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INTRODUCTION

Corporate performance is often described as an effect of just two factors: where and how a
company competes — or, more formally, its industry and its capabilities. Debate over the rela-
tive importance of these two factors has proved heated and long-standing. On one side, indus-
try proponents contend that being in the right place is what matters, juxtaposing, say, the recent
profits earned by oil companies with the losses that have bludgeoned airlines. On the other,
advocates for the importance of company factors claim that performance differences within
industries are the more powerful element, pointing to success stories even in hard-hit industries
— Southwest Airlines, for example, as compared with traditional network carriers.

There is truth on both sides. The fundamental claim of this staff paper, however, is that even a
thorough analysis of industry and company factors has become insufficient. Taking two addi-
tional forces into account — global forces and uncertainty — is now a prerequisite for companies
looking to preserve, and particularly to gain, competitive advantage. Failing to react to a global
trend or making decisions that do not fully incorporate uncertainties will sink the corporate ship
as quickly as will a poor understanding of the industry situation or the company’s abilities.
Similarly, recognizing and exploiting a global trend early or managing uncertainty more effec-
tively than others can lead to real competitive advantage.

Global trends and uncertainty are not new phenomena. But the introduction of a frame of ref-
erence for strategic analysis built around these four forces — company forces, industry forces,
global forces, and uncertainty — is timely, for three reasons.

First, in recent decades, companies have become increasingly subject to global trends and to a
growing range of uncertainties. Some 30 years ago, companies faced little danger from, say, an
interruption in the flow of U.S.-bound parts sourced in China. Now, even a minor such hiccup
could prove almost immediately destructive. Devising a performance strategy based on only
company or industry elements — or even on both — is insufficient given the complexities of
today’s business environment.

Second, the increasing specialization we see in business consulting, while obviously beneficial, has
left business thinkers and practitioners without any reliable, up-to-date general framework
through which to view a company’s situation. Years ago, the Firm looked to James O. McKinsey’s
General Survey Outline.! Later came the Touchstone? and 7-S frameworks,? the McKinsey/
General Electric 9-box matrix (itself a response to the BCG 4-box matrix),* and important aca-
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demic frameworks such as Michael Porter’s “five forces.”® Each offered a comprehensive way of
assessing a company’s challenges and opportunities, and of elucidating its optimal strategic course.
Whether a study focused on an operational, organizational, or strategic problem, a conversation
with the client would begin from a broad general management perspective that typically covered
industry outlook and company position, as well as the client’s goals, organization structure, poli-
cies, facilities, capital, procedures, and personnel. Now, our conversations with senior colleagues
suggest that we diagnose companies’ problems through the lens of our individual specializations.®
These niches are often further constricted by a similar narrowness of perspective on the client
side: The VP of HR believes building capabilities is critical, the head of business development
believes entering and exiting industry segments is critical, and so on.”

Third, the business world has in the past 20 years become infatuated with easy answers, del-
uged with one-size-fits-all approaches that disguise narrow, myopic solutions as comprehen-
sive, clear-sighted ones. These solutions have their impetus in a number of “management
delusions” (see sidebar), the most basic of which is that correlation equals causality. Specifi-
cally, a given factor may be present in a successful company without being a driver (and cer-
tainly not “the” driver) of that company’s success. They may be correlated but not exist in a
causative relationship; both may be the result of a third force. Or causality may be present but
may run in the opposite direction from that assumed. Subscribing to the idea that correlation
equals causality, however, means that almost anything can be credited with the success (or fail-
ure) of a company. The prevalence of this tendency has led to dozens of candidates being put
forward as the driver of successful performance.?

It is easy to see the damage such ill-anchored speculations cause. Many automakers have
invested considerable effort in incorporating one or another element of Toyota’s well-known
Toyota Production System (TPS) into their operations — none with results even remotely resem-
bling those Toyota has achieved.

Southwest Airlines is another example of a company that competitors have sought to emulate.
Southwest set out to compete with surface transportation on price and flexibility for short-haul
distances and rapidly gained profitable market share with a low-cost, no-frills business model.
Larger carriers have attempted to follow suit, borrowing many of the elements of Southwest’s
model — but have never matched its success.

What goes wrong in these cases? Toyota and Southwest are particularly good examples of com-
panies whose success is intimately related to an overall company culture. TPS is a completely
integrated expression of the total culture of Toyota: Companies cannot succeed by isolating
and imitating any particular element of it. Similarly, even if a large carrier could match South-
west’s low labor rates, it would be unlikely to be able to incorporate key elements of Southwest’s
culture successfully. Southwest’s specific emphasis on fun and employee satisfaction probably
has much to do with the personality of its founder and with the company’s size.
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Some might argue that if a company were to go very deep in its analysis of the company or com-
panies it sought to copy, it could succeed. Putting aside that emulating another company to this
degree is presumably impossible, this argument at least recognizes that it is the entirety of a
company, including the context in which it finds itself, that lies behind its success or failure.

This is not to suggest that there is no value in a case-based approach to improving performance:
Lessons and examples, from whatever source, will always be useful in providing practitioners with
courses of action to consider. But what the above examples suggest is that companies should avoid
pursuing the purported paths others have taken to success. Instead, they should recognize that they
work in a context uniquely theirs, and, beginning with that context, take the measure of the forces
acting upon them and proceed accordingly.” The four-part frame of reference we offer supports such
a proceeding. In fact, we no longer believe, in the advanced state of today’s global economy, that
companies can rely on a single framework to meet the corporate-performance challenge success-
fully. At earlier periods, and in different contexts, 4- and 9-box matrices may well have been suf-
ficient — but they have become outdated. And the proof is in the plethora of business books that
champion one-size-fits-all solutions, which are about as useful as their self-help counterparts on the
neighboring shelves.

MANAGEMENT DELUSIONS

We have suggested that the allure of business fads rests on their tendency to put forward false proofs from
one or another company’s success. In Hard Facts, Dangerous Half-Truths and Total Nonsense, Stanford’s Jef-
frey Pfeffer and Robert Sutton analyze six different “half-truths” about financial incentives, leadership, strat-
egy, change, talent, and work-life balance that have been advanced as business panaceas. They show where
the claims might be true and where they are not, arguing that managers must analyze the assumptions
behind each claim and seek evidence as to whether those assumptions will hold true in their own context.
They note that this requires a new mindset and a lot of effort. They quote Peter Drucker: “Thinking is very
hard work. And management fashions are a wonderful substitute for thinking.”1°

In The Halo Effect, Professor Phil Rosenzweig of the International Institute for Management Development
goes into greater detail on which research techniques pass muster, taking issue with the approaches used
by many of the most venerated business books. Most of these works, Rosenzweig believes, show a “tendency
on the part of the experts to point to the high financial performance of a successful company and then
spread its golden glow to all its attributes — clear strategy, strong values, brilliant leadership, and outstand-
ing execution. In fact, the things that the experts claim drive performance are often simply attributions based
on prior performance.”

