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ABSTRACT

Based on research of 168 US companies, this paper integrates most of existing strategic
management thinking. It reviews a wide spectrum of literature in areas such as Industrial
Organization, Resource-Based View of the Firm, Value Based Management, Knowledge
Management, Transaction Costs Economics, and other disciplines. The statistical analysis
correlates two existing variables: Economic Value Added and Growth of Operating Capital
with two new testable variables: Market Power and Knowledge. This paper shows how
the framework developed integrates competitive strategies, corporate strategies, and
functional strategies. It shows that the different existing models and theories produce
different results in terms of stock value creation.
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I. INTRODUCTION

For the newcomers, strategic management seems much like a mosaic
of different theories that seem divorced one from each other. Some
theories are in clear disagreement with each other, as is the case of
the debate between Industrial Organization (IO) academics, who
believe that a firm’s profitability is the result of industry factors, and
the Resource View of the Firm (RVF) academics, who believe that a
firm’s profitability depends on internal factors. Strategic management
was initially controlled by engineers concerned with productivity,
then the control switched to human resources academics concerned
with motivation. Control of strategic management then switched to
marketing experts mainly concerned about customers and products,
and it finally ended under the scrutiny of economists concerned by
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making money. Strategic management involves views as diverse as the
strategy as competition (Porter, 1980), strategy as typology (Ansoff,
1965), strategy as portfolio (BCG and GE-McKinsey, Hofer 1978),
strategy as plan (Hax, 1990), strategy as pattern (Mintzberg, 1990;
Andrews, 1980; Quinn, 1978), the Balanced Scorecard (Kaplan, 1996),
the Intellectual Capital (Edvinsson, 1998), growth (Schumpeter, 1934),
transactions and interactions (Williamson, 1975; Wernerfelt, 1984), core
competences (Hamel, 1996), absorptive capacities (Cohen, 1990), time
based strategies (Stalk, 1990), and many more. This eclecticism produces
a huge confusion for non-specialists.

This paper intends to put and end to this atomization by providing an
integrated view of strategic management. To do so the paper proposes
the Economic Value Added (EVAmodel, Copeland, 1989, Stern Stewart,
1987) as a core framework. The EVA prioritizes the need of the firms
to create stock value.

The figure below represents the EVA model. The two dimensions
of the EVA equation, growth of operating capital and EVA, allow the
mapping of these theories at different places of the graph, leading to
very important strategic conclusions: 1. Companies with different levels
of growth and EVA respond to different theories, and 2. Different
strategies produce very different results in terms of growth and EVA.

This model presents the above mentioned theories and models as
members of this chart. Competitive, corporate, functional strategies
(marketing, organizations, operations, finance) recommended for

Growth

Chandler, Edv¥insson, Porter,
Rumelt, Schurdpeter, Wrigley

Ansoff, Barney, Cohen
& Levinthal, Cyvert &
March, Dierikez & Cool,
Edvinsson, Hamel &
Prahalad, Lippman &
Rumelt, Mintzberg,

Bain, MNelson & Winter,

Brandenburger Penrose, Peteraf,
& Nalebuff, Prahalad & Hamel,
Abernathy & Ch'.lml.u’rllin_. Quir'm, Slu[k, Teece,

= . = Jensen & Pisano, Shuan,
BCG's learning Wayne, Afdrews, S
2 X : Meckling, Wernerfelt
curve, Porter BCG, Lgvit,
3 Rotemberg &
MeKinseyl Porter

Saloner, Coase,
Conner &
Williamson

>

<€

Negative EVA

Positive EVA

Figure 1. Stock Value Creation and Existing Literature



37

companies are different, according to which part of the chart they are
mapped; this produces an interesting dose of critical thinking.

The author has tested this model for five years with remarkable
results. It incorporates in a nutshell Industrial Organization, Value
Based Management, Knowledge Management, Strategic Management,
Marketing, Operations, Finance, and Human Resources Management.

To support this analysis this paper develops two new testable
variables: market power (connected with IO, an industry-structure
related factor), and knowledge (connected with the RVE, a firm related
factor, and with growth). The above chart is based on the correlation
between market power, knowledge, growth, and EVA.

II. LITERATURE REVIEW. SOURCES OF FIRMS" ECONOMIC
PERFORMANCE

What makes a firm successful? What type of managerial decisions
allows firms to have a good economic performance? Although there are
several approaches, this paper will focus on two aspects: the ability of
the firms to compete and to grow. The importance of these two aspects
will be explained later.

Competition and market power: impact of firm and industry factors
on the firm’s economic performance

The first aspect that is critical for the firm’s economic performance is
related to the ability of the firm to compete with other firms. There
are two relatively well differentiated bodies of research that study the
sources of a firm’s success.

On one side, Industrial Organization (IO) theorists believe that the
economic performance of a firm depends on the industry structure.
Bain (1951, 1956, 1959) was the father of 10 thinking. Bain demonstrated
that the profitability of manufacturing sectors in which the eight largest
firms concentrated 70 percent of sales was twofold the profitability
of sectors with lower concentration. He also showed that sectors
with high entry barriers (cost advantages, product differentiation or
economies of scale) permitted the incumbent to charge higher prices
than the strictly competitive prices. Michael Porter (1980) integrated
and popularized the rich research developed after Bain, proposing his 5
forces approach that shows the strong link between industry structure
and firms’ strategy and profitability. This view was followed by many
sophistications, and the most critical was the incorporation of Game
Theory into 10. That provided a rational and economical perspective to
strategic management.
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Interestingly, Porter’s second book (Competitive Advantage, 1985)
somehow betrays his original view, showing that what makes a firm
more or less profitable is its own value chain (a firm’s internal aspect)
and how its value chain compares to competitors’ value chains.

This second approach was defended by the Resource View of the
Firm (RVF, Coase, 1937; Penrose, 1959; Nelson and Winter, 1982; Teece,
1982; Rumelt, 1984; Wemerfelt, 1984; Barney, 1989, 1991; Dierickx and
Cool, 1989, 1990; Teece et al, 1990; Conner, 1991; Schoemaker, 1992,
Ghemawat, 1986, 1991; Peteraf, 1991, Hamel and Prahalad, 1990,1994;
Powell et al, 1996; Eisenhardt and Martin, 2000; Priem and Butler, 2001).
It is not the industry structure but the ability of the firm to develop
unique inimitable resources that drives firms’ economic successes.

Schmalensee (1985) tried to drill down into the components of Bain’s
cross sectional work, concluding that industry effects impact 75% of
variance of ROA, corporate effects do not exist, and market share has
a negligible impact. Rumelt (1991) enlarged the study and proved
the opposite: business unit effects are 6 times larger than industry
effects. Rumelt states, “business units differ from one another within
industries a great deal more than industries differ from one another.”
Roquebert, Phillips and Westfall (1996) tried to reconciliate Rumelt and
Schmalensee’s findings, but ended up supporting Rumelt. Chang and
Singh (2002) arrive to a similar conclusion as Rumelt: business units are
the main reason to support performance. The RVF wins.

McGahan and Porter (1997) introduce corporate effects, which are
smaller than industry effects. Brush, Bromiley and Hendrickx (1999)
also support the opposite view that corporate effects are greater than
industry effects. Once again the RVF wins.

