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Introduction
Relevance of this topic

Stock value creation is arguably the primary goal of modern firms. Whether a firm is
publicly or privately held, it needs capital to operate. Consequently, it needs investors
willing to contribute such capital. In return for the inherent risk they assume, investors
demand that the firm creates stock value, generating a risk-adjusted return at least

equivalent to that of other similar investments.

Financial theory has developed several mathematical models to measure and
analyze such stock value creation. They include DCF (Discounted Cash Flow), McKinsey’s
EVA (Economic Value Added), Boston Consulting's CFROI (Cash Flow Return on
Investments), Candlestick, Capital Assets Pricing Models (CAPM), options based models,
etc. However none of these models adequately explains how a firm’s behavior can create
or destroy stock value. Therefore, this dissertation’s main question, which will generate two

sub-questions below, is:
e How can a firm create stock value?

This question is extremely important for financial investors. Financial models can
provide a view of the stock performance and connect it to numerical variables from the
accounting, economics or finance, but they can neither diagnose the reasons for such

performance, nor predict future behavior.

From the financial models listed above the EVA has caught the attention of financial
and business strategist theorists for its ability to connect clearly firms’ accounting with stock
value. Furthermore, Bennet Stewart, both in his seminal work, The Quest for Value, and
through the databases he subsequently created, presented and assessed the main
variables related to the EVA model for thousands of US companies. His analysis shows
that firms in certain industries seem to have similar behavior in terms of stock value

creation.

This triggers the first sub-question of this dissertation:



e What is the connection between stock value creation and the nature of the

business?

This question is central for financial investors, who need the information to manage their
investment portfolios. Neither financial management nor business strategy has produced a
theory able to answer this critical question. Copeland expanded the uses of the EVA model
by introducing the value tree and value drivers. Value drivers allow the separation of the
investment process into two parts. First, the strategist invests in the operations of a
business (invests in “operating capital”). Second, successful firms transform their operating
capital into knowledge and relationships, in order to generate a good return on investment.
Ultimately, high returns are is rewarded by investors, who pay a stock price above the book
value, the differential being designated the Market Value Added (MVA). Although the EVA

model can successfully measure this phenomenon, it cannot explain its causes.

This discussion leads to the key point—what is the connection between company

performance and stock value. Thus, the second sub-question of this dissertation is:
e What types of strategies allow firms to create stock value?

This question is critical both for financial investors and for the management of the firms.
Although there are abundant models in the business strategy literature that recommend
successful strategies, none of them establishes a clear link with the firm’s primary goal of

stock value creation.

Goals and expected results

This dissertation goes beyond the traditional view of EVA as a financial model. Its goal is to
answer the questions stated above. Thus, the analysis in this dissertation requires bridging

the gap between financial strategy and business strategy.

The first goal is related to the first sub-question stated above, and is linked then to

research on:

o The connection between stock value creation (in terms of growth and EVA) and the

nature of the business



For example, it investigates whether electronic or chemical firms generally create stock
value. This analysis should produce the following result:

o a classification and standardization of businesses characteristics, and their
relationship to stock value creation, expressed in terms of the two main components:
growth and EVA

The benefit of this classification for the financial theory and practice is the prediction of the
behavior of different businesses in terms of their ability to create stock value through
growth and EVA. This has an extraordinary value: financial analysts can know what to

expect from their investments well in advance.

The second goal is related to the second sub-question stated above, and requires

research in order to find:

o What types of strategies allow firms to create stock value (in terms of growth and
EVA)

For example, under what conditions do advertising strategies help to foster growth and
EVA? This should materialize in the following results:

o The identification of the strategic drivers of growth and EVA

o The link between business strategy prescriptions and their ability to create stock
value

o The possibility to create a universal model that includes criteria for financial

investment and business strategy thinking that unifies and integrates all existing

business strategy models and prescriptions, in terms of their ability to create stock value

The benefits of such results are significant. In the same way that industrial economics
produced a revolution in the business strategy thinking, the introduction of financial
modeling into business strategy should produce improvement, professionalization and
systematization through the introduction of analytical tools and critical thinking into
business strategy. Finally, and of utmost importance, such systematization is aligned with

the most important goal of a firm—its ability to create stock value.

There remain two additional goals:



o the creation of a series of variables such as “knowledge” and “market power”
These variables are required to conduct the analyses discussed above.
o the development of a thorough Value Based Management framework

What financial literature currently calls Value Based Management is in fact a value based
financial analysis framework. However, it has a shortcoming—it does not provide business
recommendations. This dissertation creates a completely new framework with practical
recommendations on how to develop the strategic thinking of a firm based on the need to

create stock value.

Main hypotheses
o Hypothesis 1. Knowledge and growth correlate

This hypothesis connects the financial variable “growth” with the business strategy variable
‘knowledge” (key internal-environment dimension), bridging the financial and business
strategy worlds. The reason the knowledge and growth are expected to correlate is that all
growth strategies (e.g., innovation, diversification, geographic expansion, increased
customer share, growth through alliances and acquisitions) require knowledge. This
hypothesis addresses the first question stated above, as businesses that have a
“knowledge” nature should be able to grow, generating a positive impact in one of the two
dimensions of the stock value creation. Moreover, it addresses the second question stated
above, because knowledge is recognized by business strategy thinking as being a critical
resource. Although it is desirable that all firms create knowledge, not all firms have growth

opportunities that justify the cost of its creation.
o Hypothesis 2. EVA and knowledge do not correlate

This hypothesis connects the financial variable “EVA” with the business strategy variable
“knowledge”, bridging the financial and business strategy worlds. There is no reason why
these two variables should correlate. As Stewart's database shows, some knowledge

businesses (e.g., consulting, pharmaceutical industry, and software firms) have a positive



EVA, while other knowledge businesses (e.g., electronics, the Internet, and even some
pharmaceutical and software firms) have a negative EVA.