Rosenzweig raises a number of concerns about popular studies of high-performing companies. Among these
are the “delusion of correlation and causality” and the “delusion of single explanations,” discussed above.
Other delusions include the effect of sample selection on outcomes, the conviction that high performance
can last forever, the idea that absolute rather than relative performance matters, and the “delusion of the
wrong end of the stick”: that the most successful companies pursue a narrow strategy doesn’t mean a nar-
row strategy leads to success. The opposite is usually the case: Examining the whole universe of companies
using this tactic indicates that more would fail than succeed. Rosenzweig suggests that studies that avoid
these delusions will result not in a list of half a dozen big, colorful actions that promise huge performance
boosts but rather in a list of actions that provide a moderate boost in a specific situation or situations. Such
lists are not as attractive as the promises in the more popular business books. But they are the result of
more rigorous analysis, and so are far more likely to lead to impact.
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The key is to understand the company’s context at a very detailed level: not only those actions
that have and have not worked historically but also those that make sense in the context of the
company’s capabilities, its industry or sub-industry, the trends affecting the company overall and
the subtrends affecting each region, and the specific uncertainties it faces. Further, the company
must make decisions in a dynamic fashion — not once but continually. Again, all of this argues
against the simple application of a single framework to each company’s situation.

This paper is organized into four parts:

e Origins of the performance debate. We begin with a review of the debate about company
and industry factors, including a summary of empirical analyses that show how the relative
weight of company and industry factors varies by industry, by company, and over time.
Included here is a sidebar on McKinsey’s contribution to the debate (see p. 7).

® An expanded frame of reference for thinking about corporate performance. This section
expands the discussion beyond company and industry factors to global forces and uncer-
tainty, explaining why all four forces must be fundamental elements of the performance
equation.

e How to apply the four forces. This is the most important section of the paper. It advises read-
ers on methodologies and ways of thinking that will help their clients stay on top of all four
forces.

e Organizing for success. Finally, we offer advice about the structures, processes, and incen-
tives companies must put in place so that they can periodically review all four forces, pri-
oritize them, and determine the appropriate set of actions in response.

ORIGINS OF THE DEBATE:
COMPANY FORCES VS. INDUSTRY FORCES

Before delving into what is missing from the current corporate-performance discussion, we
begin with a review of the terms of the company/industry debate. As a perennial strategic con-
cern, often referred to by clients as “where to compete” vs. “how to compete,” an understand-
ing of the effects of company and industry forces on an individual company’s success is
important for all consultants.

The discussion about performance has run for more than 200 years, beginning with what are
now called classical and neoclassical economics (Exhibit 1). In classical theory, production con-
ditions are the most important drivers of profit; in neoclassical theory, market structure is the
most important driver.!' Indeed, the ability, on an almost one-to-one basis, to map production
conditions to company factors and market structure to industry factors suggests that the debate
has hardly changed since it began.
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Exhibit 1
Evolution of thinking on performance drivers
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Source: “Some Thoughts on Strategy: Where From? What Have We Got? Where To?” John Stuckey (Asia-Pacific Strategy Meeting, July 2004)

Classical economists such as Adam Smith and David Ricardo assumed that free mobility of
capital and labor would lead to a gradual elimination of inter-industry profit differentials.!
This process of company rivalry, they thought, could be influenced by company behaviors such
as advertising, pricing, or adjustments to production quantity, which would in turn confer learn-
ing advantages.'?

In contrast, neoclassical economists such as Alfred Marshall believed that companies were
mainly passive — that changes were wrought by external forces, to which companies simply
responded.'* They believed that the intensity of competition depended primarily on the struc-
ture of an industry: For example, a larger number of companies in a given industry would lead
to effective competition and more modest profitability, while a smaller number would lead to
oligopolistic behavior and thus a larger margin of profitability. This perspective was further
fleshed out in the 1930s, when Edward Mason described the structure-conduct-performance
(SCP) model for understanding the influence of industry structure on performance. Thus, well
before contemporary academics and consultants restated the debate in terms familiar to today’s
business practitioner, theorists had begun to analyze and make claims for company factors
(Smith and Ricardo) and industry factors (Marshall and Mason) — and even, quite early on,
both company and industry factors (Alfred Chandler)."
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The first salvo in the modern corporate-performance debate was fired in 1980 with Michael
Porter’s Competitive Strategy. Porter argued, along with the neoclassical economists, that indus-
try dynamics drove the lion’s share of variance in profits.'® He claimed that five forces — the bar-
gaining power of customers, the bargaining power of suppliers, the threat of new entrants, the
threat of substitute products, and the intensity of competitive rivalry — combine to determine
the attractiveness of an industry as a source of profit.

The most compelling rejoinder to Porter’s reintroduction of the industry perspective came from
the “resource-based” view of the company. Proponents of the resource-based view claim that
sustainable competitive advantage is driven primarily by a company’s resources, including any-
thing from physical assets to capabilities or knowledge — essentially a restatement of the case
for company rather than industry forces. Birger Wernerfelt coined the term in 1984, building
on work by Edith Penrose, and suggested that resources may provide barriers to competition
that rival the industry barriers suggested by Porter.'” Jay Barney formalized this theory in 1991
by categorizing the four requirements for earning abnormal “rents” from resources: They must
be valuable, rare, imperfectly imitable, and nonsubstitutable.'® A more popular version of this
theory was offered in 1990 by Gary Hamel and C. K. Prahalad, who cited “core competencies”
that are hard to imitate and can be leveraged widely across products and markets.!”

Up until this point, theoretical rather than statistical arguments had predominated. The debate
became more thoroughly anchored in data (and rigorous empirical analysis) in 1991, when
Richard Rumelt published a landmark study demonstrating that the company is a much bigger
driver of performance than the industry in which it operates. Rumelt’s analysis of many man-
ufacturing companies revealed that company factors explained 46% of profit variance, while
industry differences explained only 9% (Exhibit 2). Rumelt concluded that “business units
within industries differ from one another a great deal more than industries differ from one
another.” Thus, the most important sources of profit are resources or market positions rather
than membership in an industry.?°

Michael Porter responded in 1997 with the observation that the relative importance of company
and industry factors depended on the industry:*! Manufacturing, the focus of Rumelt’s study,
was particularly susceptible to company effects. But even Porter and his co-author, Anita McGa-
han, conceded that company effects were twice as important as industry effects. Intriguingly,
however, Porter and McGahan reclaimed the intellectual high ground with the observation that
industry effects are more persistent than company effects, since industries take longer to change.
In 1999, they quantified their claim by demonstrating that industry effects persisted at an aver-
age rate of 66% to 83%, as compared with 46% to 63% for company effects.??

A new wrinkle was discovered in 2003 by Gabriel Hawawini, who found that the relative
weight of company and industry effects depended on a company’s performance ranking within
its industry.?> Company effects were more important than industry effects for industry leaders
and laggards, which — whether for good or ill — tend to have atypical managerial capabilities.
But industry effects were the more important factor for averagely performing companies, which
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Exhibit 2
Major academic studies on drivers of performance
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Sources: Rumelt, “How Much Does Industry Matter?” (Strategic Management Journal, 1991); McGahan and Porter, “How Much Does Industry Matter,
Really?”(Strategic Management Journal, 1997); Hawawini et al., “Is Performance Driven by Industry- or Firm-Specific Factors? A New Look at the
Evidence" (Strategic Management Journal, 2003)

are likely to have average managerial capabilities. Porter refined this point even further with the
observation that company effects were more important to the emergence of high performance,
while industry effects were more important to the sustainability of high performance.?* (Com-
pany effects were found to be more important to both the emergence and the sustained nature
of low performance.?’)

