CHAPTER 7

COMPETITIVE ADVANTAGE
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Contents

7.1 Creating Value

7.2 Growth and Value Creation

7.3 Competitive Advantage and Value Creation
7.4  The Components of Value

7.5  Overview

This chapter examines how companies create value in the market and
how they capture it to increase the value of the firm. After completing
the chapter, you will have an understanding of the connection between
value creation and competitive advantage. Also, you will know the basic
components of value and how value created is shared with customers
and suppliers.

The value created by the firm equals the benefits the firm’s cus-
tomers receive minus the costs the firm’s suppliers incur and minus the
costs of using the firm’s own assets. To increase value created, the com-
pany increases benefits to its customers, lowers costs of its suppliers,
uses its resources more effectively, or combines suppliers and customers
in new or more efficient ways.

The firm’s ability to create and capture value depends on the
strength of competition and the characteristics of the firm. In markets
where customer demand outruns industry capacity, many firms can
add value. In markets where industry capacity outruns customer
demand, a firm must have a competitive advantage to survive.

The firm must share the value that it creates with its customers
and suppliers. The share of the value that the firm is able to capture is
the value of the firm. Value-driven strategy involves three basic rules.
To attract customers away from competitors, the company must pro-
vide sufficient customer value as compared to rival firms. To attract
key suppliers away from competitors, the company must offer suffi-
cient supplier value. To attract investment capital in competition with
other market investment opportunities, the company must increase
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the value of the firm for its investors. Understanding these three
important rules provides managers with a consistent framework for
designing and applying strategy.

To obtain a competitive advantage, the company must create
greater total value than its competitors and capture the incremental
value that it brings to the market. The competitive advantage of a firm
equals the difference between the overall value created by the industry
when the firm is in the market and the overall value that would be cre-
ated by the industry when the firm is not in the market. Thus,
competitive advantage is the extra value created by the firm.?

Chapter 7: Take-Away Points

7.1 Creating Value

The manager chooses strategies to carry out the company’s goals and
to gain competitive advantage:

e To attract customers away from competitors, the company must
provide sufficient customer value.

e To attract key suppliers away from competitors, the company must
offer sufficient supplier value.

e To attract investment capital in competition with other market
investment opportunities, the company must increase the value of
the firm for its investors.

e Total value created is the sum of customer value, supplier value,
and the value of the firm.

o To obtain a competitive advantage, the company must create
greater total value than its competitors.

e Competitive advantage often requires product innovation, process
innovation, or transaction innovation.

Managers must pay close attention to value creation because it is the
source of the company’s potential profits. The company creates value
by coordinating its purchases and sales transactions. The company
generates value by providing products to customers, which it produces
both by purchasing inputs from suppliers and supplying some of
its own. The value the company creates is equal to the difference
between the benefits the company’s customers receive and the cost
to the company’s input suppliers, including the cost of the company’s
self-supplied inputs.

All value creation begins with the company’s final customer. The
customer receives some benefits from consuming a product provided
by a company. The dollar measure of those benefits is the customer’s



Competitive Advantage and Value Creation 219

willingness to pay, which is defined as the maximum amount that the
customer would pay for that product. Accordingly, the customer’s ben-
efit is also referred to as the customer’s willingness to pay. For
example, if a customer is willing to pay at most $200 for a particular
product, then that is the customer’s benefit from consuming that prod-
uct. The value created by the firm is necessarily limited by its
customers’ willingness to pay.

There is no free lunch. Providing a product that benefits customers
necessarily requires costly inputs. The firm obtains various inputs
from suppliers. The firm also supplies some of its own inputs, includ-
ing information assets such as business methods, inventions, and
market knowledge. For most productive inputs provided by the firm
itself, the most accurate measure of cost is the market value of that
input, which is simply the current market price of the input. For those
inputs provided by the firm for which there is no readily available mar-
ket price, it is necessary to estimate the market value.

The best estimate of the market value of an input is based on the
opportunity cost of the input. Recall that opportunity costs are what
the inputs would earn in the best opportunity forgone; that is, the
return from the best alternative employment of that input. For exam-
ple, if a company owns a plot of land that it could sell to another
company, that is the opportunity cost of using the land. The cost of the
entrepreneur’s time and effort in starting a firm is what the entrepre-
neur could have earned in his or her best alternative occupation.

The costs incurred by the firm’s suppliers are the purchase costs of
all inputs including labor, natural resources, manufactured parts and
components, technology, and capital equipment. Supplier costs further
include the costs of all services obtained by the firm, including the costs
associated with completing transactions, such as legal, accounting,
marketing, and sales costs. The costs of the supplier also include the
cost of capital whether that capital is obtained through debt or sale of
equity.

Therefore, the value created by the firm equals the benefits
obtained by the firm’s customers minus the total costs of inputs pro-
vided by the firm and its suppliers. The principles of value creation can
be illustrated with a basic example. A single customer representing a
specific market segment is willing to pay a maximum of $200.
Therefore, the most value that the company could create is $200. In
serving the customer, the company employs some of its own assets that
are valued at $80. The company also purchases inputs from a supplier
which cost $50. The value created by the company’s buy-and-sell trans-
action is the customer’s net benefit net of the cost of using the firm’s
assets and the supplier’s costs: $200 — $80 — $50 = $70.

When Michael Dell started his company, he observed that IBM sold
a personal computer for $3,000 even though it contained $600 worth of
parts.? He knew that the difference was too high, which suggested that
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IBM’s other costs were too high and that IBM’s markups were too high
due to lack of competition. Michael Dell realized that the costs of
assembly and delivery could be lowered considerably, thus increasing
the value created. Later, by operating online, Dell Computer dramati-
cally lowered its transaction costs still further. By lowering markups,
Dell Computer was able to share the increased value with its con-
sumers and suppliers. For a $2,000 computer, Dell Computer’s cost of
goods sold was approximately $1,600 and its overheads (selling, gen-
eral, and administrative costs) was about $220, so that the markup
was about $180.°

Example 7.1 Value Created and Captured
by a Computer Company

A computer company serves a customer who is willing to pay $2,500
for a computer. The computer company charges its customer a price
of $2,200 per computer. The computer company purchases parts
and services from suppliers (the box, monitor, speakers, hard-disk
drive, memory, software, and assembly services). The cost to the
computer company’s suppliers of providing all these parts equals
$1,200. The computer company pays its suppliers $1,750. The com-
puter company also has overhead costs (selling, general and
administrative) of $200. How much value is created by the com-
puter company? How much of that value is captured by the
computer company? The total value created by the computer com-
pany is $2,500 — $1,200 — $200 = $1,100. The total value captured
by the computer company is the company’s revenue minus its over-
head costs and the payment to its suppliers, $2,200 — $1,750 —
$200 = $250.

Value creation provides an important linkage between the steps of
the strategy process. The manager’s external analysis yields informa-
tion about the company’s customers and their willingness to pay for the
company’s products. The external analysis also gives the manager
information about the company’s suppliers and their costs. This infor-
mation enters directly into the manager’s consideration of what value
the company creates.

The manager’s external analysis also provides information about
the company’s competitors: their costs, their prices, and the products
that they provide. This information is very useful in determining
whether the company’s transactions with its customers and suppliers
create value in competition with other firms in the industry. Do the
company’s customers derive greater or lesser benefits from purchasing
the products of competitors? Do the company’s suppliers incur greater
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or lesser costs in serving competitors? These considerations will be
important to the manager in evaluating what value the company adds
to the market.

The manager’s internal analysis is useful in determining what
assets the firm has to offer the market place. He or she uses the com-
bination of internal and external analysis to determine the benefits the
company’s assets add in serving customers and the opportunity costs of
using those assets. The internal analysis yields information about
what types of products the firm can provide to its customers. In addi-
tion, the manager determines what activities should be performed
within the organization and what types of inputs will be procured from
suppliers. Together, this information helps the manager determine the
potential value that the company’s products will create.

The concept of value extending from suppliers through the firm and
on to its customers is related to but distinct from Michael Porter’s con-
cept of the value chain. The value chain refers to the firm’s internal
processes. As Porter observes, “Every firm is a collection of activities
that are performed to design, produce, market, deliver and support its
product.” Porter emphasizes that each firm’s value chain is embedded
in a value system of activities composed of supplier value chains
upstream and channel and buyer value chains downstream.* These
external value chains complete the picture by including buyer benefits
and supplier costs.