Together, Hypotheses 1 and 2 explain only the growth driver of the stock value creation.

In order to explain the EVA driver Hypothesis 3 is posed:
o Hypothesis 3. Monopoly power and EVA correlate

This hypothesis connects the financial variable “EVA” with the business strategy variable
“‘monopoly power” (a key external-environment dimension), again addressing both financial
and business strategy issues. This correlation is predicted by industrial economics,
because monopoly power allows a firm to charge higher (monopolistic) prices than could
exist with significant competition, yielding a higher EVA. If Hypothesis 3 holds in addition to
the two other Hypotheses, the dissertation can answer both research sub-questions stated
above. In particular, for the first question, knowledge explains why some firms grow and
monopoly power explains why they create EVA. For the second question, business strategy
thinking must address both knowledge related strategies and monopoly power strategies in

order to create stock value.

Methodology

The methodology used in this dissertation includes a case study, a review of diverse
relevant literatures, and an empirical analysis of 168 firms. First the Telefonica case was
presented. Telefonica is a paradigmatic case that represents the situation of many modern
and technological firms (e.g., automotive, communication, airline, electronic, internet,
appliances, utilities). All such industries suffer from the same inability to create stock value
in spite of high levels of investment and modernization. Thus, the role of the Telefonica

case is to confirm, through a real company, the three hypotheses states above.

Second, an analysis of the existing literature was undertaken. Surveyed literature
includes stock value creation (the EVA model, including analyses of performance of EVA
by industry), industrial economics (the relationships between market concentration, entry
barriers and profitability), and knowledge management (resource-based theory of the firm
and intellectual capital, as the basis of competitive advantage and growth).



Third, an empirical analysis is conducted on a group of 168 US public companies.

These firms quote in US stock exchanges, which make information collection reliable and

straightforward. The firms in the database represent all industrial sectors: apparel, retalil,

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, and transportation.

Data come from the following sources:

Financial information: Raw data are drawn from the Stern Stewart database of

1000 US companies, version 2000 (this dissertation was initiated during 2000). This
database contains financial information for 1000 US companies covering the period
1980 - 1998. This database includes the variables used in the EVA equation (EVA,
operating capital, cost of capital, etc). Although it is possible to obtain values from other
sources, such as the financial statements of the companies (e.g., Reuters, Moody’s,
and Standard and Poor’s), it is better to use the single Stern Stewart database for
consistency and uniformity. However, when necessary the Stern Stewart figures were

supplemented with information from other sources.

Business strategy variables: Information related to firms, products, management,

competition, clients and suppliers, regulations, etc., was collected from the following
sources: stock exchanges (NASDAQ, NYSE, others); securities commissions (Edgar
Online prospectuses); specialized financial portals (e.g., ABl/Inform Proquest, Trade
and Industry, Thompson Gale Business and Company Resource Center, Hoover’s
Company Records); financial statements; presentation to investors; products and
services; etc. Especially useful was the “Management Discussion and Analysis” (MDA)
portion of the 10-K filings presented by publicly held firms to the Securities and
Exchange Commission (SEC) of the US. This information is extremely reliable and
typically complete. The MDAs of most firms are reproduced in the Appendix Il of this

dissertation.

The following are the main variables in the database for testing the three hypotheses:



o Stock value creation (EVA). Average EVA between 1996 and 1999.

o Growth (G). Average growth of Operating Capital (Operating Assets minus
Operating Liabilities) between 1996 and 1999.

In order to test the hypotheses it was necessary to create additional variables. These new
variables constitute a contribution to the financial and business strategy literature. Two

critical new variables are:

o Knowledge (K). K is a function of the following 5 variables, which Garvin and
Takeuchi originally defined: intelligence, experience, experimentation, the amount of
knowledge in the value chain and the amount of knowledge embodied in the final

product or service.

o Monopoly power (MP). Using the industrial economics concepts of industry
concentration and entry barriers, a monopoly power index was created and assessed
for the 168 companies by using 38 components linked to perfect competition,
monopolistic competition and collusion, Stackelberg model, substitutes’ impact on price

elasticity and monopoly power, clients monopsony power.

As a methodology, since all the hypotheses involve only two variables simple correlations

were used.

Structure and content of each module
1.1. Telefonica case.

Beginning with a case study is atypical in a dissertation. However, this case study provides
an overview of the central issue of the dissertation. Telefonica is exemplary of many large
firms, such as airlines, electronics, automobile, chemicals, appliances and internet among
others. They are all modern industries, with sophisticated technologies that are important

for their communities, yet seem unable to create value despite high levels of investment.

Telefonica is the second largest company in Argentina, and during the 1990s it
invested US10 billion dollars in an impressive modernization and transformation process.

However its stock value never exceeded 7 billion dollars. Telefonica typifies many of the



168 companies of the sample, where the most modern business strategy prescriptions
were applied, yet the company continued to have poor stock value performance.

Telefonica also represents a typical business in emerging countries. Due to the high
level of country risk and the typical commodity, high physical asset—-low knowledge nature
of emerging economies, it is difficult for their firms to create stock value. This is a serious
problem for such countries because long term stock investors avoid from them. Instead,
speculative investors are attracted by these firms’ rapid growth at high risks, posing the risk

of future speculative attacks that are so typical in emerging countries.

It was also chosen because the author of this dissertation, through his employment
there in top management, had the chance to experiment in Telefonica with most of the

ideas that were further researched on 168 US public companies.
1.2. Literature review.

This module builds on previous knowledge related to EVA, Value Based Management,

intellectual capital, and industrial economics.
1.3. Statistical analysis.