MCKINSEY’S CONTRIBUTION TO THE DEBATE

McKinsey developed a balanced perspective early in the debate: In the 1970s, the Firm introduced the
McKinsey/GE 9-box matrix, which included measures both of the attractiveness of an industry and of a busi-
ness unit’s ability to compete within it. A little later, however, different parts of the Firm took differing posi-
tions. Upon its creation, the Strategy practice focused on where to compete. The Organization practice
focused on how to compete. The focus on how to compete predominated for about 20 years. This shift to
the resource-based view was driven in part by an emerging sense of the increasing importance of intangi-
bles.26 John Stuckey’s and Jessica Hopfield’s observation that the argument for industry had become less
compelling as “macroenomic forces such as deregulation and new technologies are making many previously
cozy markets much more competitive, driving out surplus returns” is representative.?” Lowell Bryan’s more
recent work, particularly in Mobilizing Minds, reaffirms the primacy of the company, showing that on average,

(continued on next page)
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DEBATE (continued)

the top 30 companies by market capitalization earned $83,000 per employee across many industries, while
the next 30 earned only $53,000 per employee.28

More recently, however, the industry view has been reemerging. Sven Smit, Patrick Viguerie, and colleagues
in the Strategy practice’s Growth service line analyzed 200 large companies around the world and found
that market growth and inorganic activity were responsible for nearly 80% of growth differences in compa-
nies, while out-execution of market growth was responsible for only 20%.2° Although many management
teams spend a great deal of time focused on execution, they spend relatively little time examining their com-
pany’s portfolio of businesses and how it might be modified. The key to understanding the precise importance
of where to compete for any company, the authors suggest, is to consider differences not only among major
industries as a whole but also among subsectors within them — a fineness of distinction that contextualizes
a business in 1 of 450 subsectors, rather than in 1 of 20 industries. Then the importance of choosing well
becomes even clearer.

For the present, then, our own pendulum has swung. Practically speaking, however, as consultants draw from
these different internal perspectives, it would be wise to maintain, with John Stuckey, that “both special
capabilities and industry structure are important.”3° And to be convincing to our clients (and ourselves), we
must understand the sources of our even-handed position.

EXPANDING THE FRAME OF REFERENCE:
GLOBAL FORCES AND UNCERTAINTY

We have suggested that industry and company forces are not the only factors to consider when
analyzing a company’s situation. A comprehensive frame of reference must explicitly take into
account global forces and uncertainty as well (Exhibit 3).3!

The boundary between these four factors can at times seem porous — there is certainly overlap
among them. Uncertainty might be related to a company force (e.g., the possibility of insider
trading threatening a company’s well-being); to the industry to which the company belongs
(e.g., whether a given set of regulations will pass); or to a global force that may affect the com-
pany (e.g., the fact and pace of demographic shifts). Alternatively, a broader uncertainty could
resonate in all three areas — the sudden emergence of SARS (severe acute respiratory syndrome),
for example, or avian flu. Nevertheless, even though the boundaries are sometimes blurred,
what should be clear is that global forces and uncertainty cannot simply be regarded as embed-
ded within the company or industry categories; they must be discussed separately.®? If senior
executives wait until a global force or an uncertainty manifests itself at the industry and finally
the company level - as, if it is to affect the company at all, it ultimately must — they will have
waited too long.

For instance, we interviewed a senior executive of a North American electronics company that
considered itself first and foremost in the intellectual property business: It depended on inven-
tions to sustain itself. Accordingly, its large, global asset base was mostly given over to R&D
expenses. At one point, the CEO asked the company’s risk team to examine the potential for dis-
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Exhibit 3

A frame of reference on drivers of performance
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continuities that might seriously disrupt its business. The team looked for balance-sheet and
income-statement vulnerabilities, and scrutinized the asset portfolio. The company was not overex-
tended with regard to debt. It was well hedged against its extensive currency exposure. On the
income-statement side, its revenue base was relatively well diversified, with only modest exposure
to any one market. In fact, 75% of its revenues came from outside North America, with no sin-
gle country accounting for more than 10% of its total market share. As long as the company
hedged itself intelligently, even cyclical macroeconomic issues seemed to pose little threat of seri-
ous damage: Nothing other than genuinely freakish events could make it vulnerable.

The company also looked at its cost exposure. It carefully examined how each plant sourced
raw materials. It even considered a list of factors that we would call global trends — changes in
demographics, changes in consumer behavior that would affect its industry, shifts in the capi-
tal markets, and even regulatory shifts in India and China as these two countries became increas-
ingly important to its business.
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In short, all seemed well. And then the team realized that 65% of everything the company man-
ufactured relied either on Chinese materials or on processes undertaken in China. Neither a
study of raw-material sourcing nor a study of the sourcing of components had yielded cause for
concern - yet it suddenly became clear that any significant threat to the smooth interaction
between the company and its China-based supply chain could effectively shut down the com-
pany’s business.

This was in 2004, and avian flu was in the news. The team determined that, were an outbreak
to close China’s borders, the company would be in bankruptcy within two months.

The details of the company’s response are not relevant here. What matters is that a traditional
company- or industry-based analysis failed to detect this threat. Only the fact of an enterpris-
ing individual going beyond his investigatory mandate brought the problem to the company’s
attention. A product-by-product exposure, of the kind various business units conducted peri-
odically, would have missed the risk the company faced across product lines. Even an industry-
by-industry view would not have triggered the crucial realization. The risk exposure became
evident only when the question was asked, “What is our total exposure to China?” Such a ques-
tion would only arise from explicit consideration of the uncertainties the company might face
or of the impact of a particular global trend — in this case, the growing importance of China to
Western companies.

A second example: One night in March 2000, a lightning-induced fire at an electronics company
fabricator plant — the ultraclean environments in which silicon chips are made — knocked out
two of the company’s four fabricators. The electronics company contacted two of its larger cus-
tomers to alert them that chip deliveries would be delayed. The first treated the call as a poten-
tial crisis and escalated the matter to top management. The second moved much more slowly
—and by the time it had identified the implications for its cell-phone business, its competitor had
locked up every shred of spare capacity, forcing it to look for alternatives. The second customer
reported hundreds of millions in losses in the quarter after the disruption and significantly more
for the year. It ultimately ceded significant share of the handset market to its rival.

A number of aspects of this story are interesting. Most pertinent, both customers — sophisticated
companies — depended on a single supplier for a crucial element of a fast-moving consumer-
goods business. There are sometimes good reasons for a single-supplier model. But here, it raised
the possibility of serious chip-supply problems, since a major problem at just one company
could compromise both customers’ businesses. No doubt the likelihood of a major disruption
to the operations of a well-run chip supplier with multiple fabricators is very low. Yet “act-of-
God” events, such as lightning strikes, happen every day and hence have measurable, if very low,
probabilities. (The failure to account for them is of course more apparent at the second com-
pany. Senior management at the first company may well have thought through how to respond
to a potential problem at the supplier, and promptly implemented its solution when such a
problem arose.)
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These are not isolated cases. Business history is littered with examples of companies that missed
important trends and uncertainties. Some of these trends and uncertainties were consequential
enough to affect whole industries — and sometimes more than one industry. Consider digitiza-
tion. Music producers slow to respond to digital music sales and file sharing have seen sales
plummet. In telecom, significant shares of the mobile-handset market shifted in the mid-1990s
as handsets shifted from analog to digital. In the camera-film industry, digitization completely
reshaped the business.