Apparently the RVF (the firm as responsible for the success) won
the battle, and IO (the industry as responsible for the success) should
be abandoned. This author disagrees with that conclusion. This paper
incorporates a contingent approach: both industry and firm factors
matter. This paper will demonstrate that industry factors are critical
for businesses that are characterized by low market power, while firm
factors are critical in industries characterized by high market power.

Consequently, to analyze a firm’s success we need to develop our
first variable: market power.

Growth and knowledge: the impact of the growth on the firm’s
economic performance

There is a second aspect that is critical to a firm’s success and is
related to the ability of the firms to grow. According to McKinsey
(Baghai, 1996), firms that want to grow steadily need to develop a
special capability platform: business specific core competencies, growth
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enabling capabilities, privileged assets (mostly intellectual assets) and
special relationships. Edvinsson (1998) classifies all these items as
Intellectual Capital, that is, knowledge and relationships.

Consequently, in order to analyze a firm’s success we need to
understand how intellectual capital is created. We need to develop
our second variable: intellectual capital. However, it is not so easy to
measure several dimensions of intellectual capital. Consequently we
will focus on one single aspect of intellectual capital: knowledge.

III. STATISTICAL ANALYSIS: RELATIONSHIP BETWEEN
INDUSTRY FACTORS, FIRM FACTORS, AND STOCK VALUE
CREATION

Probably the most widely recognized goal of a firm is to create stock
value. This section will try to analyze if the two dimensions that were
introduced in the previous module (the level of market power of the
industry and the level of knowledge of the firm) have any connection
with stock value creation.

Consequently, it is necessary to find a relationship between stock
value creation (in terms of EVA and growth as proxy of a firm’s
economic performance, as will be explained later), and two factors that
drive a firm’s success: market power and knowledge.

This author will demonstrate that firms with high market power are
successful in competing and consequently have high levels of EVA, and
firms with high knowledge are able to develop high levels of growth. Two
new testable variables must be developed: market power and knowledge,
and correlate them with EVA and growth.

Sample companies

To develop this model, research was compiled on a group of 168 US
public companies related to all existing industries: apparel, retail,
distribution; autos; chemical; computers; construction, engineering;
consumer products; electronics; financial services; food, beverages;
leisure, entertainment; manufacturing; media; medical, healthcare; natural
resources, metals; paper, forest products,' services; communications;
transportation.
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Sources of information
Information on these companies came from:

e Stern Stewart 1000 US companies database, version 2000, because
this research began on the year 2000. This database contains financial
information of 1000 U.S. companies covering the period 1980-1998.

e Stock exchanges (NASDAQ, NYSE, others), Securities Commissions,
Prospectus. This information was used mostly to assess the “market
power and knowledge” variables.

® Specialized financial portals, financial statements, presentations to
investors, products and services, etc.

How to measure a firm’s economic performance, and its connection
with industry and firm's factors

Our first task is to define how we are going to measure firm’s economic
success.

What indexes are used to measure a firm’s economic performance?
The literature has proposed several indexes. Bain (1940, 1954, 1959),
Bothwell (1948), Mann, Qualls (1966) used: “Sales — costs/sales,” similar
to the Lerner index. Holterman (1973) included other variables such as:
output/person, output/capital, output/costs, and similar ones using
profits instead of output. He also used the Lerner index and growth
of productivity. Bothwell (1973) approached the concept of stock value
as a proxy of economic performance by mentioning Free Cash Flow;
however, he finally used ROE and ROA.

Other streams of research focus on the EVA as a Value Based
Management tool. Probably the most advanced and inclusive one is
Fletcher’s research (2004), which presents an integrated Value Based
Management model, linking the EVA and Balanced Score Card to
decide and monitor strategies. Some authors have incorporated the
EVA in their analysis such as: Hawawini and Viallet (2002); Eccles
and Pyburn (1992), Ehrbar (1998), Pettit (2000), Haspeslagh, Nada and
Boulos (2001) Ittner, Larcker and Rajan (1997); Epstein and Manzoni
(1998); Banker, Potter, Srinivasan (2000), Lynch and Cross (1995). Most
of these works relate to the pros and cons of EVA in accounting and
strategic management.

There is no research that has linked the EVA model with IO or RVF
indicators as such. The closest link between stock value creation and
industry factors is presented by Lindenberg (1981) and Montgomery
and Wernerfelt (1988). They refrained Tobin’s “q” as a concept related
to stock value creation (difference between the market value of the
stock and its book value, which is the net present value of discounted
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future EVAs). Lindenberg reformulates Tobin’s “q” correlations with
specific assets (capital special factors and monopoly power: scale
economies and patents). Montgomery and Wernerfelt related it to
intangibles (value of intangibles, collusion, unique Ricardian factors,
and disequilibrium factors). Consequently we have two tasks: one is to
identify one model to measure economic performance, and the second
is to link such a model with the two dimensions that we identified
above: market power and knowledge.

The EVA model to measure a firm’s economic performance

Financial accounting has produced several financial models to measure
a firm’s economic performance. Several of those models measure stock
value creation. However, their limitation is that they do not take into
account the software part of the business such as the strength of the
relationship with the customers, the ability of the employees, or the
efficiency of the processes. These elements, called “intangibles,” are
critical for economic success and cannot be measured adequately by
traditional financial measures.

There are two very popular models to measure business performance
that incorporate the non-financial intangibles: the Balanced Scorecard
model (Kaplan, 1996) and the Intellectual Capital model (Edvinsson,
1998). Both models propose a set of indicators grouped in the following
dimensions: financial, customers, employees, processes and growth.
However, both models have the limitation of the difficulty of measuring
intangibles.

The EVA equation, as presented by Stern Stewart (1991) and Copeland
(2000), solves the limitations of both the financial and the non-financial
views. The EVA is strongly aligned with the Balanced Scorecard and
the Intellectual Capital models: the net present value of all future EVAs
is equivalent to the Intellectual Capital, which measures the value of
the intangibles, the value of the customers, employees, processes, and
ability to grow. The operating capital of the EVA model is equivalent to
the financial perspective of the Balanced Scorecard and the Intellectual
Capital models.

The EVA equation helps to visualize how stock value is created.
The EVA equation can be formulated as follows on its derivative
expression:

Stock value created = EVA * Operating Capital

Stock value creation can be achieved either by a positive EVA
(Economic Value Added = Operating Margin minus Cost of Funds)
or by the Growth of the Operating Capital (Operating Assets minus
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Operating Liabilities). Growth, and EVA are the two drivers of stock
value creation.

This dual approach is a central aspect for this work. All strategic
management can be realigned based on these two dimensions:

* Growth is central in the entrepreneurial elements of strategic
management, the identification of new business opportunities, and
growth strategies. Growth reflects the financial side: the book value
of the investments.

e EVA is central in the missionary aspect of a company, as a high
EVA reflects satisfied stakeholders, a strong competitive dimension,
and a firm’s strengths over weaknesses. The EVA also incorporates
future scenarios into the analysis (EVA = Operating Margin — Cost of
Funds, and the latter incorporates market’s future expectations). The
EVA reflects the “soft” side: the above mentioned intangibles.