This section explains how the sample of 168 was developed covering every industry, how
the information was collected, how the variables were developed, with a large theoretical
background for each variable as well as examples:

o EVA and growth. It thoroughly explains the EVA model that provides the theoretical
foundation for both variables. It shows its connection with the intellectual capital theory,
which is especially insightful. This provides the background to understand the
investment process, stock value creation or destruction. Several examples are
presented to show the evolution of stock value creation for companies with different

levels of intellectual capital.

o Knowledge. It explains its dimensions as well as existing theory related to

knowledge management. It explains how the variable was created and assessed.



o Market power. It explains the theoretical foundation for this variable, rooted in
industrial economics, and different components of this variable. It explains how they

were assessed.
2. Empirical results.

All hypotheses were confirmed. This module explains also the correlation among the four

variables, and the model that is used throughout this dissertation.
3. Impact of this model.

The model created in the previous module is successfully implemented in financial
investment and business strategy with extraordinary results. This module shows the power
of the EVA model. Most of the existing business strategy literature (strategy as planning,
strategy as typology, strategy as portfolio, strategy as competition, marketing strategies,
human resources strategies, operations and information strategies, and business ethics) is
re-explained, improved and enriched based on the EVA model. Value Based Management,
which is in fact a financial theory, is reformulated and expanded into the realms of business
strategy, describing with very practical tools, how to perform analysis, planning and control
of firms based on the need to create stock value.

Conclusions

The dissertation answered the first sub-question stated above: “What is the connection
between stock value creation and the nature of the business/”. The research proved the
connection between two key dimensions of the businesses (knowledge and monopoly

power) and stock value creation.

It also answered the second sub-question: “What types of strategies allow firms to
create stock value?” by identifying the links between most of the business strategy
prescriptions with growth and EVA. The dissertation analyzed existing strategic thinking,
and re-formulated it in stock value creation terms. The result is a significant increase in

business strategy’s conceptual and practical power.



The dissertation also makes a contribution to knowledge in terms of the
“classification and standardization of businesses characteristics.” In particular, the results
imply that financial analysts can predict the ability of businesses to create stock value by
understanding their potential for growth and EVA. This has an extraordinary value: financial

analysts can know in advance what to expect for their investments well in advance.

It is clear that Telefonica, like many businesses (especially in emerging countries)
faces a significant problem—the conjoint lack of intellectual capital and market power.
Consequently the ability of such firms to create stock value through EVA and grow is small.
This is instructive for the economic and political sciences, explaining why some businesses
and countries create knowledge, grow, and consequently receive foreign investments,

while others do not.

The dissertation has practical implications with direct benefits for firms. The
introduction of financial modeling into business strategy provides analytical tools and critical
thinking to the business strategy. Furthermore such systematization is aligned with the
most important goal of a firm: its ability to create stock value. The development of this
single model that integrates most existing business strategy thinking should help financial
and business managers to learn complex concepts quickly. This will allow them to analyze
their businesses more easily, and develop appropriate strategies, plans and controls. In
addition, the model creates the foundation for a common language that fosters

communication about strategy throughout the company.

Finally, the EVA model implies several ethical conflicts among the different
stakeholders. If all modern business strategy is so strongly linked to the need to create
stock value, increase the monopoly power, and create large amounts of knowledge, then it
is very difficult to have a fair business world. Implementing virtues such as moderation,
prudence, and justice, is in clear conflict with such stock value imperative, and a subject for

future research.



Goals

It is an accepted principle today in strategic finance and business strategy that the main goal of
the firms is to create shareholder value. This goal does not preclude the importance of customers
and human resources, but the latter are subsidiary from the former, they need each other. But it is
accepted that shareholders come first, since they are the origin of a company: without investors a
company does not start to exist.

Stock value creation means that a firm must generate a margin at least equivalent to the margin of
firms with a similar risks. Although there are a lot of financial models that describe the stock value
creation process, there is very little that explains its connection with the business strategies

required to create value.

This dissertation intends to fill that void, by answering three critical concerns of stock investors.

The main question of this dissertation is:
e How can a firm create stock value?

Financial investors have developed countless models to visualize and analyze the stock
performance and connect it to numerical variables from the accounting, economics or finance. But

they can not diagnose the reasons for such performance, neither they can predict future behavior.

The EVA model that we explain thoroughly in a chapter of this dissertation has called the attention
of financial and business strategist theorists because, although it is another financial model that
describes the process of value creation, it has the a ability to thoroughly connect accounting with

stock value creation.

Bennet Stewart, the creator of the EVA model, went a step further of just financial modeling. Both
in his seminal work, The Quest for Value, and through the databases he subsequently created, he
presented and assessed the main variables related to the EVA model for thousands of US
companies. This way we shows the power of the EVA model to visualize business situations from
the perspective of the financial investor. The analysis of such databases shows that firms in
certain industries seem to have similar behavior in terms of stock value creation. This is a first

bridge: the financial view and the business world.

Scanning the different firms of the database in terms of their stock value creation is very insightful

because it shows how different business families create stock value while others do not..



This phenomenon triggers the first sub-question of this dissertation:
e What is the connection between stock value creation and the nature of the business.

This question is central for financial investors, to direct their investments according to each
business. Neither financial management, nor business strategy have produced a theory able to

answer this critical question.
This void led the author to the first goal of this dissertation, that is to research on:

e the connection between different types of businesses and their ability to create stock value

(in terms of growth and EVA)

This should produce the following results:

e a classification and standardization of businesses characteristics, and their relationship to

stock value creation

e specifically, stock value creation expressed in terms of the two main drivers of value

according to the EVA equation: growth and EVA

The benefit of these results for the financial theory and practice are enormous. This allows
financial analysts to predict the behavior of different businesses in terms of their ability to create
stock value. Financial analysts can know in advance what to expect from their investments well in

advance.