As part of the manager’s external analysis, it is useful to under-
stand the manner in which customers derive benefits from their
products. This will help managers tailor their product accordingly.
Although it is difficult to measure precisely what an individual cus-
tomer is willing to pay for a good or service, some inferences are
possible. Customers reveal something about their willingness to pay by
their purchasing decisions. If customers pay $150 for a product, their
willingness to pay is at least that amount, but it might be $175 or it
might be $300.

Statistical techniques for estimating total market demand also pro-
vide information about the total willingness to pay of customers in the
market. When market prices fluctuate and total customer purchases
change, companies get some indication of price sensitivity and can esti-
mate how much customers are willing to pay. Brokerage fees fell
substantially after deregulation. Customers were willing to pay hun-
dreds of dollars per trade before deregulation of brokerage fees in 1975,
so it can be inferred that those customers viewed a trade as providing
a benefit of at least that amount (at least when they made that trade).
After deregulation, brokerage fees fell below that level but earlier rates
provide some guide to customer benefits per trade. With the advent of
Internet securities trading, many customers were willing to pay about
$30 per trade. As competition intensified, Internet brokers began to
charge $5 per trade or less. Those customers who traded online when
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fees were over $30 had benefits of at least that amount per trade.
Customers attracted to online trading by the lower prices were likely
to have benefits less than $30 and greater than $5.

More complicated inferences can be made by comparing bundles of
products. Some customers trade with full-service brokerages at up to
$150 per trade rather than with discount brokerages at $50 per trade.
Those customers must perceive that they obtain benefits of at least
$100 from the services, over and above trade execution. In the same
way, customers who trade with a discount broker at $50, rather than
going online at $5, obtain benefits from personal interaction at least
equal to $45.

Also as part of the manager’s external analysis, it is useful to
understand the costs of the company’s suppliers. This understanding
will help managers to determine the types of products they should
obtain from suppliers and the types of activities that the company
will perform itself. Managers are able to obtain information about the
costs of their suppliers, especially if suppliers are willing to share
cost information. Industry cost estimates may be available if the sup-
pliers employ standard production techniques. In addition, market
prices for the products suppliers use allow inferences about supplier
costs. Managers can combine data on prices and standard industry
markups to make informed estimates of supplier costs. Customer
benefits and the costs of the firm and its suppliers are the building
blocks of value.

7.2 Growth and Value Creation

The company’s ability to create value depends critically on industry
conditions. The potential for value creation depends on how the growth
of market demand compares with the growth of industry capacity.
There are two main scenarios: If market demand outruns industry
capacity, practically all companies can operate profitably and add
value to the market. If, on the other hand, industry capacity outruns
market demand, some companies may not be profitable, and companies
must have a competitive advantage to survive. These two scenarios are
illustrated in Figure 7.1.

Industry capacity refers to the total capacity of the companies
operating in the industry. Market demand varies, of course, depending
on price. To compare market demand with industry capacity, it is nec-
essary to determine the price at which market demand equals industry
capacity. That price is a critical determinant of the state of the indus-
try. If the price at which market demand equals industry capacity is
greater than the unit cost of the highest-cost company in the industry,
then market demand is said to outrun industry capacity. If the price at
which market demand equals industry capacity is less than the unit
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Market demand

Industry capacity

Case A: A rising tide lifts all boats:
Market demand outruns industry capacity and
most companies add value.

Market demand

Industry capacity

Case B: Shakeout:
Industry capacity outruns market demand and
companies need a competitive advantage to add
value.

Figure 7.1: Growth and value creation: the two main scenarios.

cost of the highest-cost company in the industry, then industry capac-
ity is said to outrun market demand.

Industry Demand Outruns Capacity

As President John F. Kennedy remarked: “A rising tide lifts all boats.”
A period of rapidly rising demand offers significant opportunities for
value creation. When total market demand outruns industry capacity,
it means that individual firms have encountered short-run capacity
constraints and cannot serve the entire market. In consequence, indus-
try capacity is scarce relative to market demand, so many companies
in the industry can be profitable. This has the important strategic
implication that individual firms can create value even without a com-
petitive advantage.

Management strategy must adjust to take into account the rela-
tionship between market demand and industry capacity. With demand
outrunning capacity, competition exerts less downward pressure on
prices. The lowest-cost firms cannot use prices to expand market share
beyond the limits of their productive capacity. Because capacity is
scarce, even the highest-cost firms are able to operate. This means that
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the capacity offered by even the highest-cost firms adds value to the
market.

Because companies with different cost levels can operate profitably,
the market offers room for firms with a cost disadvantage. Firms can
be profitable with differing levels of productive efficiency and different
types of productive technology. Companies with obsolete plants might
operate side-by-side with companies with modern facilities. The mar-
ket can be served by many different types of firms, including larger
established companies with scale economies and new entrants with the
high costs that start-ups often encounter.

When demand outruns capacity, firms with products of differing
quality can serve the market, so that even firms with lower-quality
products are profitable. Also, multiple firms with similar or generic
products can compete effectively. Moreover, firms that offer different
prices for similar products can serve the market simultaneously. The
firms offering price discounts cannot capture the market as long as
they face capacity limitations.

Demand can outrun capacity for many reasons. The industry can
experience relative high demand growth due to economy-wide growth.
Increased consumer income, higher employment, and even tax cuts can
stimulate the overall economy and lead to growth of demand in indi-
vidual industries. Demand growth that individual industries
experience may be simply the result of business cycle effects on the
overall economy as felt in specific industries. Industry demand growth
can occur due to shifts in population; for example, a housing demand
boom occurred in the southwestern United States as more people
moved there. Demographic changes such as the baby boom after World
War II spurred economic growth that stimulated specific industries,
such as education and housing. An aging population can stimulate
demand for health care or retirement resorts.

Many types of factors stimulate demand growth in specific indus-
tries. A simple shift in customer tastes may favor a specific type of
product. For example, changing lifestyles of working families led to
increased demand for restaurant meals and prepared foods. The suc-
cess of complementary products creates demand shifts. For instance,
the increased use of personal computers stimulated demand for soft-
ware applications such as spreadsheets and word-processing programs.
The growth of the automobile industry spawned a wide range of
other industries, including petroleum refining, automobile repair and
service stations, motels, and companies producing parts such as tires
and batteries.

Reducing barriers to international trade can induce a demand boom
as companies take advantage of import and export opportunities.
Companies discover new markets for their products abroad.
Reductions in trade barriers often stimulate demand for imports
of foreign music, movies, food, clothing, and electronics. Changes in
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government regulation also lead to demand booms, as happened when
deregulation of telecommunications led to an explosion in the demand
for phones, fax machines and other communication devices.

The introduction of new technologies has often led to demand
booms as customers discover new products. Consider the opportunities
created by the introduction of new modes of transportation from the
railroad to the automobile to the jet airplane. New methods of commu-
nication including the telegraph, the telephone, the Internet, and the
wireless phone have led to significant demand booms as customers
adopt the new product. New technologies such as advances in informa-
tion and communication can stimulate demand by changing the
organizational structure of companies and the organization of markets.
With less vertical integration and increased outsourcing, companies
have increased demand for information processing and communica-
tions equipment.

Technology effects are often closely associated with new product
introductions and help to explain the growth phase at the start of a
product life cycle. Typically, the product life cycle involves four
stages: introduction, growth, maturity and decline. Sales and profit
rise during the introduction and growth stages and fall during the
latter part of the maturity stage and the decline stage. The product
life cycle has limited predictive powers because the turning point is
difficult to observe and to predict. However, the product cycle does
reflect an underlying pattern of firms’ demand changes and capacity
investments.?

Firms still have incentives to be efficient during a demand boom.
Companies still earn greater profits by lowering their costs. Moreover,
companies can stimulate sales through greater product quality.
However, because competitive pressures are substantially reduced or
eliminated during booms, it may be useful for companies to delay
investments that have little short-run benefits, focusing their efforts
on taking advantage of current sales growth. Managers may use the
boom to prepare for future investment to reduce operating costs or
enhance product features.