It allows understanding of why investors buy stocks: some buy them
based on a profitability indicator (EVA) and are typically long-term
investors. Other investors are speculative investors and base their stock
buying decisions on the growth of the financial variables.

Variable 1. EVA

EVA is a measure of the profitability of a firm, compared to the
profitability of other similar firms. EVA is defined as operating profits
minus costs of funds; cost of funds is the profitability of alternative
investments. A positive EVA indicates that the investment in one stock
produces a better yield than investments in similar stocks.

The present value of future EVAs is called Market Value Added
(MVA), also called Intellectual Capital, because it indicates how
intangibles (e.g., relationship with customers, the ability of employees,
the efficiency of the value chain, and many others) are able to produce
a profitability above that of similar firms. Consequently, investments
in Intellectual Capital boost the value of the stock. On the other side,
investments in Physical Capital produce the other effect, as they
increase the Operating Capital (OC = Operating Assets minus Operating
Liabilities) and reduce the NOPLAT (Net Operating Profit less Adjusted
Taxes), therefore initially reducing the EVA (Return On Invested Capital
= ROIC = NOPLAT/OC). This is critical for managers that must decide
where to invest funds.
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Variable 2. Growth

Growth of Operating Capital is the second variable derived from the
EVA equation. This indicator is critical because it measures the growth
of the operations of a firm. This indicator is the core of this research
because it links the strategic decision of investing or not with the
investment’s impact on the stock value.

It is independent from financial decisions such as the capital structure
of the firm. It is less erratic as other growth indicators such as growth
of sales, of margin, EBITDA, or net income that can be affected by too
many factors.

The conclusion is that the EVA equation produces a critical link
between financial dimensions (stock value creation) and strategic
management dimensions (invest or not, creation of intangibles or not).

Variable 3. Market power. The Industrial Economics view

The need to create this variable comes from the goal of this paper to
link the two performance variables described above, EVA and growth,
with the industry’s structure.

The literature analyzing the concept of market power is virtually
endless. First, some of the main conclusions will be presented, and the
approach of this paper will be presented later.

Concentration as a proxy of market power

According to IO0’s Joe Bain (1956), concentration fosters collusion and
this leads to high profitability.

This author agrees with Curry and George (1983) that literature has
not resolved the question of which is the best index to use to measure
concentration. Lemer proposed his famous index, where margin divided
by price is an indication of the departure from the competitive ideal.
Concentration is strongly linked with the number of competitors, as in
the case of Bain who uses the K-firm index (value product contributed
by the first k larger firms). For Bain, concentration impacts the success
of collusive behavior and consequently on higher margins. However,
Bain recognizes that correlation is quite poor: only for large numbers
such as 70% or 30% of concentration profits are clearly high or low,
but with no linear relationship in the middle. This view is somehow
captured by Herfindhal; by using square values the impact of smaller
firms is less than proportionate.

Mann (1966), Weiss (1975), Comanor and Wilson (1974), Qualls (1972),
and Holterman (1973) use “Seller concentration and entry barriers.”
Curry analyzes several indexes of concentration.
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Bain, Mann, and Qualls conclude that concentration and entry barriers
impact profits. Bothwell (1976) disagrees with Bain: collusion (linked
to concentration) and entry barriers do not correlate with margins.
Scherer’s (1980) theory is that concentration impacts negatively on
margins (scale economies have no impact). Rhoades and Cleaver (1967)
presented a strong evidence that concentration correlates with margin,
especially in four firm markets.

Entry barriers as components of market power

Another variable is the height of the entry barriers, which consequently
impacts the concentration index. Rumelt separates tangible and
intangible entry barriers, demonstrating that tangible entry barriers
have lower results. Tangible entry barriers are used by Densetz (1982):
“Absolute or relative firm size” as entry barrier, related to efficiency
and innovation. Sheperd (1972), Gale (1972), and Bothwell use “Market
Share.”

The financial situation of competitors also impacts entry barriers.
Stigler (1968), Fisher (1989), and Hall (1967) use “risk differentials” to
incorporate three risks: return volatility, financial leverage, and non-
diversifiable risk. Bothwell uses “Leverage,” “Profit Variability,” and
“Non-diversifiable risk: BETA” Higher risks generate higher returns.

Economies of scale are another important entry barrier. Bain uses
the formula of “Capital-output” = book value of assets/sales. Bothwell
uses “Scale Economies “ and “Absolute Capital requirement” (assets/
sales). Holterman (1973) postulates that the “Entry barrier” = size of
the plant; the height of entry barriers depends on the plant’s size and
advertising.

Intangible entry barriers are used by Bain, such as “Producer-
Consumer goods” as a dummy variable to incorporate differentiation.
Bothwell and Holterman use “advertising intensity” with ad expenses.
Comanor and Schmalensee (1975) use ad expenses as a proxy of “product
differentiation.” Schmanlensee developed a sophisticated model
that explains the relationship between advertising and monopolies
(advertising may invite new entrants to enjoy friendly customers).

The impact of entry barriers on margins is a matter of dispute.
For Bothwell, market share correlates with margin where firm size
is a barrier to entry. Schmalensee, however, arrived to the opposite
conclusion: market share barely impacts profits. Bothwell concluded
that advertising correlates with margin. Bain disagrees and believes
advertising and margin correlate because high differentiation increases
high monopoly, consequently high ad expenses are justified, which
drives high margins.



45

Growth is another element that seems to correlate with entry barriers
and margins according to Rhoades and Cleaver (1967). Bothwell
demonstrates that Bain was wrong: Risk Premium does not correlate
with margin. For Bothwell companies do not collude; the entry barriers
of firm size and risk premium do not impact margins.

The impact of knowledge as an entry barrier is also a matter of
debate. For Rumelt, knowledge always makes sense: diversification is
based on economies of scope, idiosyncratic investments, and uncertain
inimitability. Companies between 1949 and 1974 that diversified grew
from 30% to 63%; this growth mostly occurred when they remained
in related business (K matters). Demsetz shows that efficiency and
innovativeness are both linked to knowledge and impact on profits.

In summary, existing literature identifies several components of
market power, such as concentration, firm size, advertising, knowledge,
growth, and others. However, there is not an index of market power
as such.

Our approach

Using industrial economics concepts of concentration factors and entry
barriers, we defined an index of market power that varies from 1 to
10.

This author assumes that what the existing literature describes are
not right or wrong approaches, but are mostly different parts of the
same continuum. It is unimportant whether the IO or the RVF are right
or wrong, but instead it is better to view them as different responses to
different competitive situations.

e Perfect Competition. The lowest level of market power represents
a perfect competitive environment, in which it is relatively easy
to enter because of the low level of entry barriers and low level
of concentration, and consequently there are a large number of
competitors. This author’s research shows that the level of EVA of
firms in this situation is normally below —2%.

® Monopolistic competition. The next level of higher market power is
represented by an imperfect competition type of environment where
similar considerations apply; it is also easy for new companies to
enter, and strategic actions can be imitated. However, firms can create
some weak short term monopoly power by implementing strategic
actions that are ultimately imitated by the competition, This author’s
research shows that the EVA of firms in monopolistic competition is
normally close to 0%, plus or minus 2 or 3%.