Copeland expanded the uses of the EVA model, by penetrating into the accounting ocean.
Through the value tree and value drivers (based on the Dupont formula), it is possible to separate
the investing phenomenon in two parts. In the first one the strategist invests in the operations of a
business (operating capital), and the firm strives to transform such operating capital into
knowledge (to satisfy the client, to develop new products and services, etc.) and relationships
(with the clients, suppliers, community, etc.), which impacts on a good return on investments that
ultimately is rewarded by the stock investors paying a stock price above the book value: the
Market Value Added (MVA). Although the EVA model can successfully measure this

phenomenon, it cannot explain its causes.



The key point is what is the connection between the company performance, how much knowledge
and relationship was able to create, and therefore what is its stock value. And this is the second

sub-question of this dissertation:
e What type of strategies allow firms to create stock value?

This question is critical for financial investors and for the management of the firms. Although there
are abundant models in business strategy that recommend successful strategies, none of them

establish a clear link with the firm’s primary goal of stock value creation. .

Consequently the second goal of this dissertation is related to the above mentioned second sub-

guestion question:

e what is the connection between the different business strategies and their ability to create
stock value (in terms of growth and EVA)

This should materialize in the following results:
e the identification of the strategic drivers of growth and EVA
¢ the link between the business strategy prescriptions and their ability to create stock value

e the possibility to create an universal model and criteria for the financial investment and
business strategy thinking, that may unify and integrate all existing models and

prescriptions

The benefits of such results are enormous. The same way Industrial Economics produced a
revolution in the business strategy thinking, the introduction of financial modeling into business
strategy can produce an improvement, professionalization, systematization, introduction of
analytical tools and critical thinking on the business strategy. Such approach can benefit both the
financial and the business strategy thinking. And of utmost importance, such systematization is
aligned with the most important goal of a firm: its ability to create stock value.

The value of introducing the subject by the Telefonica case is to present an extremely
paradigmatic case. Telefonica represents a typical company of a modern country, in a business
that is at the forefront of the advancement. But Telefonica belongs to a business sector that

cannot create value. As explained in the dissertation, the telecommunications industry has a



negative EVA and limited growth, consequently does not create much stock value. This is
connected to the first goal established above. In addition Telefonica has suffered a tremendous
level of professionalization and implemented a very fine Value Based Management, that was
enough to produce a real impact on the stock value. The author of this dissertation worked in
Telefonica while these ideas were debated, and expanded them through the research in 168 US
companies, that is the basis of this dissertation.

A third goal of h this dissertation is:
e the creation of a series of variables such as “Knowledge” and “market power”

The benefit of such new variables is the introduction of new analytical, as well as communication

tools. They also provide a powerful link between the financial and the business strategy worlds.

A fourth goal is:
¢ the development of a thorough Value Based Management framework

What financial literature calls today Value Based Management is in fact a value based financial
analysis framework, but it does not provide business recommendations. This dissertation intends
to create a complete new framework it practical recommendations on how to develop the strategic

thinking of a firm based on the need to create stock value.

A fifth goal is to show how ingrained in business strategy are the concepts of stock value creation,
monopoly power and knowledge creation. This is extremely valuable for business ethics theorists

because it helps:
e to explain how difficult is to make ethical decisions

Stock investors are not prudent, moderated, just: financial ambition, greed, is not socially
responsible. Consequently it becomes difficult for business managers to make ethical decisions
when the shareholders, their bosses, do not have ethical concerns. The famous sentence: “it’s just

business”, reflects that in the business world everything is valid, ethics has little incursion.



This dissertation develops and integrative model that represents a powerful and practical
conceptual framework addressed to CEOs, business managers, bankers and investors, to help
their decision making. By linking stock value creation with business and management variables it
provides an integrative model that fosters consistency, communication, coordination and critical

thinking.

This model bridges the disciplines of strategic management, marketing, operations, organizational
theory, finance and ethics. The bridging of these disciplines generates a common language —a
common approach— which is the prerequisite for a successful overall strategy for the whole
company.



Hypotheses
Literature and empirical evidence lead to the following three testable hypotheses:

Hypothesis 1: growth and knowledge are positively correlated. The development of
knowledge is a pre-requisite to growing through innovation, through internationalization, or

through mergers and acquisitions (M&A) or alliances.

Hypothesis 2: EVA and knowledge are uncorrelated. In order to have high EVA, high
profitability is required, therefore high prices, which in turn requires that companies have high

market power.
Knowledge is an important avenue for obtaining market power for three reasons.

— First, companies need to know their stakeholders and their stakeholders’ needs in order to be

able to satisfy them and innovate for them.

— Second, companies involved in producing knowledge-based products, services or processes
have higher market power, because they are difficult to be imitated or reproduced.

— Third, firms that know how to outperform their competitors can generate market power,

because knowledge is a unique resource, difficult to be imitated or reproduced.

However, even when a business has high levels of knowledge, if market power is not high, even
having knowledge companies can destroy value. This is the case of e-businesses that have high

level of knowledge but low market power, therefore EVA is low.

Hypothesis 3: market power and EVA are positively correlated. Industrial Economics

predicted this result, as described in the Goals section above.



1. Methodology

To achieve the goals mentioned above, literature review (item 1.2.) and statistical analysis (item

1.3) were undertaken.

The Telefonica case will be introduced first, through which the wuthor learned by experience and

experimentation.



1.1. Case study. Telefonica. A company struggling to create stock value
1.1.1. Telefonica’s stock value problem

This research work was born from my experience at the Telefonica Group, an international
telephone conglomerate (basic telephone, voice data, long distance, cellular, internet, trunking,
directories, etc.) that operates in Argentina. | worked in this company in the Finance division for 3
years and in the Strategic Planning division for 2 years. In the last 2 years before getting into this

dissertation | was responsible for knowledge management.