Companies do not always miss trends — but they can still misread them. Monsanto, although
aware of significant concern among the European public about genetically modified foods,
advanced a European strategy that bet heavily on them — and failed to win market acceptance
at significant cost. Much earlier, very famously, Digital Equipment Corporation lost its lead in
the computer business by missing the shift from minicomputers to personal computers and was
ultimately acquired by Compaq. Atari missed the direction of the personal-computer trend as
well, rejecting a proposal in the late 1970s by employees Steve Jobs and Steve Wozniak, who
designed and built the original Apple computer with Atari components.

More broadly, recent research suggests that the proportion of companies facing at least one
setback (defined as a drop in market value of at least 20%) increased from 15% in 1994-1995
to 52% in 2002-2003 (rising as high as 67% during the bursting of the tech bubble in 2000-
2001). In the same time frame, the average number of setbacks faced by each company increased
from 3.4 to 5.4 and the average recovery time increased from 5.4 months to 7.7 months. As
these setbacks become more frequent and severe, companies must learn to understand their
sources and to recover from them more quickly (Exhibit 4, overleaf, and sidebar on p. 13).

Of course, the flip side of anticipating trends or uncertainties to protect the company from loss
is anticipating them to generate profit. Over the past 20 years, Wal-Mart has consistently been
ahead of the curve on global technology trends, thus enjoying significant advantages over retail
peers such as Sears and Kmart. In 1983, Wal-Mart became the first major retailer to track sales
at the level of individual items, collecting bar-code data at point-of-sale terminals in its retail
sites — and a few years later sending that information directly to suppliers so that inventory
management could be automated and inventory costs dramatically reduced for both the com-
pany and its suppliers.?* More recently, it has been leading the charge to replace bar codes with
RFID tags (radio frequency identification microchips), which can be tracked by radio waves
instead of manual scanning and which allow the development of real-time insights into demand
patterns. We noted earlier that all trends become industry and finally company effects. That is
true here — but only when the first company in the industry adopts the technology, by which time
a crucial first-mover advantage is lost to all other players.

Wal-Mart illustrates the impact of a trend on a company’s supply side. Chico’s, a clothing chain,
demonstrates the impact on demand. The retail company was founded in 1983 to target a new
demographic segment: baby-boomer women 35 and older. The goal was to sell them clothing
that was comfortable but still regarded as fashionable.** Although growth started to slow in
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Exhibit 4
Setbacks: more, and more severe
Drop of 20% in market value*

67

% of companies suffering
at least one setback

1994-95 1996-97 1998-99 2000-01 2002-03
Average number 3.4 4.7 5.1 6.0 5.4
of setbacks
Average recovery 5.4 5.2 7.1 6.7 1.7

period in months

* Month to month
Note: Averages calculated for companies with at least one setback; the basis is a global data set of more than 20,000 companies

Sources: Global Vantage; McKinsey analysis

2006, the company earned average annual returns of 68% from 1996 to 2005 and ranked at
the top of the WSJ 1000. During that time frame, Chico’s outperformed well-established com-
petitors that had clearly missed a critical demographic trend.?

But companies can go further than anticipating trends: They can actually harness these trends
in a way that materially alters the context in which they operate. This pertains particularly to
global trends that are linked to the way societies perceive companies. For instance, widely held
concerns about climate change are affecting public opinion about large oil and car companies.
In each of these industries, some companies have clearly managed to shape the debate — and
their place in it — more than others. This puts them in a position to respond to the climate-
change trend in a way that benefits both their company and society, and to suffer less if the
perception of their industry suffers.

As an earlier staff paper observes, most companies tend to see global trends as threats rather
than opportunities and to respond only when they must, rather than when they might.** Com-
panies that identify an opportunity early can establish themselves in strikingly positive ways in
the public’s perception and influence the contours of the debate in a manner that maximizes
their ability to move forward profitably. An excellent example is Toyota’s early championing of
the hybrid automobile: Although sales of its hybrids remain a modest fraction of Toyota’s total
output, the Prius has cast a “green” glow over the entire company. Other important examples,
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MORE ON SETBACKS

Setbacks deeply affect a company by generating crises of confidence, driving customers away, destroying mon-
etary value, tarnishing reputations, and ultimately causing serious declines in performance.

The increase in the frequency and severity of setbacks shown on a global basis in Exhibit 4 has been even
more pronounced in the U.S. in the past two decades. An analysis of approximately 1,850 U.S. publicly
listed companies reveals that the average number of serious setbacks experienced by a company has
increased from 15 in 1985-1995 to 18 in 1995-2005. Perhaps more worrisome is that the intensity of these
setbacks has increased substantially. Out of the 1,850 companies that suffered setbacks during 1995-
2005, 46% suffered more severe setbacks than in the previous decade; 87% of companies suffered at least
one setback in 1995-2005 — and almost 37% suffered a threat to their survival.

The persistence and the amplification of setbacks is a result of a number of significant transformations in
the global business landscape. Heightened corporate interdependency now means that one company’s prob-
lems can rapidly become another’s. Increasingly interdependent supply chains can cause even minor dis-
ruptions to ripple through several other companies. Compounding matters, the rapidity with which news and
information travels, and the length of time it stays “in print” on the Internet, still confounds many companies.
(Wendy'’s reputation and sales continue to be affected in the aftermath of the “finger” incident, when a cus-
tomer alleged that she found a severed finger in a serving of chili — a finger it seems she had herself placed
there. A suitably narrow search on the Internet yields more than 20,000 relevant responses.)3”

- Janamitra Devan, Abhijeet Dwivedi, and Tsun-yan Hsieh

Frequency and severity of setbacks have increased in the U.S.

Companies have suffered from an Setbacks have become more severe, as indicated by the increase
increasing number of setbacks in intensity and average recovery period

Average number of Intensity of sethacks Average recovery period
setbacks per company % of companies Months
28
Setbacks of

higher intensity

46

Setbacks of same
1985-1995 1995-2005 or lower intensity 1985-1995 1995-2005

Source: McKinsey analysis
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some more and some less comprehensive to the company’s strategy, are GE’s “Ecomagination”
initiative, Wal-Mart’s “zero-waste” strategy, and BP’s and DuPont’s incorporation of climate-
change thinking into their operations. Such proactive choices are particularly important in shap-
ing, rather than being shaped by, the regulatory regimes that can make or break a company’s

profitability.

It is worth noting that none of the successes listed here might have been relevant or available
to other companies — even those in the same industries. Each company must filter the general
set of threats and opportunities it faces through the context of its particular situation.

APPLICATION OF THE FOUR FORCES

In this section, we offer consultants, and the executives they serve, ways of thinking about all
four forces. What companies can do structurally to support these ways of thinking and to ensure
that the right reward systems are in place is discussed in the section on organizational change
that follows.

Before delving into specifics, an important caveat: Many companies that think they are on top
of elements like global forces are, in fact, anything but. In most companies, there is a chasm
between what executives say about global forces and what they actually do in response. In a
recent survey by the McKinsey Quarterly, 65% of executives agreed that in the next five years,
the growth in emerging-market consumers would have an important impact on their company’s
profitability, but only 36% had taken steps to address this trend.?® Similar gaps existed with
regard to most of the 14 trends studied (Exhibit 5). Even when executives are aware that cer-
tain forces are important, they continue to base their resource-allocation decisions on the pre-
vious year’s budget — or on political factors such as alliances among business unit heads.?

As for the management of uncertainty, recent events on Wall Street demonstrate that even the
most sophisticated executives paid insufficient attention to the probabilities that brought many
banking firms low, and one firm down.