In both cases the number of firms is large, the degree of differentiation
is negligible in perfect competition, and low in the monopolistic
competition. The key is that the firms perform in a relatively similar
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way. According to the RVF, companies do not have unique resources.
Although in a monopolistic competition situation firms have some
degree of differentiation, such differentiation does not last long because
it is based on actions that can be imitated by the competition. A time
horizon exists when everybody within the industry implements the
same actions.

To analyze the competitive structure and define our index of market
power (MP), this author resorted to Porter’s as well as IO determinants
(the RVF is absent from this discussion).

e Oligopoly. The next level of higher market power is an oligopolistic
competitive environment. The ability of the existing competitors to
behave in a collusive way precludes new entrants from entering the
business for fear of retaliation from the incumbents. This research
shows that normal EVA levels in this segment are between 3 to 10%.
Both 10 (collusion) and the RVF (relationship with competitors and
the ability to learn and harmonize with them are considered key
resources) factors were used to determine the index of market power
The literature is extensive in this area, so only Chamberlin (1929,
1933) will be sourced as its main origin, as well as Rotemberg and
Saloner (1986) and Tirole (1998).

* Monopoly. The highest level of market power is described as a
perfectly monopolistic market where EVA is especially high and
sustained (above 10%). The criteria of the Stackelberg-Spence-Dixit
model is followed as presented by Tirole (1998). The 10 view of “high
entry barriers” is presented by Stackelberg-Spence-Dixit through
the concept of “capital”, and overlaps with the concept of “unique
resources” of the RVE

Assessment of market power

The following presents the factors that were used to assess the level of
market power of the 168 sample firms. The criteria that were used on
our correlation defining of the scope of each variable were not included
in this paper because the criteria are extremely extensive.

® [O factors that indicate a perfect or monopolistic competitive market

(Michael Porter):

e Larger number of competitors reduce MP (Bain)

¢ Existence of fixed costs (e.g., new investments, brand, advertising,
promotions) increase the level of competition

e Horizontal differentiation (e.g., geographical differentiation, tastes,
ages, fashions, socioeconomic differences) increase the client’s
transportation costs and builds MP



47

Multiple options and availability of products that reduce the
transportation cost and foster perfect competition

Vertical differentiation (e.g., quality, durability, reliability as sources
of MP creation)

Strategic impact (i.e., certain products or business that are critical
for companies” future cash flow and are bound to be defended,
even losing money in the short range)

Exit barriers (i.e., the cost of exiting a business is assessed in
companies’ strategic decisions, accepting a low price as a better
alternative than leaving the business)

Existence of substitutes that reduce the market power according
to Lemer

Factors related to clients that reduce the market power: companies
concentrate their sales on a single powerful client, or a single
client buys the bulk of companies’ turnover; purchases represent
a significant fraction of a client’s costs; products are standard or
undifferentiated; clients can switch suppliers at very low cost;
clients earn low profits; clients pose high backward-integration
risks; products are not important for the client’s product quality;
clients have comprehensive information, demand, market prices,
costs, etc.

e JO and RVF factors that indicate a collusive market:

Market maturity increases the ability to collude and increases
MP

Market atomization reduces MP, as small competitors do not
collude because they can have a high gain in sales by decreasing
prices, with low risk to which bigger competitors react

Lack of information about competitor moves and infrequent
interaction complicates collusion and reduces MP

Fluctuating demand, especially high levels of sales growth, makes
collusion unlikely as the benefits of potential colluders to cheat is
high, therefore reducing MP

Different financial situation of players complicates collusion and
reduces MP; troubled competitors do not collude, since they have
high financial costs and risk of bankruptcy; consequently they
prefer short term gains and are willing to cheat on the collusion
Different cost structure of players reduces the ability to collude
and reduce MP; low cost structure competitors prefer competition
by reducing prices, gaining extra economies of scales, and
eliminating competitors.

e JO and RVF factors that indicate a fully monopolistic market:

Experience, technology, and high innovation ability as key
resources that raise entry barriers and deter potential entrants
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e Strong customer relations as a key resource, so as not to leave
any remainder demand to future newcomers by promotions,
consumption cards, mileage, long term agreements, cross selling,
combos, CRM, etc.

* Businesses that require scale economies as key resources, as new
entrants may not be willing to lose money until they reach a
certain economy of scale and prefer to stay out of the business

e Channels control as a key resource (i.e., exclusive franchising
network) that complicates new entrants

* A strong horizontal differentiation can become a key resource, as
it can increase client transportation costs, switching costs, thereby
demanding more effort from the potential entrant

* Low cost structure as a key resource that deters potential
entrants

e Government policies such as regulations to defend a monopoly or
a patent can inhibit new entrants.

Variable 4. Knowledge. The Intellectual Capital contribution

When this author began working on this paper almost 10 years ago,
some evidence was found that indicated knowledge was responsible
for the success of the firms, both in their ability to grow and to create
market power. However, the evidence was confusing: some knowledge
businesses were successful while some others were not. For example,
companies of the new economy such as dot com or portals had high
levels of knowledge but did not create stock value.

Is a driver of success being a knowledge company? Or is the success
based on being a knowledge organization? Or does success come when
a company produces knowledge products (e.g., software)?

A valid definition of knowledge as a driver of success requires a
“systemic” view. The ability of a firm to develop knowledge is part of
a whole system:

1. It requires knowledge inputs from the internal and external
environments,

2. it requires the organizational ability to transform knowledge into
something that the stakeholders value (customers, employees,
shareholders, lenders, government, etc.), and

3. it can produce a final output that does not require a new cost each
time it is produced (the law of increasing returns of intellectual
capital).

This “systemic” definition of knowledge as a factor is described in
figure 2.
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Figure 2. A Systemic Definition of Knowledge

The value of this approach is forcing the RVF to be “systemic,”
incorporating the environment and final output as parts of the system.
This thinking is consistent with the “organic” view of the organization,
as described initially by Morgan (1943) and finally accepted by most
of modern organization academics: not only do organizations belong
to a system, but they also need to have the ability to adapt to that
system in order to survive. This approach is consistent with most of
the existing literature on the RVE. Some authors do not mention that
firm success is the result of the connection between the firm and its
environment, and they just focus on the resources themselves. Amit
and Schoemaker (1993) focus on financial or physical assets, human
capital, incorporating the capabilities required to deploy resources:
information based, tangible or intangible processes, patents, licenses.
Barney (1987, 1994, 1991, 1997) focuses on the “VRIO” resources (value,
rare, inimitable, non-substitutable, organization oriented). Eisenhardt
and Martin (1996) state that dynamic capabilities can be a source of
competitive advantage. Fiol, Eisenhardt, and Martin (1996) state that
resources can be imitated easily so employees must innovate all the
time to keep rent high. Makadok (2001) states that, firms alternatively
create their resource base either by resource picking or capacity building.
Nelson and Winter (1982) state that success is based on the employee’s
behavior in terms of routines to make decisions and to implement them
Penrose states that success depends on the ability of the managers to
select the right resources, the resources selected, and the way such
resources are configurated. Spender (1996) states that success requires
dynamic capabilities. Wernerfelt (1984) states that within one industry
firms have different performance and results because of their tangible
assets, intangible assets, and capabilities.