Scarcity of supply relative to demand can take many forms.
Companies that supply natural resources, such as metals or energy
resources, experience booms during periods of economic growth. Real
estate demand booms result in sales or rental of all available space, ris-
ing prices, and new construction. Manufacturing industry booms lead
to shortages of production capacity for manufactured inputs, compo-
nents and final goods. The manufacture of computer notebooks has
been hindered at various times by shortages in liquid crystal display
(LCD) screens. Companies may benefit from industry-level scarcity of
distribution capacity or shortages of sales personnel. Finally, there
may be limits on all kinds of competencies, from technological knowledge
to management skills.
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Demand growth attracts inputs to the growing industry as demand
for final products leads companies to expand production. Thus, demand
booms attract funds from venture capitalists, banks and securities
investors. Entrepreneurs are drawn to the opportunities a booming
industry provides. Booms lead to higher wages and increased hiring,
which in turn attracts managers and employees to the industry.
Suppliers of parts, components, and services are attracted by the
opportunity to serve companies in a booming market.

Why does demand outrun capacity? Part of the problem for compa-
nies responding to a demand boom results from lags in establishing
capacity. The demand boom may come as a surprise so it takes the
industry time to respond. When energy prices rise, it takes time to
increase exploration and drilling for new petroleum and natural gas
resources. When the demand for computers increases, it can take sev-
eral years to build a new plant for manufacturing semiconductors.
When the need for particular skills such as surgeons or computer pro-
grammers grows, long training times lead to delays in obtaining
qualified personnel.

Because capacity is costly to establish, companies cannot adjust it
to match demand fluctuations perfectly, so the market naturally expe-
riences periods of capacity shortfall. Moreover, established companies
experience adjustment costs, that is, increased costs associated with
installing new capacity and integrating that capacity with existing
operations. Competitive advantage is not essential to profitability
when there are delays in new entry or expansion of firm capacity.

In some cases, the situation in which demand exceeds capacity can
be sustained for a long time. Many industries have undergone long
periods in which the number of firms grew steadily, including, for
example, computers, lasers, automobile tires, gas turbines, and heat
pumps.® However, the shortage of capacity creates incentives for estab-
lished companies to expand their capacity and for companies to enter
the market with new capacity, and competition intensifies.

Example 7.2 The Piano Boom

Consider a market for pianos in which there are three customers,
each of whom can purchase at most one piano and each of whom
has a willingness to pay of $200. There are two manufacturing
firms, each of whom has the capacity to produce at most one piano.
One firm has a cost of $50 and the other has a cost of $75. Do both
firms supply pianos? How much value is created? Because there is
excess demand relative to capacity, there is a boom in pianos. The
consumers bid against each other for the scarce pianos so that the

(Continued)
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Example 7.2 (Continued)

price of pianos is equal to $200. Both firms supply pianos and cap-
ture all of the value in the market so that they earn profits of $150
and $125 respectively. The total value created is equal to $150 +
$125 = $275. Notice that even though one firm has a cost advan-
tage, both of the firms in the industry are able to operate
profitably due to limited capacity and relatively high demand.

Example 7.3 The Piano Boom with Diverse Customers

Consider a market for pianos in which there are three cus-
tomers, each of whom can purchase at most one piano. The
customers are willing to pay $200, $175, and $140 respectively.
As in the previous example, there are two manufacturing firms,
each of whom has the capacity to produce at most one piano.
One firm has a cost of $50 and the other has a cost of $75. Since
the industry has a total capacity of two, the customer with the
lowest willingness to pay does not obtain a piano. Consumers
bid against each other for the scarce pianos so that the price of
pianos is just enough to exclude the third consumer, that is, just
above the willingness to pay of the excluded consumer of $140.
Both firms supply pianos and earn profits of $140 — $50 = $90
and $140 — $75 = $65 respectively. The total value created is
equal to $200 + $175 — $50 — $75 = $250.

Industry Capacity Outruns Demand

When industry capacity outruns market demand, the strategic situa-
tion changes considerably. The industry must shed its excess capacity
because it is usually very costly for companies to carry excess capacity.
As a result, individual companies need to reduce their productive
capacity or exit the market altogether. Some companies may merge as
a means of lowering costs as well as retiring duplicative parts of their
capacity. The main strategic implication is that companies need a com-
petitive advantage to be profitable and survive. Therefore, it is often
the case that when industry capacity outruns market demand, compa-
nies must have a competitive advantage to create value in the market.

Industry capacity can outrun market demand for many reasons.
Economy-wide forces discussed previously, such as changes in income,
employment, or other business cycle effects, can slow the growth
of demand or produce a decline in demand for a given industry.
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During the Great Depression, half of the plants and more than half of
the firms in the U.S. auto industry closed between 1929 and 1933.
Companies with larger plants and larger organizations benefited from
mass production economies and were most likely to survive the shake-
out.” Excessive global capacity in the automobile industry at the start
of the 21st century led to mergers and consolidation such as Daimler
Benz’s acquisition of Chrysler and Mitsubishi.

Even if industry demand continues to grow, an unexpected slow-
down in demand combined with continued growth in industry capacity
can cause companies’ building capacity to overshoot. Industry-specific
effects, such as changes in customer tastes, also can reduce industry
demand below industry capacity. Industries that produce outmoded
products experience declining demand. The industry in a specific coun-
try can experience declining demand as it competes with lower-cost or
higher-quality imports.

Even with substantial demand growth, capacity can outrun
demand as a result of discovering economies of scale and scope. If tech-
nological change allows individual companies to expand their capacity
while realizing economies of scale, then a smaller number of companies
can meet market demand. As companies expand their potential scale,
competition will drive companies out of the market. Companies with a
smaller, inefficient scale will be driven out by more efficient companies
with greater scale economies. Companies that realize scale economies
will compete on cost efficiencies.

In some industries, economies of scale are so significant that there
is only room in the market for a small number of companies. For exam-
ple, in large jets, the global market apparently can only support two
companies, Boeing and Airbus. Their scale economies result from the
complexity of designing, manufacturing and assembling large aircraft.
In computer operating systems, the high fixed costs of writing software
and the minimal costs of producing an additional copy of the software
give Microsoft the scale economies to easily supply software to run
90 percent of personal computers. In retailing, large companies such as
Wal-Mart and Target take advantage of scale economies in distribution
networks, but the retail sector also includes many small specialized
stores that offer convenience and service.

In some markets, including computer operating systems, the bene-
fits customers derive from standardization create winner-take-all
industries. However, in other markets, the benefits of variety create
opportunities for many companies. Although there are benefits from
standard formats for computer games, such as those offered by
Nintendo and Sony, the need for many diverse games creates opportu-
nities for a host of game designers.

When an industry is newly established, capacity tends to outrun
demand. Joseph A. Schumpeter observed “the appearance of entrepre-
neurs in clusters”; that is, innovative start-up companies tend to enter
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the market at around the same time.® He attributes this clustering in
part to the elimination of obstacles to entry by pioneers who show the
way. Pioneers may inspire entrepreneurs to enter into a specific indus-
try. Sometimes pioneers in one industry can encourage entrepreneurs
to enter into many other industries if they demonstrate how to over-
come general types of obstacles.

Entrepreneurs often enter an industry simultaneously in search of
the potential rewards of establishing a successful business. It has long
been debated whether entrepreneurs are rational profit maximizers
taking a calculated risk or irrationally exuberant gamblers who over-
estimate the chances of success or who simply enjoy creating a new
business. The end result is the same; when excess capacity enters a
market, some businesses will succeed and others will fail and exit the
market. The growth of market demand and the entry decisions of firms
determine whether the rewards of the winners outweigh the costs to
the losers. Bringing innovation to market requires risk taking.

Capacity is likely to outrun demand in new industries due to tech-
nological uncertainty. If production technologies are not well
understood, each entrant will try out a different production process.
More capacity enters the market than required to satisfy demand
because each entrant believes that its variant of the production tech-
nology has a chance of being the best. As production begins, companies
discover the cost and efficiencies of their technology, and competition
weeds out the inefficient processes.

Similarly, when new types of products are introduced, each entrant
will test a different type of product. Excess capacity enters the market
because each entrant believes that their product has a chance of proving
to be superior to those of its competitors. As customers try the products,
companies discover how customers view various product features, and
competition drives out inferior products.