To move from being at the mercy of these forces to mastering them, companies must begin by
understanding the scale of the challenge. In interviews with 12 senior executives from large
companies, we discovered several reasons top management has proved slow to act. First, we
found that they weren’t always good at thinking through the ways global forces and uncer-
tainties might prove relevant to their company and industry. They were correspondingly weak
in articulating to operational leaders at lower levels how these leaders should behave differ-
ently in response to these factors. One executive told us that the advent of Sarbanes-Oxley
required fundamental changes to certain standard operating procedures in the global account-
ing industry. As a practical matter, however, managers in the group continued to use the same
SOPs for several years.
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Exhibit 5
H This trend will have a
The aCtlon gap clearly positive or negative
o effect on my company
% of respondents (N =1,234)*

- My company has taken
action to address
this trend
(N=1,306)**

A faster pace of technological innovation

Increasing availability of knowledge/
ability to exploit it

Increasingly global labor, talent markets

Shift of economic activity between
and within regions

Growing number of consumers in emerging
economies/changing consumer tastes

Development of technologies that empower
s and ities

Adoption of increasingly scientific data-driven
management techniques

Increasing constraints on supply or usage of
natural resources

An aging population in developed economies

Geopolitical instability

Shifting industry structures/emerging
forms of organization

Increasing sophistication of capital markets % Respondents who answered

“very/somewhat positive” and
“very/somewhat negative”

Respondents could select
more than one answer; those
who answered “none of the
above” are not shown

Growing consumer demand for corporate

contributions to broader public good *

*

Growth of public sector

Source: “How Companies Act on Global Trends: A McKinsey Global Survey” (ID# 736059), April 2008

Second, these companies found it difficult to keep the attention of their senior line and func-
tional executives focused on all four forces. The executives tended to focus on the company at
the expense of the industry, global forces, and uncertainties. Managing the more tangible com-
pany factors fell neatly into the executives’ “comfort zone.”

Third, the senior executives conceded that there was a reason for this behavior: Paying atten-
tion to global forces or uncertainties was not rewarded by their companies. Here, the fact that
all elements ultimately manifest themselves as company forces posed a particular challenge.
Over time, a well-spotted and acted-upon global force should lead to a set of particular actions
that either protect or contribute to the company’s bottom line. But the reward is routinely
bestowed upon the person most closely associated with that contribution. In one global finan-
cial management company, the executive who launched a successful new wealth-management
product was richly rewarded. The executive who pointed out why an emerging demographic
force would create demand for this new product, and who then mobilized the forces to create
a favorable environment for such a launch, was not.
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Clearly, then, persuading top management to think carefully about all four elements of the per-
formance equation presents a significant challenge

Responding to company and industry forces

This topic has been covered exhaustively elsewhere. Here, we highlight the most important
elements.

When considering company forces, consultants and managers should think about distinctive
competencies (e.g., organization design or processes), privileged assets (e.g., intellectual prop-
erty the company owns), and competitive position. For example, pharmaceutical companies
have been aggressively pushing to improve the effectiveness of their field sales forces and mar-
keting capabilities. To achieve the right brand positioning in light of individual doctors’ needs,
these companies’ sales forces must be supported by granular information and territory man-
agement systems, as well as adequate performance evaluation and incentive schemes.

A discussion about the relative importance of distinctive competencies, and therefore the extent
to which resources should be allocated to each, can be found in “Is Your Core Competence a
Mirage?” by Patricia Clifford, Kevin Coyne, and Stephen Hall.** The authors suggest focusing
on competencies that are truly superior to those of actual and potential competitors; that are
highly sustainable because of their rarity, lengthy development time, and the difficulty com-
petitors will have in understanding their source; that will generate a great deal of value in com-
parison with other economic levers; and that possess a high degree of importance to the
customer.

Industry forces include the underlying growth and profitability in the sectors in which a com-
pany operates. A company can affect its own growth and profitability by making portfolio deci-
sions about which sectors to stay in, enter, and exit, and by influencing industry characteristics
such as barriers to entry, concentration, cost structure, or product differentiability. For exam-
ple, News Corporation faced industry factors, such as the emergence of the Internet, that simul-
taneously drove a need for new revenue streams and provided opportunities through the rise
of social networking and other Web 2.0 phenomena. Actions taken included investment in
online businesses such as MySpace.

The attractiveness of different industry segments is described here using the taxonomy of fac-
tors in John Stuckey’s “Perspectives on Strategy” staff paper. These factors draw from concepts
first identified by many of the pivotal thinkers in modern economics. The biggest drivers of
attractiveness are the industry growth rate and the degree of product differentiability, but other
factors include a high degree of industry concentration, high barriers to entry and exit, low
fixed costs, an attractive position in the industry chain relative to suppliers and customers, and
an attractive moment within the evolution of the industry. When looking to enter new busi-
nesses, it is critical for a company to analyze the subsectors it wishes to enter based on these
seven characteristics. In addition, management must seek out discontinuities occurring or likely
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to occur in the industry and attempt to be the first to take advantage of them. The goal is to
claim monopoly advantages, however fleeting they may be in competitive industries.

An approach to the global-forces challenge

Most managers assume they have minimal influence over global forces. They are right that they
can do little to change a demographic trend or a widespread shift in consumer consciousness.
But they can react to such forces, or, even better, anticipate them to their own advantage.

Executives should systematically track all forces external to their company and industry at three
levels: global, regional, and national. This is the easiest way for a company to apprehend whether
a force will have global relevance — and it is a method that is also well aligned with the way
most large companies already think about their business. Executives must learn to distinguish
between forces that have global implications — like the rise of China or the explosion of the Inter-
net as a major channel for retail sales — and those that are principally regional, such as regula-
tory trends in the face of ASEAN or MERCOSUR regional integration. Alternatively, forces can
be country-specific. Education and literacy are examples of national trends that might be of con-
cern to country-specific players (e.g., Southwest Airlines, CVS, and China Merchants Bank).

Exhibit 6 (overleaf) shows a heat map that companies should create for each of their business
units. The heaviness of the shading identifies which forces are most threatening or relevant to the
future of the business unit in question. The exhibit maps three types of business units of compa-
nies we interviewed against the country, regional, and global forces that might affect these busi-
nesses. As the exhibit shows, we recommend that companies look at each force over two time
horizons. Our interviews suggest that two-to-three-year and three-to-seven-year time horizons
are meaningful because they compel executives to apply a long-term as well as a short-term focus.

These heat maps should be developed on a “bottom-up” basis, beginning with business units
and ending at the corporate level. Every business unit should perform such scans, as each usu-
ally serves different markets and may be subject to different contexts and pressures. Also, cor-
porate headquarters alone cannot be expected to possess the informed perspectives business unit
leaders have on their own businesses. What is crucial, however, is that the corporate center must
take the cross-business unit, cross-functional view that no individual business unit would.

There are complications, of course. The future of U.S. immigration laws may appear to be a
country-specific force but actually has a clear impact on business on a global scale. One com-
pany we interviewed hired foreign nationals and trained them in the U.S. before sending them
to its overseas marketing and sales destinations. But our experience would suggest erring on the
side of analyzing all forces that might ultimately affect the company. By doing so, a company
will maximize its chances of identifying the forces that matter.