On the other side, several authors defend the systemic-organic view
that is incorporated in this research. Block and Boal (1994) state that
networks and relationships are resources required to interact with the
system. Chakravarty (1986) states that success is measured by the ability
to satisfy stakeholders and the ability to have a positive evolution and
transformation. Fahy (1999) stated that resources must be environment-
oriented, the organization must meet customer needs, and the firm'’s
key resources must be based on the market. Farjoun (2002) bases his
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proposal on Mintzberg’s organic view of strategy as emerging from
the organization. Hamel and Prahalad’s (1996) core competencies are
strongly systemic-organic. Kogut (1992) states that different types of
network are required for different industries: biotech, auto, software,
microprocessors, labs, financial institutions. Peteraf (1993) states that
competitive advantage is based on resources, heterogeneity produces
monopolistic rents, ex-post limits to competition sustain rents, exante
limits to competition maintain low costs, and imperfect mobility
sustains resources within the firm. Schumpeter (1942) states that
creative destruction is a natural process of the economic environment.
Coase (1937), Conner (1991) and Williamson (1975, 1985) (Transaction
Costs Economics) all shared the theory that assets are not imitated by
competitors for the cost it generates, but sharing assets (integration,
alliances) can create potential free-riding and, consequently, extra
costs.

These authors do not refer specifically to knowledge but just
mention “resources” in general. This research is focused on the central
role of knowledge as a critical resource. Marr et al. (2003) consider
that knowledge is required to create a strategy, implement it, motivate
employees, and communicate with the stakeholder. Spender (1996)
expands on the types of knowledge and how they impact on the firm'’s
resources. Teece and Pisano (1997) state that dynamic capabilities are
the basis for firm learning. Rumelt identifies several reasons for success:
producer learning, isolating mechanisms, property rights, imperfect
information, buyer switching costs, buyer search costs, reputation, and
causal ambiguity. Miller (1996) believes that based on the predictability
or uncertainty of the environment in some cases it is better to employ
transactional resources or knowledge based, stressing that physical
assets do not adapt easily to changing environments.

However investments in knowledge are subject to uncertainty.
Mahoney (1995) talks of the capacity to learn as a key resource. Garvin’s
research is strongly knowledge oriented: intelligence and experience are
mechanisms to collect explicit, implicit and tacit knowledge from the
environment, and experimentation to create new knowledge. Nahapiet
and Goshal (1998) incorporate social capital as a key resource; it is
required to develop intellectual capital: culture, trust, norms, social
networks, and communication channels. Dyer and Nobeoke (2000) state
that knowledge-sharing is key, what requires that organizations need
to develop network identity, routines, supplier associations, consulting
teams, voluntary learning teams, inter-firm employee transfers, rules for
knowledge protection. Cohen and Levinthal (1990) state, that absorptive
capacities are critical to learn and innovate. Dierickx and Cool (1989)
state that it is the stock of knowledge that accumulates through steady
investment that drives success. Grant (1996) focuses on knowledge as
a key resource because it allows creation of a common language and
culture.
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This leads us to the centrality of knowledge as a key resource,
strongly linked to the firm’s success.

The reader may still wonder why the third aspect, the knowledge
content of the final product, is introduced now. The reason is explained
by Edvinsson (1998). Products based on physical capital follow the law
of decreasing returns where each new unit produced requires a new
expense each time it is produced, and its revenues become smaller and
more marginal. Products based on intellectual capital instead follow the
law of increasing returns where each new unit produced requires a
smaller and more negligible expense.

Finally, how can knowledge be measured?

Literature on this topic is still relatively young. Several authors have
elaborated proposals on how to measure Intellectual Capital (IC) which
is a more ample definition of knowledge. According to Edvinsson
and Malone (1997), Roos (1997), Bontis (1998, 1999), Canibano (2000),
Sullivan (2000), McPherson (2001), Mouritsen (2001), and Andriessen
(2001) the value of the company is the result of its book value (equal
to the physical capital) plus the market value added (equal to the IC).
The value of the IC depends upon the value of the customer, human,
structural and organizational capital, basing their accounting on
intangible factors. Joia (2000) summarizes their view in the following
equation:

INTELLECTUAL CAPITAL = HUMAN CAPITAL + INNOVATION
CAPITAL + PROCESS CAPITAL + RELATIONSHIP CAPITAL

Their insights are incorporated into this definition of knowledge
underneath; however it is impossible for the research to be based in
such a sophisticated system, especially because the information they
use is normally kept secret by the firms.

This approach
This author has created a variable called knowledge (K) that varies
from 1 to 10, and is linked to 4 independent variables:

e I (Intelligence and experience) arises from the relationship between
the firm’s value chain and the “external and internal environment”
section of the figure 2. This author follows Garvin’s approach
(2000). Intelligence is defined as a mechanism used by firms to
find pre-existing information. Experience is a mechanism to create
information, based on existing facts or realities. A service company,
such as McDonald’s or Publix, has direct access to its customers
and is receiving information from them directly; the information can
also be created by way of observing the customers’ actions. Other
companies such as Amazon.com are receiving online information
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about what the customers buy or even browse. In such cases “I” will
be high. On the other extreme, US steel very seldom receives any
feedback from their final consumers or has any real-time information
about the customers and consequently “1” will be low. The following
scope for this variable is defined thusly: the lowest level means
that the company has an extremely limited access to clients, and
consequently the information and experience it can gather to develop
knowledge is very poor. The highest level means that the company
has a perfect access to clients, and consequently the information and
experience it can gather to generate knowledge is excellent.

E (Experimentation). According to Garvin, if the information does
not exist, and the underlying facts or realities do not exist either,
the firm has to create the knowledge from scratch. It is linked to
the “internal environment” section of the figure 2. Some companies
such as Hewlett Packard invest heavily in research and development
in order to create their own knowledge. Experimentation is typical
in laboratories, technological firms, software companies, consulting
companies, biotech, etc. Others such as 3M or Rubbermaid rely
on a culture of innovation so that the whole organization creates
knowledge. Some others such as Johnson and Johnson prefer to
outsource innovation, that is, to work with third parties such as
universities, laboratories, and consultants that develop the knowledge
for them.

Experimentation then is the ability of the company to invest in the
creation of knowledge, against investing in physical assets, in order
to create value to the clients. The following scope for this variable is
defined thusly: at the lowest level the company does not innovate at
all. At the highest level the company has a very wide R&D budget
and the business is a high tech, biotech, or consulting firm.