The Argentine branch is a subsidiary from Telefonica de Espaifa, and is related to other

Telefonicas in the Southern cone (Brazil, Chile, Peru, etc.)

Figure 1. The Telefonica Group
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By 1995-1998 we started to realize that, in spite of the high level of investments, the market value
of the conglomerate was relatively flat. The same situation was valid for our main competitor,

Telecom:



Figure 2. Evolution of Telefonica and Telecom stocks’ market value
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This was a shock for our investors, considering that the company was investing US$ 1 billion per

year during the 10 years period, starting in 1991, similarly to our main competitor, Telecom:



Figure 3. Evolution of Telefonica and Telecom Operating Capital and MVA (Market Value

Added) as a result of an average yearly investment of $ 1 bn per company
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How was this possible, what should the company have done to overcome this situation? Analyzing
the data we found out that, even though our Operating Capital grew, in fact the EVA (Economic

Value Added) had been negative for the last years.

Figure 4. Evolution of growth and EVA for Telefonica and Telecom
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1.1.2. Initial research

These results were really startling. As responsible of Strategic Planning in the conglomerate in
Argentina | started to research on other basic telephone companies for the last 10 years and had

the same negative EVA...

Figure 5. Growth vs. EVA. Basic telephone companies in the USA.
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...long distance companies had an even worse negative EVA...



Figure 6. Growth vs. EVA. Long distance telephone companies in the USA
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...and in cellular companies the EVA was even worse.

Figure 7. Growth vs. EVA. Cellular telephone companies in the USA.
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Trying to understand the link between stock value creation and strategy, | resorted to Alfred
Rappaport. In his book “Creating shareholder value” (1986) he intends to bridge the Competitive
Strategy world and the growth and value creation. He describes how the Economic Value is
measured, financially. He uses Porter’s Value Chain, and based on it, the two strategies described
by Porter to generate competitive advantage: differentiation and cost. This was useless for us: we
could not differentiate from our competitor as we were twin companies, neither we could be more

cost efficient. Rappaport did not propose any new methodology.

| also explored other authors. Adrian Slywotzky and David Morrison wrote “The profit Zone” (1996)
which describes a framework to analyze the profitability of 12 leading companies. The book
describes several strategies that help to create profits, such as price, quality, outsourcing, fast
delivery, low cost, however it does not present any framework effectively different that the classic

differentiation-low cost. Adrian Slywotzky also wrote “Value migration” (1996) with similar ideas.

Other business segments such as manufacturing, agribusiness, infrastructure, air transport and

many other business sectors and they also had a negative EVA. We were not alone.

As Telefonica, as all these companies were heavy investors, and their capacity to create

economic value was very poor.

The company did a tremendous effort in order to invest rationally: we had almost 30,000 new
investments per year, and we had not been careful that each investment helped creating stock
value. With the assistance of Boston Consulting we reframed our investment process in order to

create stock value.

We also improved our management system with McKinsey’s support, incorporating the EVA as
our Management Information System. The Value Drivers became our daily bread. Based on that
several initiatives pooped up throughout the company in order to reduce costs: synergies, Activity
Based Costing, SAP, CEO’s agenda, outsourcings of IT and other divisions, international
benchmarking, etc. This helped us to reduce costs, but the link between stock value creation and

strategy was still unclear.

| continued my search relying on Stewart Stern creators of the EVA model. In their famous book,

“The quest for value” (1991) they explain the foundations of the EVA. Although the approach is



completely financial, in their book they show the value creation of several companies, and through
this it is possible to see the striking correlation between economic value creation and knowledge

creation. However the book does not get into the explanation of such phenomena.

We acquired Stewart database with 1000 US companies. Such database contained the EVA,
MVA, growth, WACC (all these variables will be defined in the next module) of these companies,
annually since 1986, and dedicated some time to analyze the values.

The following chart summarizes the conclusions of such database:

Figure 8. Stern Stewart 1000 companies. Growth vs. EVA
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There are whole families of businesses that destroy value, most of them pre-industrial businesses
(agriculture, natural resources, mining, oil): they are called X- business. Some others have a



negligible value creation/destruction, such as the manufacturing, infrastructure, civil construction
and others that require a great deal of assets: the X business. There is a third group, the
knowledge companies (laboratory, software, brands, consulting, services, or businesses that have
incorporated a competitive strategy based on knowledge): the X and Y business that create

economic value.

These conclusions were striking for as. It predicted that we would never create value: this was a
hard news for our investors. How they could continue investing 1 billion dollars per year with such

outlook.

However it casted a light at the end of the tunnel: it showed that “Knowledge companies”, with
less physical assets than the abovementioned companies did have a very good value creation, as

the case of Microsoft and EDS:

Figure 9. Growth vs. EVA of Microsoft and EDS
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This brought us to analyze what was exactly a “Knowledge Company”, trying to see if Telefonica

was or could be transformed into a “Knowledge Company”.



Our first analysis was to discriminate: knowledge company can be the result of belonging to a
knowledge business (such as software, consulting), or having an effective knowledge organization
(such as 3M, or Rubbermaid).

In terms of knowledge business, although Telefonica belonged to the “Information” business, the
reality was that Telefonica generated little knowledge, as its “raw materials” were equipments,
‘commodities”, that could be acquired by any other telephone company, and its final products
were also “‘commodities”, communication, that could be delivered by similar companies. Our
“value chain” was based on physical assets. Therefore it was quite difficult to change the nature of
our business, consequently this was not going to help us to create stock value. The new Strategic
Plan that we produced with such approach was very disappointing as there was very little we
could do in order to avoid our bad destiny of not being a knowledge business, therefore, we could
keep in investing in the company, but the market value was not going to increase above such
investments. Some of our shareholders decided to abandon the company, selling their stakes in
the company.

