bang? Obstacles to the emergence of the rule of law in post-Communist societies. American Economic Review, June, 94, 753-763. 

Staten, Michael E. and John Umbeck. 1982. American Economic Review, 72(5), 1023-1037.

Hough, Jill. 2006. Business segment performance redux: A multilevel approach. Strategic Management Journal, 27: 45-61.

























� One theory is that the incredible population density in large Japanese cities like Tokyo, Osaka and Kyoto, where people live in tiny houses, encouraged a taste for miniaturization. Or perhaps it is the Japanese interest in “cuteness”, and small things are inherently cuter than large.