P (Process) arises for the amount of knowledge against physical
assets found in the value chain. It is linked to the “Ability to know
the stakeholders and to create knowledge to satisfy them to create
values for them” described in the figure 2. A high level of physical
assets (property, plant and equipment), inventories, or financial assets
(cash, credits to customers) indicate a relative low P (i.e., a relative
low level of knowledge on the processes). Typically firms with low
P are steel manufacturers, banks, oil companies, stores whenever
they hold title of the inventories, etc. Firms with high knowledge
process are consulting firms, laboratories, software companies, etc.
The following scope for this variable is defined thusly: the lowest
level means that the company has very heavy physical assets,
large inventories, or large credits to clients (steel, banks, etc), The
highest level means that the company has very low physical assets,
inventories, or credits to clients (e.g., consulting firms). This variable
is the closest to the organizational knowledge proposed by the RVF.
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e F (Final product or service) arises from the amount of knowledge
against physical assets that is incorporated in the final product.
It is linked to the law of increasing returns of Intellectual Capital
as described above. The following scope for this variable is
defined thusly: at the lowest level the final product or service is a
commodity, a physical asset product with no knowledge, no brand,
no differentiation, and no value added. At the highest level the final
product or service is a knowledge product, such as a software or drug.
In this view, a firm with a strong brand or a strong differentiation,
such as Coca-Cola, indicates a company that is able to know the
client’s needs and is able to incorporate such knowledge in the
final product. This responds to the definition of Intellectual Capital
according to Edvinsson: Coca Cola has a high profitability based
on the Intellectual Capital contained in the final product, in terms
of knowledge and relationships, that can be sold again and again
without any new expense.

The K is equally composed of these 4 variables:

K=25%1+25% E + 25% P + 25% F
The reason for the equal weight is arbitrary. In a chart described below
the research shows that these 4 variables have a strong correlation in
most of the cases.
HYPOTHESES
Literature and empirical evidence lead to the following five testable
hypotheses:
Hypothesis 1. EVA and growth are uncorrelated
Since EVA and growth are the two axes of the diagram that will be
used, they need to be independent variables. The theory does not
provide any reason against such a hypothesis.
Hypothesis 2. Growth and knowledge are positively correlated
Theory predicts such correlation. The development of knowledge is a
pre-requisite for growth through innovation (new products, services and

clients), diversification, international expansion, mergers, acquisitions,
and alliances.
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To become innovative and to diversify, companies need to resort to
three knowledge creating mechanisms:

1. Information from markets and technologies.

2. Experience generated by the interaction with clients, competition,
and suppliers.

3. Experimentation through research and development to create new
products, services, and technologies or to improve technologies

International strategy is a recognized road to learn: new markets, new
products, new client needs, and new values. Transnational companies
strive to transform themselves into powerful and unbeatable learning
organizations. The knowledge they create is a powerful raw material
to facilitate growth and innovation.

Mergers, acquisitions, and alliances are also recognized as learning
mechanisms. When companies form these sorts of corporate
relationships, they can learn from their partner how to get into new
markets and how to develop new products or technologies.

Hypothesis 3. EVA and knowledge are uncorrelated

The theory predicts such lack of correlation.

On one side, monopoly power and knowledge seem to correlate:

companies need high market power in to have high prices and,
consequently, high profitability. Knowledge is an important avenue for
obtaining market power for three reasons:

First, companies create monopoly power by getting to know their
stakeholders and their needs in order to be able to satisfy (e.g., Coca
Cola).

Second, companies create monopoly power by producing knowledge-
based products, services, or processes that are unique and difficult to
replicate (e.g., Microsoft)

Third, firms can create monopoly power by outperforming their
competitors, which requires the development of competitive
knowledge (e.g., Toyota).

However, there are two phenomena that work in the opposite
direction.

1.

When some businesses have a low level of monopoly power, high
levels of knowledge may not produce any effect on sales and the
effort to produce knowledge can be detrimental.
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This is also the case of e-businesses, which have very low
switching costs and high difficulty in differentiation; consequently,
investments in knowledge do not increase monopoly power. In the e-
world clients’ transportation costs are negligible as the geographical
dimension disappears; the possibility to create both vertical and
horizontal differentiation is negligible as any strategic action can be
easily imitated by the competitors.

It is also the case of business in hypercompetitive environments
(e.g., commodities, airlines, agribusiness, and electronics) in which
the low profitability, produced by the low market power, makes
investments in knowledge risky and frequently unprofitable.

2. In many cases a high level of knowledge creates a perfect competition
environment. Perfect competition reduces the level of market power
and EVA; consequently, knowledge and EVA move in opposite
directions (e.g., e-business, long distance telephony).

Hypothesis 4. Market power and EVA are positively correlated

As described in the previous Literature Review, this result was predicted
by Microeconomics and 10.

The question is: what is the slope of the curves?

When a company has a low level of market power, based in this
hypothesis the profitability should be low. The efforts to create
knowledge may be negative as they require an investment effort that
may not be recovered because of the low market power. The investment
increases the operating capital which in turn reduces the EVA. The
existence of higher fixed expenses that is typical in business with low
intellectual capital (this is part of hypothesis 5) makes the competition
even more intense.

The company becomes profitable when market power increases, and
in that situation the investment efforts make sense and help create value.
As described by Schumpeter, higher investments make incumbents
even more monopolistic. Successful innovations make companies
monopolistic for a while, until the innovations are reproduced by the
competition.

Consequently, this allows us to predict that:

1. For a low level of market power, growth and EVA correlate
negatively

2. For a high level of market power, growth and EVA correlate
positively
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Hypothesis 5. EVA and growth correlate negatively for different
levels of knowledge

The reason why EVA and growth negatively correlate for a certain
level of knowledge can be explained by referencing Porter’s (1985)
Competitive Advantage book. In this book Porter describes a graph
based on two axes: perceived value and price. In a stable competitive
market, there is a linear correlation between both variables: when
companies can deliver a high perceived value for their clients, they
will be able to charge proportionally higher prices. This way most of
the competitors’ perceive-value vs.-price points will stay on a line.
Monopolistic companies, with high levels of resources, may decide to
reduce their prices; by using this way their market power will grow fast
at the expense of the competition, thereby sacrificing higher returns.
In such cases growth is antagonistic with higher margins, specifically
higher EVAs. A second strategy would be to keep the same prices
but to invest heavily on resources, provide higher levels of perceived
value for the customers, and grow faster than the competition, taking
customers out of the competition. The higher investment on resources
will reduce the EVA.
In both cases growth and EVA move in opposite directions.

DEMONSTRATION OF THE VALIDITY OF THE HYPOTHESES.
STATISTICAL RESULTS

Hypothesis 1. Confirmed. EVA and growth are uncorrelated

The next regression confirms that the two main variables (growth and

EVA) do not correlate; consequently they can be two independent
variables:

EVA Coef. Std. Err. T P>t
Growth -1.41178 1.446306 -0.98 0.33
Market Power 4.219392 0.610284 6.91 0
Internet -19.2154 5.930372 -3.24 0.001
Knowledge -0.5356 0.409957 -1.31 0.193
Constant -15.1728 2.571013 -5.91 0
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Hypothesis 2. Confirmed. Growth and knowledge correlate.

Growth Coef. Std. Err. T P>t
Knowledge 0.102596 0.047247 2.17 0.03
Market Power  —0.06824 0.057883 -1.18 0.2
Constant 0.011694 0.096932 0.12 0.904

The coefficient indicates that each point of knowledge correlates with
almost 10% of growth.