However it seemed that we could try to transform our own organization in order to become a
knowledge organization. We decided to re-frame our Strategic Management process in order to

incorporate as much knowledge as possible.

We initially relied on Strategic Management academics, such as Mintzberg, Quinn, Davenport,

Senge, among others. Their approach seemed too theoretical though.

Through IMD, Switzerland, we got familiar with Leif Edvinsson’s work on Intellectual Capital at
Skandia. It was a very interesting experience: Skandia was by nature a physical asset business
(money is a physical asset), however he could transform Skandia’s organization into a knowledge
organization. He invited us to Sweden to know in depth their work, systems, Skandia’s Future

Center, internal organization, and gave us books and material that we used intensively.

After such rich experience we started to explore these ideas by ourselves, and discussed with
other companies such as EDS, A. T. Kearney, McKinsey, Ernst and Young, Meta-four. We
develop a lot of workshops in order to the develop Intellectual Capital, developed an internet
based network similar to the one developed by Skandia, in order to exchange ideas and

knowledge.



1.1.3. The new value based financial planning and control

We wanted to transform Telefonica into a “knowledge organization”, capable of using all the
available information as much as possible, to learn from the experience, to experiment. We

wanted to communicate such knowledge all over the organization.

The Strategic Plan must be more a process than a document as our business was hyper dynamic
and we needed a strategic management process as much alive as possible.

The strategy was developed through workshops, and not as a laboratory activity: we wanted to
incorporate the information and experience of more people, and experimentation during the

workshops.

We wanted to promote an entrepreneurial philosophy within the organization, everyone must

participate in the strategy creation, everybody should contribute with new ideas.

The follow up process of the Strategic Plan became real-time, on the web. This also incorporated
a continuing learning process, continuous training. The company got into the Argentine version of
the Baldrige Quality Award that reinforced this continuous improvement focus throughout the

organization.

e Information.

Several initiatives were launched in order to improve the flow of information. This concept of better
information for everybody is at the core of the transformation into a knowledge organization. The
Strategic Plan was on the web, and everybody could have access to it. The area of Business
Intelligence was reinforced, once again sharing all the information on the web. Several
mechanisms of surveys on line were launched, related to human resources and client satisfaction

(internal and external).

e Scenario Planning.

Based on such information we started to develop Scenario Planning workshops in order to
generate Business Opportunities. It had two steps: during the first one, the different specialists

generated a list of potential future events, related to future regulations, technologies, demand,



competition; based on this we performed a lot of workshops within the different business units,
with employees of different areas related to each business units. This way we made sure that the

different areas could contribute with their information and experience.

In order to create a valuable long term scenario we asked the support of or main suppliers:
McKinsey, Andersen, A.T. Kearney, Ernst and Young, Cisco, Nec, EDS, Ericsson, Siemens. We
asked them to share their own experience in long term scenarios of the IT business, and based on

that we created a long term vision and scenario for us.

This work turned out to be a great experience in terms of discussing different methodologies about
building scenarios and futurologist theories. The latter lead us to Gill Ringland, Strebel, Schwarz,
and the different methodologies to build scenarios. In our workshops we used several of

methodologies.

o Strategies.

Since Telefonica never competed before, we had to learn how to do it even before we in fact
competed. We started to create potential alternative competitive strategies. We relied on Game
Theory and Industrial Economics, and once again based on workshops we started to analyze the

"what if” alternative strategies.

We worked with the assistance of Chicago and Harvard Economics Ph.D.s,. We relied on

Industrial Economic theory, through different authors such as Tirole, Besanko, Shy, Basu, etc.

Industrial Economics as a discipline has generated a lot of research related to competitive
strategies according to the level of competition. How to invest in new business (Stackelberg), how
to reduce the level of competition (Collusion), marketing strategies (advertising, promotions,
innovation, pricing strategies), etc., according to the level of market power. The different

frameworks were the raw material for workshops that we launched throughout Telefonica.

o Planning and Control.

The use of the Balanced Scorecard was promoted throughout the organization. Everybody was

induced to incorporate this technique. The utilization of the Baldrige was also a very successful



way to achieve this goal. People struggled to improve the score of the different areas, as everyone
wanted to compete successfully to win the Award. Both the Accounting, Management Information

Systems, Surveys on the web, as well as follow up meetings were launched within the company.

The results were very encouraging as the company modernized very fast and did a serious effort

with the goal of transforming into a knowledge company.

1.1.4. The new value based strategic plan

The whole conglomerate started to implement such guidelines and we had our new version of
Strategic Plan. Although the process and the document were very interesting, the conclusions
were not encouraging as we had little chances to create economic value, and to grow. In the
following pages we will see only some snapshots of such Strategic Plan (the whole document was

extremely extensive, and as a whole, confidential).

. The Vision and Mission.

Since the level of uncertainty was so high, we preferred not to dedicate time to define the Vision.

Instead we put together a “quick-and-dirty” Mission relying on a framework supplied by McKinsey.



Figure 9. Telefonica’s Mission
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At the basis of this “Parthenon” we stated our core competences or organizational capabilities.
The roof is the Mission, and the columns are how the Mission is applied to each perspective:

clients, human resources, processes.
The question was: does this Mission help create economic value? The answer was: no. Why?

The Mission must get into the heart of the organization, be unique, create a clear direction, help
create will power and knowledge. It was clear for us that this Mission was not very extraordinary,
was not produced by the organization, was just a departing point. Second, because based on the

following analysis it turned evident to us that we were not a knowledge company.



Therefore we were successful in developing a methodology to define the Mission that
helped us, through the use of the organizational knowledge, to foresee if we could create

stock value.

o Long Term Scenario Analysis (raw material for the Vision). Summary.

The business had required very heavy investments in the past both for Telefonica and other

operators that affected the profitability.