When capacity outruns demand, a shakeout results. A shakeout
refers to a substantial reduction in the market share of some firms in
an industry or the exit of some of the firms in an industry as a result
of competition, leading to an overall reduction in the number of firms.
The pattern of growth, rapid decline and leveling off has been observed
in many new industries.® Shakeouts have characterized the early his-
tory of a wide range of industries. Hundreds of car companies entered
the market at the beginning of the 20th century, but a combination of
cost differences and product differentiation weeded out most of them.

The link between technological change and market structure is
illustrated by the U.S. tire industry. In the tire industry, innovations
in both production methods and product features led to a shakeout.
The tire industry experienced steady growth in the number of firms for
its first 25 years, reaching 274 firms, and then went through a signifi-
cant shakeout with the number of firms declining by over 80 percent
over a period of 14 years.*
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Industries need not experience such life cycles. Steven Klepper sug-
gests that shakeouts need not occur in industries with certain critical
features. First, shakeouts need not occur where there is a separation
between those firms that develop and sell process technologies, and
those firms that apply the technologies to the design and manufacture
of final products. An example of this situation is the chemical industry,
in which independent companies that were process specialists entered
the market by the end of World War II.' Second, shakeouts are less
likely in those industries where there is a separation between firms
that develop product innovations and license them, and firms that pro-
duce the final products. Finally, shakeouts are less likely in industries
where final demand is heterogeneous and fragmented so that smaller
companies serve market niches.'? In the turbo-prop engine industry
from 1948 to 1997, the market structure remained relatively stable
with generalist companies coexisting with specialist companies. In the
turbo-prop engine industry market, demand segmentation combined
with a lack of significant increasing returns to scale in R&D and man-
ufacturing helped to prevent the shakeout.!

The effects of industry excess capacity can be mitigated by transac-
tion costs. In markets that are subject to imperfect information about
prices and products, customers must search among companies to find
the best deal. Because search is costly, companies have localized mar-
ket power that allows them to remain profitable. Customers may pay a
higher price or settle for a lower-quality product because of the costs of
continuing to search. Even if a company does not provide the best deal
in the market, it creates value by offering customers product availabil-
ity or immediacy, so that its customers can avoid the costs of additional
search. Firms with high costs or less attractive products thus provide
value to their customers by reducing their search costs. Accordingly,
imperfect information allows value creation even without competitive
advantage.

The advantages conferred by imperfect information need not be
sustainable. Companies can find ways to improve customer informa-
tion. Through marketing and sales techniques, companies can
communicate with customers about better deals or reduce consumer
search costs. As customers are better able to find the companies offer-
ing the best deal, companies again need to have a competitive
advantage to remain profitable.

As total industry capacity outruns demand, the least efficient firms
or the firms with the least attractive products are generally forced to
exit the market. However, there is still room for a diverse set of firms
to operate. The capacity limits of firms operating in the market con-
tinue to allow less efficient firms or firms with less attractive products
to operate profitably. This explains in part the great diversity of firms
within any given industry. Limits on individual firm capacity imply
that supplying products to the market creates value.
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When industry capacity outruns customer demand, a shakeout of
industry capacity follows. Some firms will exit the industry by closing
capacity. Other firms will merge to consolidate their capacity and close
down inefficient capacity. The second-largest disk-drive manufacturer
Maxtor bought Quantum, and Hitachi bought IBM’s disk-drive manu-
facturing business, for example. Companies need to have a competitive
advantage to continue operating in the industry and survive the shake-
out. Those companies with a competitive advantage are sometimes
able to grow their capacity at the same time that the industry is shed-
ding its less efficient capacity. Moreover, having a competitive
advantage enables the company to pursue its strategy through the ups
and downs of business cycles.

Example 7.4 Dot-Com Shakeout

Suppose that there are four firms with competing websites offer-
ing to provide a particular product. Suppose that each of the firms
has a capacity of 100 units, so that total industry capacity equals
400 units. The four firms have unit costs of $20, $30, $40, and $50
respectively. At a price of $32, market demand equals industry
capacity of 400 units. At a price of $45, market demand equals
300 units. What happens next?

Clearly a shakeout must occur, since the industry cannot sup-
port the highest-cost firm with cost of $50. Industry capacity has
outrun market demand and the highest-cost firm must exit the
market. After a shakeout, three firms will be operating in the
industry and total industry capacity will be 300 units. Now, mar-
ket demand has outrun capacity and all three firms in the
industry can operate profitably, each selling 100 units at a price
of $45.

Next consider what would happen if each of the firms were able
to expand their capacity to 200 units without any change to its
unit costs. Then, all but the two lowest-cost firms would exit the
industry. Each would sell 200 units at the price of $32.

7.3 Competitive Advantage and Value Creation

In markets where capacity exceeds demand, value creation generally
requires competitive advantage. A company with a competitive advan-
tage consistently outperforms competitors, that is, it earns greater
economic profits. To achieve competitive advantage, companies seek the
best match between organizational abilities and market opportunities.
Few, if any, competitive advantages can be sustained indefinitely, so the
company must continually seek opportunities to create the most value.
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Companies tend to differ in terms of production methods, product
features, brand names, locations, and many other aspects. The critical
differences that determine success or failure are the sources of com-
petitive advantage. The company’s earnings are limited by its
competitive advantage. It can obtain no more than the additional value
it creates over and above that of its competitors. The earnings realized
by the firm depend on the share of additional value that the firm is able
to capture. Therefore, competitive strategy requires both value cre-
ation relative to competitors and capturing a portion of that value
through relationships with suppliers and customers.

Managers must monitor the overall state of the industry, compar-
ing industry capacity to market demand. They must also closely
examine their company in comparison with competitors to distinguish
those features that are critical to success. To outbid competitors for
customers, suppliers, and shareholders, the firm must create total
value at least as great as its competitors.

The notion of creating value provides insight into the sources of
competitive advantage. Value creation has three aspects: the benefits
received by customers, the costs incurred by the company and its sup-
pliers, and the particular combination of customers and suppliers.
Since the total value created by the firm also equals customer willing-
ness to pay minus the costs of using the firm’s assets and the costs
incurred by suppliers, achieving a competitive advantage means that
the firm must either increase customer benefits, lower supplier costs,
or discover innovative transactions.

Accordingly, there are three sources of competitive advantage:
(1) Cost efficiencies that make more efficient use of the firm’s assets
and supplier inputs or that lower supplier cost; (2) Product differentia-
tion to raise customer benefits; and (3) Transaction innovations that
lower the costs of transactions or that create new combinations of cus-
tomers and suppliers. The three types of competitive advantage are

Cost
— advantage

——

Competitive Differentiation
advantage J advantage

Y

Transaction
L| advantage

P—

Figure 7.2: The three sources of competitive advantage.
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called cost advantage, differentiation advantage, and transaction
advantage as seen in Figure 7.2. Alternative strategies for creating
value are associated with each of these alternatives.

Competitive advantage equals the difference between the value cre-
ated by the company and the potential value created by its competitors.
When market demand outruns industry capacity, competitive advan-
tage increases the value added by the company and also increases its
potential profits. When industry capacity outruns market demand,
competitive advantage also ensures that the firm will survive.

Example 7.5 Competitive Advantage

Consider a market with two suppliers, one customer, and two firms
each offering a pair of jeans. Each supplier provides the fabric to
make one pair of jeans and has a cost of $10. Each firm has costs of
$20 to make the fabric into jeans, including the opportunity costs of
its designers and tailors. The customer will only buy one pair of
jeans. The customer has a willingness to pay of $120 for the first
firm’s product and a willingness to pay of $170 for the second firm’s
product. The customer will transact with the second firm and the
second firm will transact with one of the suppliers. The total pie is
$170 — $10 — $20 = $140. Without the second firm, the players
would have a pie of $120 — $10 — $20 = $90. So, the second firm’s
competitive advantage is $140 — $90 = $50, which is just the addi-
tional amount the customer is willing to pay for that firm’s product.

Given this information, it is possible to calculate the value cap-
tured by the second firm. Since there are two identical suppliers,
they will bid against each other until they receive a breakeven
payment of $10 and supplier value equals zero. The second firm
can charge the customer no more than $80. Otherwise, the first
firm would be able to attract the customer at a price of $30, enough
to cover its payment to the supplier of $10 and its additional cost
of $20, and still offer a customer value of $90. So, the value cap-
tured by the second firm is $80 — $10 — $20 = $50, which exactly
equals its competitive advantage.'