However, in the sample there are a group of Internet related firms
that have an extremely high level of growth and this may distort the
results. In order to separate the impact of the internet related firms
from the sample, the chart was re-assessed:

Growth Coef. Std. Err. t P>t [95% Conf. Interval]

Knowledge 0.043825 0.028969 1.51 0.132 -0.01339 0.101037
Market Power 0.004809 0.034815 0.14 0.89 -0.06395 0.073565
Internet 1.363185 0.520376 2.62 0.01 0.335494 2.390876
Constant -0.03475 0.088616 -0.39 0.695 -0.20976 0.140254

It seems that the correlation between growth and knowledge is not so
strong. The reason for the high correlation in the previous regression is
based on the fact that Internet firms have an important impact on this
correlation.

However weak, this author believes that these results make sense.
Each point of knowledge contributes to 4% of the growth, and taking
an interval of confidence of 95% the impacts vary between -1% to
10%. This conclusion is reasonable, as growth is normally not easily
sustained during long periods, and this sample spans three years. In
other words: as predicted by Schumpeter, growth may be chaotic, very
risky, and highly unpredictable. As Garvin explains in his model (that
was presented above), experimentation is a privileged way to develop
new knowledge, and such new knowledge is the backbone of innovation
and growth. According to him there is a “trial and error,” an intrinsic
need to commit mistakes, to prove and expect failure or success. When
the researcher moves into new frontiers of knowledge, the only way
to know the results is by trial and error. This is especially valid for
innovation in every aspect of business. 10 has developed sophisticated
models that confirm the high risks that innovation encompasses,
especially when market power is low. Consequently, it is predictable to
have a high dispersion in the results of this hypothesis, especially for
low levels of market power.
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Hypothesis 3. Confirmed. EVA and knowledge are uncorrelated

EVA Coef. Std. Err. T P>t
Knowledge -0.5356 0.409957 -1.31 0.193
Market Power 4.219392 0.610284 6.91 0
Growth -1.41178 1.446306 -0.98 0.33
Internet -19.2154 5.930372 -3.24 0.001
Constant -15.1728 2.571013 -5.9 0

The reason for this is clearly explained by the theory, as presented
above.

Hypothesis 4. Confirmed. EVA and market power correlate

EVA Coef. Std. Err. T P>t
Market Power 3.841747 0.574071 6.69 0
Growth -1.62472 1.47699 -1.1 0.273
Internet -20.1503 5.92659 -34 0.001
Coantant -16.305 2.385421 -6.84 0

Grovrth

A

A<0 EVA>0

Market Power

Figure 3. The GEM Chart (Growth, EVA, Market Power)
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This conclusion is very powerful for Strategic Management. As
discussed above, this conclusion is predicted by the theory. Companies
with high market power can charge higher prices and consequently
enjoy higher margins and higher EVAs.

Based on these conclusions and the slope of these curves, as explained
above, figure 3 was developed:

The next module will show the important applications of this
figure.

Hypothesis 5. Confirmed. EVA and growth correlate negatively for
different levels of knowledge

# of
EVA Coef. Std. Err. t P>t observat.

Growth 3 > k > 2 1.757786  11.02613 0.16 0.879 9
Growth 4 >k >3  -6.13278 3.430735 -1.79 0.082 39
Growth 5 > k >4  -3.37443 3.099585 -1.09 0.281 55
Growth 6 >k >5  —4.57391 5.343947 -0.86 0.399 31
Growth 7 >k > 6  -7.84722 1.962957 4 0 33
Growth 8 >k >7  -0.66239 3.182608 -0.21 0.837 32
Growth (9 > k > 8) —14.1536 5.729215 -2.47 0.069 7

For almost all levels of knowledge the coefficient is negative. This
negative correlation was predicted above.

Based on this, figure 5 was developed. However, the shape of the
curve cannot be predicted. Although the concept of knowledge for the
difficulty in measuring resources is used in the model, in reality the
real boosters of growth and market power are the resources.

IV. APPLICATIONS OF THE MODEL

The purpose of this part is to show some examples of the integrating
power of the following two graphs that were introduced in hypotheses
four and five. While reading this module the reader can visualize
students, business and financial analysts, managers, bankers, investors,
and other professionals developing their own strategies or criticizing
the strategies proposed by others. The author has implemented this
model in Strategic Management classes at both MBA and undergraduate
levels, and 3,000 companies were analyzed.
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I. The growth-EVA graph, for different levels of market power

During classes the students must place the companies in the chart
using two different mechanisms:

1. Financial information (EVA and growth), and
2. Assessment of the level of Market Power and Knowledge.

As predicted by this research, in the vast majority of the cases the two
mechanisms lead to the same position in the chart. Then the students
must propose their own strategies. The results are amazing, as students
get to understand very sophisticated strategic management concepts
and implement them very easily.

Students can visualize that different firms have different financial
performance. For companies on the right of the chart (e.g., Microsoft,
Intel, and Coca Cola) the benefits of creating knowledge and the cost
of generating knowledge in combination with the high level of market
power allow the companies to transform knowledge into higher prices
and higher profits.

However, for companies on the left of the chart (e.g., Kaiser
Aluminum, Texas Instruments, and Infoseek) the cost of creating
knowledge may not produce an economic benefit due to the high level
of competition and its consequent low prices. In addition, the increase
of knowledge can generate more perfect information which translates
into a more perfect and transparent market. As a result of a more
perfect and transparent market, prices fall. Companies that operate
in environments with low market power (typically, commodities and
many e-businesses) have negative EVA.

A second application of the chart is related to competitive and
marketing strategies, as they are strongly connected to the position of
the firms on the chart.

At the left of the chart (market power below three) competition
becomes perfect; typical strategic actions include: cost efficiency, lean
manufacturing, economies of scale, reduction of competition by way of
consolidations, imperfect information, and low level channel.

In the middle of the chart (market power around five) the strategy
becomes monopolistic competition; typical strategic actions include:
differentiation and positioning, innovation, strong branding and
packaging, non-linear pricing, pull strategies, advertising and personal
selling, customer relationship management, high level logistics, and
supply chain management.

At the center-right (market power between six and seven) competitors
behave in a oligopolistic way; the typical strategy is collusion, limit
supply, and consolidation.
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Finally, for firms with very high market power (between eight and
ten) the key to success is based on resources such as: experience,
technology, innovation, capital, strong relationship with clients, scale
economies that enable predatory price discrimination, and government
policy.

This integrates IO views (perfect and monopolistic competition,
where recommendations are mostly actions), and RVF views (oligopoly
and monopoly, where recommendations are based on resources). 10
and the RVF become partners to understand marketing strategies.

At this point the reader may realize that the chart allows him or
her to forecast the level of EVA that each strategy can create: perfect
competition leads to negative EVAs, monopolistic competition leads to
EVAs close to zero, oligopolistic competition leads to EVAs between 3
to 8%, and monopolies lead to EVAs above that level. This is probably
one of the most extraordinary conclusions of this chart: different
strategic actions or resources produce different levels of EVA.