Based on the visioning exercises described above we concluded that as the industry could be

classified as a “commodity” it was bound to live among frequent price wars and poor profitability.

This tough competitive scenario was being confirmed by the reality: as the following figure showed
new niche competitors eroded the profitable parts of the business, and left the unprofitable clients

to the telcos.

Figure 10. Future Scenarios. Niche competitors erode the business of incumbents
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The other players into the IT business (hardware, software, media, internet, etc.) were invading
the telecommunications arena, transforming the IT value chain into a whole business sector,

increasing dramatically the competitive aggressiveness, as the following chart shows:

Figure 11. Future Scenarios. The blurred value chain of the info-mediation
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At the same time, as Ericsson explained us, the relationship between the telcos and the clients

was also attacked by new type of competitors, generating three new scenarios:

. in the first scenario the situation was not changed, the telcos could keep the relationship
with the clients:

Figure 12. Future Scenarios. Incumbents keep the relationship with the clients
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In the second scenario the relationship is handled through a service provider, what means that the

Telcos lose the relationship with the customers.

Figure 13. Future Scenarios. Service providers keep the relationship with the clients
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In the third scenario the relationship with the client is handled by the suppliers of equipments,

once again the Telcos lose it.

Figure 14. Future Scenarios. Suppliers keep the relationship with the clients
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The question was: do this long term scenario help create economic value? The answer was: no.
Why?

As can be seen the long term scenario for the business was not very encouraging: there were
definitively very hard threats all over and very few opportunities. This was what the organization
and market perceived, and this was one of the reasons for the deterioration of the market value of
the telcos so far.

Therefore we were successful in developing a methodology to define the Long Term
Scenarios that helped us, through the use of the organizational knowledge, foresee if we
could create stock value.



o Short Term Scenario Analysis. Summary.

With the support of the specialists from different units (Legal, finance, marketing, operations, etc.)

we developed lists of future potential events.

This exercise was repeated by the different business units. The following events from the

Regulatory Scenario were the most critical for the next 1-3 years for one of such business units:

(@]

o

o

o

Reduction of the interconnection charges
Unbundling of the last mile

PCS launch

Number portability

Resale, multi service telcos

Expansion of the basic telephone areas
Flat tariffs

Carrier selection per call

Universal service

Through several workshops the different business units analyzed the impact of each event for

each business unit (from -5 to +5) and the probability of occurrence (from 0 to 5):



Figure 15. Future Scenarios. Opportunities and Threats defined by through workshops,
using scenario analysis methodologies
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Following the same mechanisms we defined the Technology Scenario, Demand Scenario, and
others. This chart is the final product of the workshop, which summarizes the discussion of the 50
participants, the view of the key employees about the future scenario. Repeated with other
groups, it intends to summarize the perception of the whole company about the future. This
exercise is repeated for each business segment: for instance, for the Long Distance Product, the
same chart is produced for Corporate customers, Residential customers, and sometimes, even for

different sizes of these customers, and even according to the locations.

The final product of such analysis is the following chart:



Figure 16. Future Scenarios. Opportunities and Threats
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The question was: do these short term scenarios help create economic value? The answer was:
no. Why?

As can be seen the perception of this business unit about the short term future scenario shows

that there are many more threats than opportunities.

Therefore, in the short term scenario as well and in the long term scenario, there are strong

reasons to believe that the market value will suffer.



Therefore we were successful in developing a methodology to define the Short Term
Scenarios that helped us, through the use of the organizational knowledge, to foresee if we

could create stock value.

o Competitive Scenarios.

For the competitive scenarios, on our workshops we used the Porter’s five forces framework as
the following example for the Long Distance business unit shows. The numbers represent the
level of market power existing on the business segment (1. perfect competition - 10: perfect

monopoly)
e Number of competitors: 2
e Growth: 1
e Fixed costs 2
e Differentiation: 2
e Switching costs: 1
e Capacity increments: 1
e Exit barriers: 3

Using the same methodology we assessed the other forces and like this every business unit’s

market power:
Figure 17. Competitive Scenarios. Level of market power by Business Unit
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The use of numbers helped us develop organizational knowledge. The assessment of these
numbers was a way to generate a discussion among the different members of each business unit.
The final result was the above map that represents the perception of the business unit of the level

of market power.

This chart is extremely critical because it shows the ability of each business unit’'s business
segment to create economic value: except for the Information Systems business units (sells
consulting, software and hardware to corporate clients) and Residential client business units, that
both have a high market power, all the other business units face a tough competitive situation. In
fact, this conclusion was already very dramatic, as most of the larger business in terms of turnover
had a low market power, what means that they were bound to suffer constant price wars and fall
in profitability, while the two areas with high market power, the Information Systems and
Residential business units were not attractive business because most of the Resident products
are unprofitable for regulatory reasons, while the Systems deals were very scarce and subsidized

businesses.

We developed a framework called following Business Systems to analyze in detail the competitive

scenarios, incorporating the information of each particular competitor.



Figure 18. Future Scenarios. Business System
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The Business System was in many cases a long document, probably 50 pages, with detailed

information on the competition activities.
It is very useful to define the strengths and weaknesses, basis of the competitive strategy:
o strengths:

o Good performance in time to market

o Almost 100% of the net is securitized

o Has developed the ability to generate market information, with a good and timely

response

o International presence



o Synergies with the Telefonica group

o Sales force
o Financial support
o weaknesseslInvoice system very limited
o Limited innovation
o Organization is not used to open competition

The question was: did these competitive scenarios help create economic value? The answer was:
no. Why?

Our ability to differentiate in order to increase the market power was very limited, as the different
strategic actions are very easily replicable. With no differentiation it was difficult for us to create

stock value.

Therefore we were successful in developing a methodology to define the Competitive
Scenarios that helped us, through the use of the organizational knowledge, to foresee if we

could create stock value.

e  Competitive Strategy.