7.4 The Components of Value

There are three components of value: customer value, supplier value,
and the value of the firm. Customer value is the customer’s benefit net
of the expenditure to purchase the product. Supplier value is the sup-
plier’s revenue net of cost. The value of the firm is the share of value
created that is captured by the firm (see Figure 7.3).
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Competitive advantage

200 — -
150 —
100 —
50 — -
0 | |
Company A Company B

D Value of the firm

. Supplier value
. Customer value

Total value created

Customer value

Supplier value

| Value of the firm |
Company A Company B
Value of the firm 40 25
Supplier value 55 45
Customer value 20 65
Total 185 135

Competitive advantage of
company A: 185 — 135 =50

Figure 7.3: Total value created by the firm is the sum of customer value,
supplier value and the value of the firm.
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Example 7.6 A Guide to Value Creation

Customer willingness to pay for the firm’s $200
product or service:
Asking price of the firm’s product or service: $110
Customer value: $200 — $110 = $90
Supplier costs: $15
Bid price offered to the firm’s supplier: $70
Supplier value: $70 — $15 = $55
Cost of using the firm’s assets $10
Value of the firm: $110 — $70 — $10 = $30

Asking price — bid price
— cost of the firm’s assets:

Value created by the firm:

Customer value + supplier value $90 + $55 + $30 = $175
+ value of the firm:

Customer willingness to pay $200 — $15 — $10 = $175

— supplier costs — cost of the
firm’s assets:

These two methods of calculating value creation are equivalent.

Exhibit 7.1 Global Manufacturing: “My First Tea
Party Barbie”'®

Mattel captures value of approximately $1 per doll:

Retail price $10.00

Shipping, ground transportation, marketing, $ 7.00
wholesale margin, retail margin

Overhead and management (Hong Kong) $ 1.00

Materials (Taiwan, Japan, U.S., Saudi Arabia, China) $0.65

Labor (Asia) $0.35

Mattel earnings per doll: $ 1.00

Key locations for production of Barbie Doll:
El Segundo: Mattel Inc.
U.S.: Cardboard packaging, paint pigments, molds.

(Continued)
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Exhibit 7.1 (Continued)

China: Factory space, labor, electricity.

Saudi Arabia: Petroleum.

Hong Kong: Management, shipping.

Taiwan: Refines petroleum into ethylene for plastic pellets for
Barbie’s body.

Japan: Nylon hair.

Customer Value

IBM states that its goal is to “strive to lead in the creation, develop-
ment and manufacture of the industry’s most advanced information
technologies, including computer systems, software, networking sys-
tems, storage devices, and microelectronics. We translate these
advanced technologies into value for our customers through our pro-
fessional solutions and services businesses worldwide.” How do
companies create value for their customers?

The customer derives net benefits known as customer value or con-
sumers’ surplus from purchasing the good. Customer value is equal to
the customer benefits minus the price the customer pays for the good.
Both price and benefits are elements of customer value.

For example, a customer buys a toaster and receives benefits equal
to $120, so the customer has a willingness to pay that amount for the
toaster. If the customer pays only $90 for the toaster, then the cus-
tomer receives a net benefit. The customer value is $30, which is
willingness to pay of $120 minus the purchase price of $90. Another
way to look at this is to observe that the customer would have been
willing to pay $30 more than the purchase price, so the company’s price
and product delivers a customer value equal to that amount.

To attract customers, the firm must create customer value that is
at least as great as that offered by competitors. A competitor’s product
or service may provide the customer with a different combination of
price and product features. To bid away the customer from competitors,
the firm must offer a better deal.

There are exceptions to the rule. Market frictions may permit
firms to deliver less value than competitors and still attract cus-
tomers. If competitors face capacity constraints and entry barriers,
the firm will be able to attract customers without necessarily outper-
forming competitors. If customers are not well informed about
alternatives or face costs of switching to another firm’s products, a
firm may continue serving customers while delivering lower value.
However, such advantages are temporary and likely to be quickly
eroded by competition.



Competitive Advantage and Value Creation 237

To raise customer value relative to its competitors, the firm has
three options that correspond to Michael Porter’s well-known generic
strategies: product differentiation, cost leadership, and focus.'®
Consider each of these strategies in turn.

The product differentiation strategy involves raising customer will-
ingness to pay by enhancing the quality and other features of the
company’s product relative to competitors. Some customers are willing
to pay relatively more for the firm’s product than they would for those
of competitors. The firm creates greater customer value than its com-
petitors by offering a good that generates additional benefits that are
sufficient to outweigh price increases.

There are many product differentiation strategies. The benefits
consumers obtain from using a firm’s product or service can be
increased by offering enhanced features such as quality or durability.
Customer value can be enhanced by convenience in purchasing and by
complementary services such as warranties or maintenance. Customer
value can be increased by subjective features such as brand image,
advertising, and aesthetic design.

Example 7.7 You Get What You Pay For

Suppose that there are two firms and one consumer. The consumer
has a willingness to pay of $120 for the first firm’s product. The
first firm charges a price of $90. The consumer would obtain a sur-
plus of $120 — $90 = $30 from buying the first firm’s product. A
second firm employs a product differentiation strategy, offering
the customer a product that the consumer values at $150.
Whether or not the second firm incurs some additional costs of pro-
ducing a higher-value product, the second firm charges the
customer a price of $110. Suppose that this price is sufficient to
cover the second firm’s costs of producing a higher-value product
so that the second firm would be profitable. Which good would the
customer choose? The consumer would obtain a surplus of $150 —
$110 = $40 from buying the second firm’s product. Accordingly, the
consumer buys the second firm’s product because the customer
value created is greater. The second firm captures the customer by
the higher-value product differentiation strategy.

Cost leadership means offering a lower price to customers relative
to that offered by competitors for a similar product or service. Companies
pursue low costs not just to operate efficiently, but to become effective
price leaders, undercutting competitors’ prices. If the firm’s costs are
lower than its competitors, then the firm can offer lower prices, higher
quality, or both. When products are generic and rivals do not face
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capacity constraints, a successful low-cost strategy requires that the
company have costs below all other firms in its industry.

Cost reductions are achieved through innovative best-practice orga-
nizational processes, with careful monitoring of purchasing expenditures,
application of computer and communications technology in a cost-effec-
tive way, trimming of overhead costs, and efficient operations. Costs
are lowered by investment in cost-reducing capital equipment when
the reduction in operating costs outweighs the capital equipment
costs. Cost economies can be realized from large-scale operations.
Alternatively, cost reductions can sometimes be accomplished through
outsourcing manufacturing and services when outside providers offer
lower-cost alternatives. By lowering cost for the same quality level, the
low-cost firm is able to undercut the price of competing firms. Cost
advantage is considered in Chapter 9.

Another strategy is to lower costs by offering lower quality.
Consumer value is increased if the price reductions outweigh quality
reductions. By providing a basic product with cost savings, firms can
offer consumers a better deal. An example of a basic service that some
consumers perceive to be a better deal is the full range of generic in-
house products offered by supermarkets. Generic pharmaceuticals are
also better deals for some consumers who perceive the lower cost of the
generic as outweighing the possible difference in characteristics with
branded pharmaceuticals.

Example 7.8 A Better Deal

Suppose that there are two firms and one consumer. The consumer
has a willingness to pay of $120 for the first firm’s product. The
first firm charges a price of $90. The consumer would obtain a sur-
plus of $120 — $90 = $30 from buying the first firm’s product.
A second firm employs a cost leadership strategy, offering the
customer a product that the consumer values at $100. The second
firm charges a price of $55. Suppose that this price is sufficient to
cover the second firm’s costs of producing the lower-value product
so that the second firm would be profitable. The consumer would
obtain a surplus of $100 — $55 = $45 from buying the second firm’s
product. Accordingly, the consumer buys the second firm’s product
since the surplus is greater than if the consumer bought the first
firm’s product. The second firm captures the customer by the cost
leadership strategy.

Michael Porter defines focus as achieving low cost or product dif-
ferentiation for a particular buyer group, segment of the product line,
or geographic market rather than for the industry as a whole.
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Southwest Airlines focused on a geographic region and short point-to-
point flights as a means of reducing costs. Even though it offered
no-frills service and was based in secondary airports, Southwest
Airlines enhanced quality relative to the limited set of competing alter-
natives by offering direct flights rather than flights requiring changing
planes at large hub airports. The airline also offered better on-time
performance and friendly service.