How should a company integrate its thinking about global forces into its overall strategy? The
Strategy practice’s Global Forces service line recommends a three-step process.*! First, the con-
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Exhibit 6
External forces identification matrix:
applied to a diversified manufacturing company

Relevance of force: Can be disruptive to Can pose serious Important enough
- business or create l:l opportunity or l:l to keep an eye on
breakaway opportunity challenge
Force type > G A [ Goa |
u.s. \ Rapid Political/ | ASEAN FTA** Broadband i Energy price
immigration | _urbar!lzatmn military blowup | harmonization access 1 escalation
laws v in phma; in CMEA* ' of investment commoditized !
| aging of countries i regulations I
1 boomers in U.S. ' '
Outlook (years) 23 i 3-7 2-3 i 37 2-3 i 37

Business unit 1
- Focused on global markets

+ Dependent on global
sources of talent

Business unit 2
- Focused on regional markets

- Dependent on regional
sources of supply

Business unit 3
+ Focused on country markets

* Council for Mutual Economic Assistance
** Association of Southeast Asian Nations free-trade agreement

Source: McKinsey analysis

sulting team should challenge senior managers by presenting the future landscape as it might
affect their business. This can be done by presenting the facts on emerging trends and then facil-
itating a question-and-answer session with the client. By putting facts about global forces in
front of the client, the team can elucidate how macro-level trends might translate into positive
or negative microeconomic impact.

Second, the team should work with the client to “co-imagine” a possible future. This is often
done through a two-to-three-day workshop focused on scenario generation, identifying “white-
space” opportunities, and defining how the company must change in order to respond to sce-
narios or take advantage of new opportunities.

Third, following such a workshop, the consulting team can help the client build long-term suc-
cess by developing 5 to 10 potential strategic initiatives for further investigation. These initia-
tives could include anything from the strategic positioning of a specific business unit to new
market entries, identification of divestment opportunities, or talent-sourcing strategies.
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This last step is critical. In many companies, discussions of global forces stop at the corporate level
and never make their way into operational plans. At one technology company we interviewed, an
external firm was brought in to run a workshop on megatrends, sparking an interesting discussion
but no follow-up action. Some trends were simply used to justify the company’s existing strategy
(e.g., an increase in family dispersion confirmed that previous investments in online communities
made sense). Part of the problem was that the only staff formally charged with monitoring global
forces were the market analysts who monitored competitor activity and market-share trends. (We
discuss structural responses to this kind of problem in the last section of this paper.)

One global financial services company we interviewed uses a two-step process to ensure that
identifying trends leads to action. At the corporate level, the company analyzes flows of wealth
and demographic shifts. The company complements this activity with a bottom-up approach to
operationalize the opportunities that analysis of those forces suggests. For example, when the
corporate team identified Internet retail as an interesting opportunity for the company, ana-
lysts in Asia looked at the income levels of those driving the Internet retail boom in the U.S. so
that they could estimate when these effects would also become relevant in Asian markets.

Dealing with uncertainty

Uncertainty is another force most managers have little hope of influencing. Once again, they are
right. But they can, and should, make an effort to understand the range of possible scenarios —
and be ready for them. One useful way to think about uncertainty is to divide it into two cat-
egories of risk: continuous risk and “extreme-event” risk.

As Eric Lamarre and Martin Pergler explain in their primer on corporate risk, continuous risk
has to do with historically precedented changes in the business environment that may improve
or damage business performance.*> For an aluminum provider, these might be changes in the
cost of alumina or in energy prices, or the pace of economic development in China, a purchaser
of aluminum on a vast scale. For an energy utility with nuclear plants, the relevant factor would
be the price of natural gas. For a distributor, it would be the effects of CO: regulation. These
are all risks that have a nontrivial probability of materializing and that may well have pre-
dictable effects.

A second, more difficult category is extreme-event risk, such as the advent of SARS or a terrorist
attack. The effects of these risks are much harder to foresee, as there is unlikely to be much in
the way of precedent. Extreme-event risks are high-impact/low-probability events. For instance,
Singapore Airlines reported its first-ever loss at the height of the SARS outbreak, which did
what the industry and the competition could not: sent its revenues tumbling 35% in a single
quarter. Even the relatively small outbreak of SARS in Toronto in 2003 cost the region’s tourism
industry roughly $1.5 billion in income and jobs.*?

Of course, the simplicity of this taxonomy conceals some challenges. Not all risks are easily
classed into one type or the other. For an airline, an upward move in the price of oil due to some
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noncatastrophic development would typically fall into the category of continuous risk. But how
does management identify whether such a price increase is a spike or a long-term change — the
latter of which is nearer to extreme-event risk? The difference is not trivial: Oil-price increases
that turned out to represent a new regime rather than a temporary phenomenon elevated Con-
tinental Airlines’ fuel costs by more than $1 billion each year from 2003 to 2005, with devas-
tating effects on the airline’s profitability. Those on the other side of the industry were luckier:
The market capitalization of ConocoPhillips rose from $24 billion to $84 billion over the same
period, and drilling-rig demand soared, driving the market capitalization of Transocean from
$7 billion to $17 billion over two years. Closer to home, Southwest Airlines, having hedged
against fuel-price increases, brought in almost $1 billion in additional revenue in 2005 alone.

Whether or not ConocoPhillips and Transocean had good protocols in place for managing
uncertainty is impossible to glean from this example — but it is clear that Continental did not
have them in place and that Southwest did.

How should companies respond to the uncertainties they face? Hugh Courtney, Jane Kirkland,
and Patrick Viguerie developed one of the most effective ways of thinking about this in a Harvard
Business Review article.** The article begins with the insight that many managers make decisions
as if they were in environments of greater uncertainty than the ones they actually face. In such a
situation, they tend to assume that the uncertainty cannot be managed with familiar tools, and so
often base their decisions on gut instinct. An equal and opposite danger is to invest too much faith
in too limited a set of tools, or the wrong ones. Failing to recognize that the tools being used do
not apply to the uncertainties in the environment, managers often plunge forward with discounted-
cash-flow-based net-present-value decisions suitable only where safe forecasts can be made.

The first step in dealing with uncertainty, then, is to reduce it to “residual uncertainty” — the
uncertainty that remains when the best possible analysis of the situation has been undertaken.
Once this analysis is complete, the situation can be sorted into one of four categories.

Level one encompasses situations in which the future is clear enough to be addressed using tra-
ditional, single-point forecasting tools. Here, a discounted-cash-flow-based NPV analysis may
be sufficient.

Level two concerns situations in which the future may fall into one of a number of scenarios.
Typical examples are industries subject to regulatory decision making, or companies whose per-
formance depends heavily on which of several outcomes their competitors pursue. Here, sce-
nario planning will be adequate. The creation of scenarios then returns the planner to a level-one
approach: For each scenario, a forecast can be made. Of course, the existence of multiple sce-
narios means that resources must be assigned depending on the probability attached to each sce-
nario, rather than to the single scenario of level-one uncertainty. A second necessary step is to
put in place a monitoring regime: As the situation unfolds, the level of uncertainty is likely to
drop, and resources can be focused more narrowly. (In a smaller set of situations, the level may
actually rise, and the planner may find herself facing a level-three situation.)
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At level three, a range of potential futures can be defined, but these futures cannot be mapped
to discrete scenarios. The probability distribution is continuous. This level is typical of compa-
nies in emerging industries or companies entering new markets. Here, too, however, a set of sce-
narios describing alternative ranges of futures can be identified, with the goal of identifying which
range is, or is becoming, more likely than the others. Once again, this effectively reduces the cat-
egory of uncertainty by one level, at which point scenario planning can be brought into play.