This chart has a tremendous power in the financial investment
field because it links the stock value creation dimension with strategic
management. Investors, bankers, financial analysts, and many others
can easily define if one investment is adequate or not, based on the dual
analysis of investment attractiveness (based on future EVA and growth)
versus investment risks (in terms of volatility of the MVA and levels of
market power). As already mentioned, it also separates the view of the
long term investor who will look for a stable positive EVA, versus the
view of the speculator who will rely on the growth dimension.

Operation strategies are also strongly connected to the chart, as
different competitive and marketing strategies require different operations
support. For example, at the left of the chart, low cost strategies require
operations and information technology connected to cost efficiency and
lean manufacturing. At the center and right of the chart, the competitive
and marketing strategies require the development of unique resources
to have a sustainable success. For example, differentiation, branding,
promotion and customer relationship strategies require operations
support on fields such as: total quality management (TQM), enterprise
resource planning (ERP), customer relationship management (CRM),
supply chain management (SCM), data mining, data warehousing. Non-
linear pricing requires large information technology (IT) infrastructure.
Sophisticated channels require large SCM and IT. Growth and innovation
require project management (CAD, CAM, CIM).

Many models of the '70s (e.g., the BCG matrix, GE/McKinsey matrix,
Ansoff, Miles and Snow, and many others) are particular cases of the
chart. This chart enriches such matrices even further because it allows
the recommendations of the previous charts to be linked to the EVA
and growth perspectives. The business, marketing, organizational, and
strategic planning dimensions that are contingent to the position of the
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firms in the GEMK chart leads to more advanced thinking than these
models.

II. The GEK chart. The growth-EVA graph for different levels of
knowledge

This chart also has a tremendous conceptual power in several areas of
strategic management, simplifying and integrating concepts.

It helps to integrate corporate strategy; according to the type of
industry, it is simple to predict its stock value creation performance.

At the bottom-left of the chart, industries are characterized by
resources based on physical capital. This is typical in commodity
industries, such as agribusiness, natural resources and metals, and
chemicals, with a negative EVA. Other industries have EVAs that vary
between zero and negative two, such as: autos, electronics, infrastructure,
utilities, telecommunications, transportation, airlines, construction, and
commercial banking.

At the top-left of the chart, industries are characterized by high
growth and negative EVA. Typical industries include e-business,
internet, cellular telecommunication, and electronics. These industries
have high levels of resources, especially high intellectual capital (e.g.,
knowledge, skills, competencies, and relationships) that foster their
growth. However, competition is perfect for different reasons.

At the right if the chart, industries have good levels of EVA based on
their unique resources and the law of increasing returns of intellectual
capital. Typical industries include branded consumer, knowledge
(biotech, software, consulting, financial services), and firms with high
market power.

High Intellectual Capital businesses (remember: Intellectual Capital
= Market Value of Stock — Book Value) are better prepared to develop
market power and growth. Businesses with high levels of Physical
Capital tend to become commodities with poor stock value performance.
It is easy to predict who will invest in stocks of the new economy
firms: speculators interested in their growth.

Another interesting application of this chart is related to the link
between the strategy and the internal organization of the firm.

Organizational strategies are contingent on where the firm is
located in the chart. Firms placed at the bottom-left of the chart
require mechanistic vertical organizations. Firms placed at the top
or right of the chart require organic structures, such as matrix and
process, or horizontal organizations designed for learning. These
organic organizations require flexible organizations, shared tasks,
empowerment, relaxed hierarchy, few rules, horizontal communication,
many teams, decentralized structures and decision making, R&D, and
cultural innovation.
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Finally the strategic planning process is also contingent to where the
firm is located in the chart. Frederick Taylor’s recommendations that the
strategy must be created at the top make sense in vertical organizations,
at the bottom-left of the chart. Mintzberg’s idea that the strategy must
emerge from the organization, where everyone contributes with his or
her own knowledge and experience, makes sense in knowledge firms
placed at the top or right of the chart.

V. CONCLUSIONS. SIGNIFICANCE OF RESEARCH AND
CONTRIBUTIONS TO KNOWLEDGE

The model developed in this paper is extremely beneficial to the
business and academic worlds. It bridges the different business strategy
related disciplines, creating a common language, fostering consistency
among them, and promoting creativity and entrepreneurship.

It promotes critical thinking: not all decisions are reasonable or have
the same impact in terms of stock value creation. It helps students
integrate the different disciplines they have studied and promotes
and stimulates their thinking as CEOs, entrepreneurs, board members,
investors, and bankers. Instead of dealing with a mosaic of theories
that have opposing views, this model has tremendous simplicity and
integrating power.

It facilitates communication in companies and also facilitates
planning, integrating, and developing a learning organization. It
integrates the organization from the shareholders’ need to create stock
value to the different business and functional managers. Financial
and business managers can learn complex concepts quickly, allowing
them to develop appropriate strategies. The model facilitates good
management practices: strategic analysis, planning, control, organizing,
and communicating.

This research is constructive for economic and political sciences
to understand countries that want to help their companies create
knowledge (e.g., research, new products, new technology) grow, create
brands (e.g., identify the clientele, their needs, and the method to fulfill
those needs), create market power (e.g., learning from the competition
and outperforming the same), and create alliances (for growth and
reinforcement of market power). This research is advantageous
in understanding why some countries grow and receive foreign
investments while others do not.

Finally, it is very important to understand the ethical impact of
managerial decisions: the connection between the stock exchange
investors and the corporate managers and impact of their decisions on
the community.
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In the same way that Industrial Economics produced a revolution in
business strategy thinking, the introduction of financial modeling into
business strategy provides analytical tools and critical thinking. Not
all strategies are acceptable; they must be consistent with the model.
Furthermore, such systematization is aligned with the most important
goal of a firm: its ability to create stock value.

The model reframes most current business strategy thinking under a
single model, enriching existing thinking and fostering consistency.

Strengths and limitations

This paper has two strengths: its literature review is very rich and its
results have been tested during 5 years with 3000 companies.

However, since the core of this research is the assessment of
conceptual variables such as knowledge and market power, their
statistical measurement is limited.

It has a methodological limitation: market power should be assessed
for each specific business segment, while the financial data (growth
and EVA) belong to the whole company. For example, Microsoft has
some very successful business segments such as the Operating System
and Microsoft Office business segments, with very high market power.
However, other business segments (e.g., home products) compete with
hundreds of smaller companies and do not generate any loyalty link
with the users. Therefore, the market power in those segments is very
low. The EVA and growth that we use, however, is a result of all the
business segments together.

Other difficulties include:

® Subjective factors (e.g., quality, reliability, perception of client, and
other psychological or sociological factors) are difficult to measure

® Operational performance, productivity, efficiency, economies of scale,
hazard, and luck have important impacts on the EVA and growth,
even though they are not the result of knowledge or market power

e It is not always easy to find comprehensive information about the
companies.

e Companies do not share critical strategic information

® Some other factors that are incorporated in the theory, but cannot
be measured adequately, such as the existence of opportunities
or threats or the impact of other variables (e.g., Vision, Mission,
Objectives, Culture) on EVA. Future work should attempt to measure
and account for such factors.

¢ Financial performance of the company, varying interest rates, different
levels of indebtedness, different levels of betas (business risk), credit
background of the company, factors are also not included in the
present analysis. Their influence should be investigated further.
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