Example 7.9 A Tale of Two Cities

Suppose that there are two airlines providing service between two
cities and one business passenger. The first airline is a major car-
rier and the second airline is a regional carrier. The major airline
provides service between the two cities that requires the passen-
ger to change planes whereas the regional airline provides direct
service. Because of the business passenger’s opportunity cost of
time, the passenger values the major airline’s service at $500 and
the regional airline’s service at $600. The major airline charges
an airfare of $450 and the regional airline charges an airfare of
$300. Since the regional airline offers better service at a lower
price, the business passenger chooses the regional airline. To
compete, the major airline must offer better service or a substan-
tially lower airfare.

Example 7.9 illustrates a focused strategy of a regional carrier that
both improves quality and lowers the price for a targeted segment. The
problem of the regional carrier is extending the strategy that is effec-
tive for a market segment to multiple city pairs. The problem of the
major airline is how to fend off many regional carriers that target spe-
cific city pairs. The major airline established its hub-and-spoke system
as the least-cost way to serve a complex route structure. In the exam-
ple, the major airline is vulnerable to competition in specific market
segments. The major airline’s predicament in the example illustrates
the problem of being stuck in the middle.'” To remedy this type of prob-
lem, a firm must undertake strategies designed to improve its product
quality, to reduce its cost dramatically, or to focus on specific market
segments.

United Airlines was stuck in the middle in competing with such
regional carriers as Southwest. United established its Shuttle by
United in 1994 as an “airline within an airline”. The shuttle would
operate low-cost flights on the West Coast in the United States operat-
ing as a short-haul carrier with flights of under 750 miles serving over
200 destinations. By the year 2000, United’s shuttle service would be
one of the largest regional carriers if it were split off from the parent
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company. The shuttle service attempted to avoid the problem of being
stuck in the middle by mimicking the low-cost, direct-route focus of the
regional carriers while retaining some of the benefits of a major airline.
Among those benefits, the shuttle service originated and terminated
travel to the major airline’s routes and participated in its strategic
alliances. Moreover, the shuttle benefited from the advertising, brand
name, reservation systems, and frequent flyer programs of the major
carrier.’® Although United Airlines created the shuttle service to pro-
vide both a lower-priced and higher-quality service to its regional
markets, it could not sustain the separate company. United ended the
shuttle brand and folded the flights back into the parent company’s
offerings.

Supplier Value

Companies also create value for their suppliers. Suppliers provide
essential parts, components, resources, technology, and services, and
companies’ success depends, to a great extent, on the quality of those
goods. A company can reduce its procurement costs through long-term
relationships with its suppliers. If suppliers have lower costs of serving
a particular company because that company is easy to work with, the
company can share in these cost savings. Companies have an interest
in the profitability of their suppliers to assure continued reliability of
service.

The company’s suppliers include parts and components manufac-
turers; manufacturers of capital equipment; wholesale product sellers;
service providers (accounting, legal, consulting, information technol-
ogy); and technology licensing and R&D. The firm’s employees and
managers supply labor services to the firm.

Supplier value equals the difference between the payment the firm
makes to the supplier and the supplier’s cost. Supplier value is also
referred to as producers’ surplus or operating profit. Firms bid against
each other for the products and services of their suppliers.

The problem of finding suppliers is different from that of attract-
ing customers. Suppliers can serve multiple customers. Suppliers
are also competing against each other to sell their products and
services. Established suppliers can expand their capacity and new
suppliers can enter the market if a need for additional products
and services develops. For example, computer makers benefit from
advertising that their computers feature Intel microprocessors. Intel
can expand production capacity to meet the demand from computer
makers. Competing suppliers such as AMD can supply substitute
processors.

To attract key suppliers, the firm must create supplier value that is
at least as great as competing alternatives. Generally, companies must
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offer value to their suppliers that is at least as great as the market
alternative. However, when key suppliers have scarce capacity and
offer unique products and services, companies compete more inten-
sively to outbid each other for supplier products and services. To bid
away the supplier from competing buyers, the firm must offer a better
deal. To achieve greater supplier value, the firm must offer the sup-
plier a higher price in comparison with competing buyers or it must
purchase products and services that entail lower supplier costs.

Companies often compete for the best suppliers, particularly if sup-
pliers differ in terms of their abilities, product quality, reliability, or
access to resources. Companies bid for scarce supplies in markets for
specialized parts and specialty chemicals and plastics. Even when sup-
plier products and services are generic, such as industrial materials or
standardized parts, companies must offer the going rate. Competition
for supplies is evident in commodity futures exchanges, such as the
Chicago Board of Trade, that are double auction markets in which both
buyers and sellers bid competitively.

The fact that companies bid competitively for products and services
became more evident with the advent of business-to-business elec-
tronic commerce. Transactions between businesses in the United
States exceed $14 trillion per year with a small but quickly growing
fraction of transactions taking place on the Internet.!®* On some of the
new Internet exchanges, businesses bid competitively to purchase and
to sell such diverse items as steel, auto parts and office supplies.
Supplier margins depend in part on the extent of competition between
buyers and the extent of competition between sellers.

There are exceptions to the rule, however. In some markets, sup-
pliers with market power may price-discriminate across their
customers by charging premiums to some companies and offering dis-
counts to others. Conversely, customers with market power may
extract concessions from their suppliers. Also, when market frictions
are present, companies may end up paying different prices for produc-
tive inputs simply due to imperfect information and the costs of
shopping for inputs.

One strategy for attracting suppliers is cooperation. The company
gets better service and price by lowering the cost to the input supplier.
There are several ways to lower supplier cost. First, the company can
request a product or service from the supplier that is less costly to pro-
duce than products or services purchased by competitors. By designing
parts and components that are easier to make, a manufacturer can
obtain price concessions from its parts supplier. Also, the company can
be easy to work with by limiting the number and frequency of design
changes and service demands. Second, the company can share infor-
mation with suppliers about its demand through electronic data
interchange, thus allowing suppliers to hold lower inventories of fin-
ished goods and tailor their own parts orders and manufacturing to
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meet demand fluctuations more closely. Third, the company can auto-
mate its billing and invoicing with suppliers to lower their transaction
costs. For example, Cisco lowered its procurement costs by linking to
its many suppliers over the Internet, despite coordination problems,
whereas Lucent was slower in moving its supplier contacts online.*
Fourth, the company can share its technological knowledge, manage-
ment, and technical personnel, and other resources with suppliers.
Finally, buying in bulk can also lower supplier costs by reducing the
number of orders and allowing the supplier to achieve economies of
scale.

By lowering the costs to suppliers of meeting its needs, the com-
pany creates greater value even if it pays its suppliers less than
competitors.

Example 7.10 Being a Good Partner

Suppose that there are two firms and one supplier. The supplier’s
cost of providing an input to the first firm is $50. The first firm
offers the supplier a bid price of $110. The supplier obtains profit
of $110 — $50 = $60 from supplying an input to the first firm.
A second firm employs an input differentiation strategy by asking
the supplier to manufacture an input that costs the supplier only
$30 to produce. Whether or not the second firm incurs some addi-
tional costs in helping the supplier to lower its costs, the second
firm offers the supplier a bid price of $100. If the supplier has a
capacity constraint that only permits it to serve one firm, which
firm would the supplier serve? The supplier would earn a profit of
$100 — $30 = $70 from serving the second firm. Accordingly, the
supplier would serve the second firm and earn a higher profit.
The second firm captures the supplier by an input differentiation
strategy. Notice that the strategy is profitable if the supplier’s
cost savings are less than the second firm’s internal costs of being
a good partner.

Another strategy for attracting a key supplier is value leadership.
The company must use its critical inputs to create a product of higher
value. Since the company values certain inputs highly, it is willing to
pay more to attract those key suppliers. If suppliers have similar costs
of serving a company and its competitors, they will be attracted by a
higher bid price. By paying more to its suppliers, the company can also
ask suppliers to provide higher-quality products and services. By offer-
ing above-market payments to suppliers, companies have higher
expenditures than competitors but in some cases obtain greater bene-
fits in terms of supplier loyalty and incentives to perform reliably.
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The value-leadership strategy on the supplier side corresponds to
the cost-leadership strategy on the customer side. The company should
follow this strategy only if the benefits of offering customers a higher
value product outweigh the costs. In such cases, it may be worthwhile
pursuing long-term contracts or acquiring the suppliers outright.