Level-four uncertainty applies to situations where it is simply impossible to identify the range
of possible outcomes. These instances are rare, however. What kind of situation warrants the
description “level four”? Consider investors thinking about the market for Internet search in the
late 1990s. It is hard to imagine any kind of analysis that would have successfully combined all
the variables to predict Google’s emergence as the superpower of the industry, with longer-
established companies such as Lycos practically disappearing from view. The good news is that
level-four situations tend to be unstable. They usually “decay” into level-three situations in a rea-
sonable period of time.

These uncertainties can therefore be actively managed (rather than just analyzed) through the
development of scenario ranges, traditional scenario planning, and even point forecasts. But
there are three additional tools that can be used.

The first tool is the simplest and best known: insurance. Every company carries a wide range
of insurance. It is most obviously useful against extreme-event risk. A company might, for
instance, pay a small amount every year to prevent being put out of business if an earthquake
were to destroy a manufacturing plant.

The second tool is hedging. Financial hedges involve accepting a lower return to reduce the
effects of uncertainty. A good example is the oil increase that hit Continental so hard, but that
Southwest Airlines had hedged itself against because it recognized that big fuel hikes would
make it impossible to maintain its low-cost profile. Hedging also involves instruments that are
not strictly financial: For example, a company might write a contract that allows it to cancel a
deal in certain situations. It might also create a “human capital” hedge — a cadre of individuals
that would allow for a much more rapid realignment if one of its businesses were to suffer a
terminal collapse. There are also strategic hedges, such as those in which a company bets on two
competing technologies simultaneously.

The third tool, related to strategic hedging, is diversification. A good example is Microsoft’s
activities around the time Windows was launched. As Eric Beinhocker explains in The Origin
of Wealth, Microsoft had a number of other efforts under way - its collaboration with IBM on
an operating system, its creation of different versions of its Office software for the Mac, its
UNIX- and Sun-related efforts — that meant it could thrive regardless of which scenario pre-
vailed.* When there is uncertainty about customer needs, a company typically responds with
a portfolio of products or services. When there is uncertainty at the macroeconomic level, a
company situates plants in different countries.
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Diversification is also considered a good tool for dealing with cyclicality. In theory, being in
different businesses with different cycles effectively insures the company against a big loss. In
practice, however, conglomerates are not generally effective managers of a diverse group of
businesses — and are usually punished by the market accordingly. Thus the cure may be little bet-
ter than the disease.*

Finally, a number of ways of managing uncertainty that are not generally thought of in such
terms warrant mention. A company can always accept particular kinds of uncertainty and live
with the results, putting aside capital as appropriate — the proverbial “rainy day” strategy. The
company can pass the effects on to the customers if it is willing to accept the risk that it may
push the customers beyond their price elasticity and lose them. It can also modify its approach
in response to sudden developments. For example, when pulp prices spiked, some paper com-
panies reacted by changing the number of sheets in a standard toilet roll. Another strategy worth
noting: vertical diversification along a value chain. Aluminum companies have used this strat-
egy to ensure the availability of core supplies at a manageable cost.

We do not mean to suggest that all uncertainties can be managed, hedged, or responded to in
ways that will render them harmless. There are level-four uncertainties in particular that can-
not be rendered harmless. In such cases, the notion of resilience becomes important. The busi-
ness press famously celebrates high-performance companies. Yet few companies are high
performers all the time. High performance matters. But what matters just as much — or more —
is the ability to survive the shocks that hit every company at some time. The factors that con-
tribute to resilience include cash reserves to ensure liquidity, backup IT systems, management-
succession plans, crisis-management teams, and strong relationships with business partners and
the government.*’

TXU, a Texas-based utility company, offers a good example of an effective approach to consid-
erable uncertainty after its near-collapse in 2002, following years of falling wholesale electricity
prices. Since power prices in Texas are based on natural gas prices, TXU faced a significant nat-
ural gas exposure compared with other oil and gas companies in the U.S. In addition, the com-
pany was highly leveraged and burdened with a negative outlook from credit-rating agencies,
meaning it had limited access to capital. One way to respond would have been to hedge strongly
and directly against natural gas prices and move as quickly as possible to pay down debt. The
new CEO chose a more aggressive strategy. John Wilder determined that the company was in fact
already hedged: By staying in the generation business (which many competitors exited), the com-
pany would be able to retain a reliable source of supply should wholesale prices rise. And the
company could survive a retail electricity-price downturn if it could support its existing (and
suddenly high) retail prices through strong marketing (as, in fact, it did).

Essentially, Wilder hedged — but internally. Obviously, however, such a strategy could not have
been undertaken without ensuring the company could withstand the potential shock of a sig-
nificant rise in the cost of the feedstock that TXU’s generators used. Accordingly, Wilder divested
noncore businesses and used the proceeds to pay down debt. Along with outsourcing and oper-
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ational improvements, this created $18 billion of value for the company by May 2004. More
important, the company would have had significant reserves to keep itself in business had events
gone against it.

Probably the most famous example of the successful management of uncertainty is Shell’s long-
standing use of scenario planning, which has been applied to world-changing events ranging
from the first oil-price shock to European integration to the collapse of the former Soviet Union.
Using global scenarios to put the possible macroeconomic frameworks in place, the company
narrows the strategic funnel by analyzing both demand trends in specific energy markets and
the strategic behavior of competitors. It also conducts a risk analysis that cuts across all the
major elements that affect the company: technological, regulatory, environmental, and so on.
For example, in its 2004 group strategy review, Shell’s executive committee outlined several key
strategic decisions based on scenario planning, including increased capital spending on explo-
ration and production of oil and gas against the background of a higher price outlook, and
redeploying capital to new growth markets in line with the expectation that Asia’s share of oil
consumption would rise to approximately 40% by 2010. Shell continues to use scenario plan-
ning to gain a better understanding of critical uncertainties in the interplay of technological, reg-
ulatory, environmental, and supply factors, and combines these scenarios with a real-options
valuation approach for selecting individual investment projects.

ORGANIZING FOR SUCCESS:
PUTTING THE RIGHT INFRASTRUCTURE IN PLACE

In accordance with a premise of this paper — that each company’s situation is unique — every
company will need a different organizing structure to integrate analysis of the four forces into
its activities. Nevertheless, a number of broad recommendations can help companies establish
an infrastructure that both protects and allows them to benefit from shifts in the four forces.

Three elements of such an infrastructure are worth particular attention: roles, processes, and
incentives.

Roles

All companies should establish clear organizational responsibilities to ensure that the four forces
are assessed holistically. The key elements are a central risk management group and a senior
management committee charged with looking beyond next year’s planning process. At least
yearly, and more often for industries in flux, the group should scan the environment for all
potentially relevant factors and should examine how the four forces might interact: What large-
scale social changes are under way in the world? How might these changes affect the company’s
industry and the company itself? What specific uncertainties must be accommodated in the
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planning process? What should the company do with regard to uncertainties it cannot currently
identify? What are the implications for action?