Companies bid for suppliers only if the suppliers’ inputs are perceived
to confer a competitive advantage. To be able to outbid competitors for
supplier products, a company must value the supplier’s products more
than competitors do. This requires the company buying the inputs to
deliver greater value to its own customers or to have lower internal
costs than competitors. Thus, paying more to suppliers must be accom-
panied by a product differentiation or price leadership strategy on the
final output side. A firm that provides products that its customers value
highly or that operates efficiently can then attract good suppliers by
sharing with them some of the additional value it creates.

Example 7.11 Paying the Piper

Suppose that there are two firms and one supplier. The supplier has
a cost of $50 to supply an input to the first firm’s product. The first
firm offers the supplier a price of $80. The supplier earns profit of
$80 — $50 = $30 from serving the first firm. A second firm employs
a value leadership strategy, offering the supplier a bid price of $100
and asking the supplier to provide an input that costs the supplier
$60 to produce. Suppose that the additional value of the input to the
second firm justifies the additional cost it pays. If the supplier only
has the capacity to serve one firm, which firm would the supplier
choose to serve? The supplier would earn a profit of $100 — $60 = $40
from serving the second firm. Accordingly, the supplier serves the
second firm since it obtains a higher profit by doing so. The second
firm attracts the supplier by the value leadership strategy.

Jordan D. Lewis suggests that General Motors’ aggressive cam-
paign to reduce payments to suppliers in 1992 discouraged many of the
company’s best suppliers and may have raised costs.?! To retain impor-
tant suppliers, companies must provide them with value at least as
great as alternatives, either by lowering their costs or by paying
enough to retain them.

Value of the Firm

The value of the firm is total value created net of customer value and
supplier value. The value of the firm is the present value of customer
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revenues minus the present value of payments to suppliers and the
costs of using the firm’s assets. The firm attempts to capture a greater
share of value by raising prices to customers or by lowering payments
to suppliers or by using its assets more efficiently. Capturing a larger
piece of the value pie depends on the strength of competition for cus-
tomers and suppliers and the company’s abilities.

The firm also tries to create greater value which increases the size
of the pie. Creating greater value is accomplished in three ways: (1)
operating more efficiently by providing customer benefits at a lower
cost or by lowering supplier costs, (2) providing greater benefits to cus-
tomers by improving products and services, and (3) developing
innovative transactions that offer new value to the market. The three
strategies for creating greater value correspond to the three types of
competitive advantage: cost advantage, differentiation advantage, and
transaction advantage.

The value of the firm equals the net present value of expected cash
flows. It determines the value of the firm’s debt and the value of
owner’s equity. Investors have many alternative opportunities for cap-
ital investment, so the company’s owners and lenders must be
compensated for the cost of capital. To attract investment capital, the
firm must provide sufficient value to investors so that they earn a rate
of return at least as great as comparable investment alternatives.
Thus, to attract investment capital, managers try to maximize the
value of the firm. Maximizing the firm’s present value of expected cash
flows assures that the firm is maximizing the owner’s equity because
the shares represent ownership of the firm’s future stream of expected
cash flows net of debt costs.

For publicly-traded companies, shareholder value is the market
value of owner’s equity. Since shareholders claim the residual earnings
of the company, shareholder value is the net present value of expected
cash flows minus debt costs. When managers make investment deci-
sions, there is always an alternative of returning funds to the
company’s shareholders. Thus, the cost of capital represents the oppor-
tunity costs of capital to the firm’s shareholders. Companies deliver
value to shareholders in two ways, through dividend payments and
through increases in the company’s stock price. Increases in the com-
pany’s stock price reflect investors’ perceptions about the company’s
future prospects. Managers that fail to deliver shareholder value will
find that the stock market will penalize the company’s stock price. The
lower the company’s stock price, the greater the cost to the company of
raising capital. Managers’ performance is also monitored by the direc-
tors serving on the corporate board, who represent shareholder
interests.

Because it is difficult to judge whether or not a firm is earning
the highest possible profit, investors often evaluate the performance of
the company in comparison to its competitors. In addition, investors
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examine the rate of return on invested capital in comparison with all
other investment opportunities, adjusting for risk. Managers strive to
achieve the greatest attainable shareholder value given market oppor-
tunities and the abilities of the firm.

The principles of management strategy are necessarily consistent
with the principles of finance. The value of the firm reflects the mar-
ket’s evaluation of the long-term effectiveness of management strategy
and the degree to which the company’s competitive advantages can be
sustained. Effective management strategy means only choosing proj-
ects with a positive net present value and, when choosing between
projects, choosing those that have the greatest net present value.
Managers should expect that capital markets will favor only those
investment projects or mergers that add value. They should not expect
investors to be misled for long by cosmetic actions that do not create
value, such as shifting expenditures over time or across divisions of the
company.

Mergers and acquisitions should only be pursued if combining the
companies increases their total value. There are no financial benefits
from combining two companies simply for size or for portfolio diversifi-
cation. Investors could add the two companies to their portfolios at a
lower cost than merging the two organizations. The combined compa-
nies must achieve greater net present value of expected cash flows by
operating together than they could achieve separately. This requires
sharing of assets or combining activities in a way that increases rev-
enues or lowers costs.

Some management strategy recommendations place considerable
emphasis on the firm’s current earnings, the earnings per share
of stock, the ratio of the company’s stock price to earnings per
share (P/E ratio), or the growth rate of earnings. Such accounting
measures do not provide an accurate picture of the economic value
created by the company.?? Current earnings or earnings per share
are only short-term indicators. Earnings may be useful in a very lim-
ited way as an indicator of past performance and as a possible
predictor of future performance. Earnings growth, however, need not
imply an increase in the value of the firm since it is also necessary
to take into account the cost of investments and rate of return to the
company’s investments. Managers that invest in projects below mar-
ket rates of return may increase earnings but they are destroying
shareholder value. Shareholders would prefer that management not
make such investments since shareholders could earn greater
returns investing the money elsewhere and earning market rates.
Moreover, earnings do not take into account the company’s dividend
policies and the riskiness of investments. Investments that are
expected to yield below-market rates of return adjusted for risk will
lower the value of the firm and result in a lower market price for the
company’s stock.??



246 FEconomics and Management Strategy

Companies often use accounting measures such as return on
investment (ROI) for strategic analysis, where ROI is measured as the
ratio of net income to book value of assets. Such measures fail to cap-
ture fully the company’s economic value. Net income is a short-term
measure and strategies often play out over a longer period of time.
Also, the ratio is highly sensitive to the company’s depreciation and
investment capitalization policies, which affect the book value of
assets. The company’s book value of assets is likely to depart from the
market value of those assets. Thus, ROI does not provide a good indi-
cator of the effects of strategy on the long-run value of the firm.

Managers should apply net present value (NPV) analysis to gener-
ate a more accurate long-term picture of how strategic decisions affect
the company’s value. Such analysis includes the opportunity cost of
capital in strategic decisions, as discussed previously in Chapter 5. The
manager should focus on the present value of expected cash flows in
examining strategies. Using NPV analysis means that the manager
considers the trade-off between current and future cash flows in com-
parison with the firm’s cost of capital. In addition, the choice of the
discount rate in NPV analysis is based on the risk involved, with a
greater discount rate applied to riskier projects. The manager should
incorporate market uncertainty into the NPV analysis in making
estimates of revenues and costs.

Example 7.12 NPV Analysis Under Uncertainty

The manager has an investment project that costs $160 for the ini-
tial investment. The project only pays off in its second year. Due
to market uncertainty the project can have two possible payoffs,
either $330 or $110. The company’s appropriate discount rate is
10 percent so that the present value of the project payoff in the
favorable case is 330/(1 + .10) = 300, and the present value of the
project payoff in the less favorable case is 110/(1 + .10) = 100. If the
two outcomes are equally likely, that is, each occurs with likeli-
hood of 1/2, the project’s NPV is the expected present value of
payoffs net of the initial investment cost: —160 + 1/2 x 300 + 1/2 x
100 =40. Since the project has a positive NPV, the manager should
go ahead with the project, at least if there is not the possibility of
delaying the project.

Because managers face uncertainty, they must be able to respond
flexibly to changes in customer preferences, supplier technologies, and
competitor actions. Strategic flexibility is essential because it provides
options to decision makers. Traditional analysis of net present value of
lines of business should include attention to the value of such options.
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Option value should be taken into account to avoid the pitfalls of tra-
ditional NPV analysis.?*

Option analysis of the information presented in the preceding
example suggests a different conclusion when the manager is able to
delay the project and gather more information. The value of the project
with the option to continue is greater than the value of going ahead
right away because the manager waits to observe market conditions
before investing and thus avoids the cost of investment in the less
favorable state. This benefit outweighs the forgone benefits due to
delay. This does not mean that waiting is always best; it means that,
under some conditions involving significant uncertainty, a wait-and-
see approach may be better than jumping the gun. What is more
important is that the manager would be willing to pay for the flexibility
to decide later.

Example 7.13 Wait and See

Consider the choice of the manager in Example 7.12 and suppose
that the manager has the option of waiting. Delaying the project
would allow resolution of the uncertainty. The cost of waiting is
further delay of the benefits, but this cost is partly offset by delay-
ing the investment cost as well. Is delay worthwhile in this case?
By waiting until the uncertainty is resolved, the manager can
decide whether or not the project is worthwhile. The manager
would undertake the project in the favorable case since it has pos-
itive net present value equal to 300 — 160 = 140. The manager
would not undertake the project in the unfavorable case since it
has negative net present value equal to 100 — 160 = — 60. Since the
favorable and less favorable states are equally likely, the manager
expects to carry out the project with a likelihood of 1/2, so the
expected value of waiting to evaluate the project is calculated as
1/2 of its value in the favorable case, 1/2 x 140 = 70. Discounting
the expected value of waiting gives the net present value of the
project when the manager can learn about the state of the world
and has the option to change: 70/(1 + .10) = 64, rounded to the
nearest dollar amount. This is greater than the NPV of the project
without the option of waiting, so in this case a delay is worthwhile.

The value of an option to delay is significant when additional infor-
mation can be gathered. The value of the option in the preceding
example is the difference between the two project values, $64 — $40 =
$24. Put differently, the manager would be willing to wait and invest
later, even if the initial cost of investment was higher in the case of the
delayed project. It turns out that the investment could be substantially
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7.5 Overview

higher and still allow the manager to prefer waiting. If the investment
cost after delay were as high as $212, that is, $52 higher than the $160
without delay, the manager would still prefer to wait.?

The option value of waiting has some organizational implications.
Suppose that the organization is not good at monitoring market condi-
tions and makes decisions very slowly. The result of these bureaucratic
inefficiencies is that the company will proceed along the lines of the
traditional NPV analysis. To get the project up and running, the com-
pany will need to start its decision process early, and it will necessarily
rely on projections of future market conditions. Since the company is
not skilled at observing market change, it will base its decisions on
these projections rather than gathering information just in time. In
contrast, a company that monitors market conditions and reacts flexi-
bly would choose to wait and act after market uncertainty is resolved.

Monitoring market conditions and organizational flexibility has its
own costs, however. The higher returns realized by waiting in some
cases imply that the manager would be willing to pay more for organi-
zational systems that would allow monitoring of market conditions and
improve decision-making. In the example, the manager would be will-
ing to pay $24 for such organizational enhancements. The company
might be willing to restructure company decision-making procedures
or hire additional managers to carry out decision-making roles. Other
costs could include investments in information technology and commu-
nications systems.

Alternatively, recall that the manager would be willing to incur
greater investment costs for the purpose of waiting to observe market
conditions. In the example, this additional investment equaled $52.
Such additional costs might take the form of flexible manufacturing
equipment, just-in-time inventory systems, and automated delivery
systems that allow faster and more accurate responses to market con-
ditions. Achieving flexibility requires investment in the necessary
production facilities and information technology.

The firm’s total value created is equal to the sum of customer value,
supplier value, and the value of the firm. Thus to compete effectively,
the firm must deliver greater customer value, supplier value and value
of the firm than its competitors. To achieve this means that the firm
must create greater total value, which is the difference between cus-
tomer willingness to pay and the cost of inputs obtained from suppliers
or supplied by the firm itself. Managers must consider these three com-
ponents of value jointly, not separately. The difference between the
value created by the company and its competitors is the firm’s compet-
itive advantage.
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There are three sources of competitive advantage: Differentiation

advantage allows the firm to offer customers products and services
with greater benefits. Cost advantage allows the firm to lower the
costs of using its own assets and to reduce its payments to suppliers
by reducing the costs of delivering a particular benefit to customers
or by reducing supplier costs. Transaction advantage allows the firm
to discover new combinations of customers and suppliers that create
greater value. Chapters 9-12 explore these aspects of competitive
advantage.

Questions for Discussion

1.

2.

Consider the strategy of a movie rental chain.

(1) What might be customers’ willingness to pay for a movie
rental? How would you go about estimating willingness to pay?
What is the cost per movie of the movie studios who are the
movie rental chain’s suppliers? How would you go about esti-
mating their cost? What are the costs per movie of the movie
rental chain? What is the value created per movie by the movie
rental chain?

(i1) Consider again the movie rental chain in (i). What are the
retail and wholesale prices per movie? What factors affect those
prices? What determines the consumers’ surplus, producers’
surplus, and value of the firm?

(iii) Given the example of the movie rental chain in (i) and (ii), how
might the movie rental chain increase the value it creates?
How might the movie rental chain increase the value that it
captures?

(iv) The movie rental chain must decide between selling and rent-
ing digital video discs (DVDs). What factors should it take into
consideration? Would the cost of capital affect this decision?
How might competition affect this decision?

A company contemplating international expansion must choose
between two target countries. The first target country offers rev-
enues net of operating costs equal to 210 each year over two years.
The second target country offers revenues net of operating costs
equal to 300 the first year and 105 the second year. The firm’s cost
capital is 5 percent. Compare the net present values obtained from
serving the two countries. Which target country should the man-
ager choose? What does this example illustrate about the trade-off
between current and future revenue?

The world steel industry faces substantial excess capacity. The
world price of steel is about $300 per ton. A major steel producer
has operating costs that are about $450 per ton; that is, about
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$150 above the world price of steel. What should the steel pro-
ducer do? Some of the options are as follows: continue producing
steel in the hopes that the world price will rise, shut down
its facilities and exit the industry, invest funds to modernize
its facilities so as to lower operating costs, buy steel at the
world price for sale to its customers, relocate the company’s facil-
ities in another country. What are some of the considerations
that enter into the strategic decisions of the managers of the steel
producer?

4. An electronics manufacturer that makes computer components has
costs that are below those of some of its competitors but above those
of other competitors. Due to a boom in demand, the electronics man-
ufacturer is able to operate profitably at full capacity. Should the
electronics manufacturer invest in facilities to lower its operating
costs? What factors should the company’s managers consider in
making their decision?

5. Ten companies in a segment of the pharmaceutical industry are
contemplating competing research programs to develop a drug to
treat a particular medical condition. Some of the research pro-
grams will be successful in developing a treatment and obtaining
approval by government regulators. The resulting drugs are
likely to differ in terms of their effectiveness and side effects.
Only one or two of the drugs are likely to be successful in the
medical marketplace. How would an individual pharmaceutical
company make a decision about whether or not to enter into a
research program? How should managers think about the uncer-
tainties of the projects? Would there be situations in which
managers might stop their research projects before they are
completed?

6. A manager finds that he can boost the company’s current earnings
by counting some orders as revenues as soon as the order is received
rather than when the revenues are received. Does this approach
increase the value of the firm? Should this approach increase the
value of the company’s stock?

7. A company producing a wide range of manufactured goods diver-
sifies by acquiring another company producing appliances. The
two companies will be operated independently and will not share
resources, production facilities, marketing, or purchasing. The
managers of the company proposing the acquisition argue that
since the two companies will form a larger company they will
be able to raise capital at a lower cost. Will the merger increase
the value of the two companies? Will this type of merger increase
the stock price of the two companies in comparison with the
initial stock prices? Should the acquiring company pay a pre-
mium above the market price of shares for the company it seeks
to acquire?
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