The senior management committee should be supported by executives designated to track the
four forces on an ongoing basis. Most companies will have a chief strategy officer, whose job
should explicitly include analyzing global as well as company and industry factors. A chief risk
officer should be tasked with managing risk at the enterprise level, identifying uncertainties that
must be addressed. In addition, chief knowledge officers can fight the insularity that keeps cru-
cial knowledge outside a company’s walls. Chief learning officers should focus on building capa-
bilities. These functional leaders should not operate independently, but rather as part of the
overall risk management group or senior management committee, providing input into decisions
made collectively by the senior management team.

Senior management attention at the center is critical. But mechanisms are also required that will
make sure that these monitoring functions operate at the business unit level as well — they may be
performed by the director of strategic planning for each business unit, for example — and that the
information is both used at the business unit level and fed back to the corporate center. Our dis-
cussions made it clear that what corporate sees is often invisible to business units and vice versa.

To ensure that all relevant business unit and corporate roles are taken seriously, companies should
establish reporting relationships that go clearly and quickly to the top. Ideally, the senior-most
roles in these areas would report regularly to the CEO and to the board of directors. Several of
those we interviewed indicated that success in the kind of management approach we advocate
here is highly correlated with the participation of the chief executive and the board. When the
board becomes involved in the information flow, concrete action is much more likely to be taken.
For example, the leadership team of a diversified manufacturer recommended that the next board
meeting take place in its fastest-growth market — in this case, China — rather than in New York
City. The direct exposure to the Chinese market created by this decision resulted in significant
global operational changes in talent policies and in risk mitigation related to China sourcing.

Finally, companies must ensure that middle management is sufficiently involved. Our interviews
revealed that if role definitions connected to monitoring the four forces are limited to senior lev-
els, organizational change, of which middle management is the linchpin, will not take hold.
Below, we offer more detail on incentives that will motivate middle management to focus on the
four forces.

Processes

Companies must regularly reassess priorities and strategic direction in a dynamic fashion that
draws on evolving performance data and external information. Processes of this kind must go
beyond addressing the minimum requirements for legal or regulatory compliance to simulate
the projected impact of risks on corporate performance, using key financial indicators such as
cash flow and earnings at risk. These simulations must determine the risk-return profiles of

Page 24 What Really Influences Corporate Performance?



McKinsey&Company

strategic actions under consideration. How do they compare with those that investors wish to
see implemented? How do they compare with those that competitors are taking? Although five-
year plans are fortunately a thing of the past, even yearly plans must be supplemented by a
dynamic, continuous process of this kind.

Finding the resources and the focus to maintain such a process is hard. One way to make it eas-
ier is to think of a company’s activities as a portfolio of initiatives in need of constant updat-
ing as the company responds to change. One of the advantages of the Firm’s portfolio of
initiatives (POI) framework is that it can be used to manage all types of initiatives, from enter-
ing new markets to building capabilities.*® In a POI process, each initiative is revisited, new ini-
tiatives are introduced, and the whole slate is reprioritized, all on a regular and frequent basis.
Each time the slate is reviewed, the company must ask itself if the context that governed its
most recent set of decisions is still valid — and if not, how the context has changed and what
the implications of those changes are. This requires constant dialogue among the agents lead-
ing these efforts.

Such a process essentially amounts to a frequent reexamination of the company’s strategy. To
some extent, this can be facilitated by technology capable of sifting through large amounts of
information in search of meaningful patterns (for example, a pharmaceutical R&D unit might
automatically monitor the latest bibliometric and technometric results of a particular research
program to assess whether or not a breakthrough that might change its strategy is likely to
occur). But there is no substitute for human involvement in this process.

Consider the case of DSM, a Dutch specialty-chemical concern that completely revamped its
strategic-planning process. In the 1990s, the company introduced business strategy dialogues,
a new process aimed at developing an in-depth understanding of the broad environment in
which DSM was operating, so that the company could tailor its strategic posture accordingly.
In addition to collecting comprehensive information about market and competitive dynamics,
the approach also involved a formal facilitator and challenger, whose task was to stimulate the
generation of a wide range of strategic options and to question the assumptions and analyses
underlying the company’s strategy in light of new trends. To monitor implementation of these
insights in its market-facing activities, the company creates strategic value contracts that con-
tain performance indicators such as market share, customer satisfaction, and cost per unit for
each initiative. Poor indicator results spur a revision of the strategy.*’

Incentives

Finally, as noted above, it is important to put in place performance measures and incentives
that will ensure middle managers pay attention to the four forces. Senior managers often have
stock options and other long-term incentives. It is middle managers who are most at risk of
focusing on the short term and ignoring broader forces at work. We also know from discussions
with large global financial and audit companies, manufacturing conglomerates, infrastructure
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companies, and regional real estate developers that their weakest link is usually the middle rung
of management — weakest in acting to identify and take advantage of external forces or to mit-
igate risks to their businesses. These issues often seem too far away from such managers’ daily
roles. Middle managers are also not rewarded for spending time identifying where the next
force is going to come from. This needs to change.The companies we see in the vanguard are
those that have instituted longer-range incentive measures. Such measures should include both
quantitative as well as qualitative elements.

Quantitative elements might involve extending the reward structure beyond a company’s fiscal
year: Middle managers should be rewarded for delivering on performance over two years, three
years, and, for some businesses, even up to five years, rather than just quarterly or annual profit
growth (just such a mechanism has been suggested to address some of the dysfunction in the
banking sector today). In this way, managers quickly become motivated to introduce and track
longer-term factors that can affect their business unit’s performance. The longer the wait before
profitability is realized, the larger the reward should be. Where turnover is high, mechanisms
must be designed that reward a long-term perspective by translating into shorter-term signals
the indications that such a perspective is being taken, and noting whether or not action likely
to lead to incremental profits or cost savings follows. This way, executives can be rewarded
even if they are not there to see the ultimate results.

Some of the companies we interviewed have incorporated qualitative elements as well. Here, the
most important variable is ideas — ideas that, after an appropriate gestation, lead to opportunity
and future profit. An East Asian global electronics manufacturing company uses idea competi-
tions and handsomely rewards ideas that are ultimately implemented — and that generate revenue
or cut costs. One recruiting middle manager was rewarded for recognizing the need for a change
in hiring requirements because of different subject emphases across universities in East Asia. The
company shifted its recruiting focus to countries that emphasized the subjects most relevant to
the company, simultaneously improving its level of talent and reducing its recruiting cost. Another
company looked at the number and severity of risks identified and averted by a manager’s prepa-
rations over three years. A third financial services company regularly rewards middle managers
for identifying new market niches in the ever-more-minutely segmented body of high-net-worth
individuals seeking new financial instruments to protect and enhance their wealth.

As consultants, we should always have all four forces in mind when speaking with clients.
Instead of starting each client relationship by focusing only on our fields of specialization, we
must help our clients think more broadly about the forces at work on their companies, includ-
ing the next unforeseen turn, the next setback, the way the next global or industry-specific trend
may threaten the company’s core business or present a new one — and how the company’s capa-
bilities might best be deployed to handle the situation.
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Different managers have different perspectives on where they would prefer the CEO to focus.
They may never come to agreement on how all forces influence one another and how much of
the company’s resources should be dedicated to each. As consultants, we can give them guide-
lines for more unified action, but we cannot guarantee that we will produce perfect consensus.
If we persuade them that they must think about all four forces rather than just company capa-
bilities and industry attractiveness, put in place the roles, processes, and incentives that will
allow them to stay abreast of developments among the four forces and prioritize their response
accordingly, and persuade them to support the whole operation by improving the information
provided to senior executives, we will have done our job.
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