Based on the Business System, the competitive scenario information developed before helped us
to define what were the most advisable strategies for each business unit as the following example
shows for the Long Distance Unit:

. Reinforce cIier? Surcc)a):lgﬁlﬁfonica’s Strategic Planning

o Bundling

o Cost reduction. Outsourcing some support processes.
o Improve quality

o Alliances with international companies to assure traffic

The question was: do these strategies help create economic value? The answer was: no. Why?



As can be seen none of these strategic actions are extremely efficient under a scenario of low
market power as they can be easily imitated by the competition. This is another critical factor in

order to understand why it was so difficult for this company to create economic value.

Therefore we were successful in developing a methodology to define the Competitive
Strategies that helped us, through the use of the organizational knowledge, to foresee if we

could create stock value.

e  Strategic Planning: Balanced Scorecard: Short term goals, Strategic Actions (Business

Model), Indicators (Control Panel).

Figure 19. Strategic Plan. Actions
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Figure 20. Strategic Plan. Indicators
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Source: Telefonica’s Strategic Planning

Since the Vision, Mission and long term Goals were not developed, also the short term goals were

not developed either, therefore our plan was limited to the Business Models and Control Panels of

all the different units.

The plan was developed in detail in several Operating Plans that have the detail of the goals,

actions, indicators, responsible, timeframe, financial impact, etc.

The question was: do these initiatives help create economic value? The answer was: no. Why?



The company was overwhelmed by the amount of initiatives, related to new business, products,
systems, operations, installations, etc. In fact the company invested an average of 1 billion dollars
per year related to such initiatives. However few of such initiatives helped creating value: they
were requirements of the environment, the clients, the competition, but do to the amount of
investments required and the limited impact they had in the bottom line, they did not help creating

value.

Therefore we were successful in developing a methodology to define the Balanced
Scorecard that helped us, through the use of the organizational knowledge, foresee if we

could create stock value.

1.1.5. Conclusions of the Telefonica case. A value based company?

The case shows a company trying to solve a financial difficulty, its inability to create stock value.
The negative EVA was the result of a business situation that we wanted to understand and modify

in order to turn the EVA into positive figures.
We discovered the strong connection between EVA, Knowledge and market power.
Our main focus was the knowledge dimension.

Since there was very little to be done in regards of changing the nature of the business (it was not

a knowledge business) we strived to transform Telefonica into a knowledge organization.

The process was very successful as it generated different mechanisms aimed at creating and

sharing knowledge.

The whole process helped us to learn and modify several behaviors in terms on methodologies to
invest, manage costs, areas where we had to learn how to grow, to compete, communication
mechanisms, larger use of Internet to share and communicate strategies and ideas, etc. However

the impact of these initiatives on its stock value were negligible.

The importance of case is the exemplification of a typical company struggling to create stock

value. Further on this dissertation we will expand Telefonica’s experience into new horizons.



1.2.Literature Review on Stock Value Creation
Why is making decisions so complex for managers?

First because they must interact with different stakeholders that have conflictive goals (Daft, 2004;
Janis, 1989; Kochan, Huber, Cummings, 1975), different styles (Nielsen, 1972; Walton, Dutton,
1969), dependence on each other (Thompson, 1967), limited resources (Cramer, 1991), their own
egos and organizational politics.

Second, as the Bounded Rationality perspective (Janis, 1989; George, 1980) tells us, in addition
to the above the lack of time, limited and fragmented information makes organizational analysis

and decision making difficult.

Figure 20. The view of the CEO
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This research introduces a model that simplifies the manager’s decision-making process. By using
one conceptual model it becomes easier to understand and coordinate the different goals of the
main stakeholders. The use of one model creates a common language that fosters communication

and organizational analysis, softening the barriers imposed by the different styles. In case egos or



organizational politics hampers decision making the use of one common model simplifies

consensus mechanisms.

1.2.1. The EVA equation. The shareholders view

The primary goal of the shareholders is that their investments create stock value. In order to
incorporate their view we developed a financial framework based on the EVA equation that helps
to visualize how stock value is created. The EVA equation is a very powerful tool in making
investment decisions. The EVA equation can be formulated as follows on its derivative

expression:

Stock Value Creation = Growth of Operating Capital + NPV of future EVAs * other terms

Stock value creation can be achieved either by the Growth of the Operating Capital (Operating
Assets minus Operating Liabilities) or by a positive EVA (Economic Value Added = Operating

Margin minus Cost of Funds): they are the two drivers of stock value creation.
Why is the EVA equation so useful for shareholders or managers?

First because it helps to classify the business based on these two dimensions:




Figure 21. Growth vs. EVA. Revisiting Stern Stewart
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This chart is a very good predictor of stock value creation. Companies at the left of the chart, with
negative EVAs, end up with stock market values similar to their book values. Companies at the
right of the chart, with positive EVAs have market value of their stocks higher than their book
values (in some cases market values can be as much as 20 times larger than book values). As
Stern, Stewart present in their master book The Quest for Value (1991) many businesses such as
agriculture, natural resources, infrastructure, manufacturers and others have a negative EVA and
low growth, therefore they tend to destroy stock value. Some other businesses with a strong
brand, or knowledge related businesses such as consulting, software and others have a positive
EVA, and some of them also grow, therefore they normally create stock value. Knowing this is

critical for shareholders. It seems that knowledge is a good predictor of success. However the



same chart shows that many Internet related businesses, also knowledge related, do not
create stock value.

Second it is a good predictor because it leads to the concept of unique inimitable resources as the
key to success: the Resource View of the Firm (RVF). The EVA compares the results of the firm
versus the results of similar firms (in terms of risk). Mathematically the EVA is equal to “Operating
Margin minus Cost of Funds”. The Cost of Funds is in fact an opportunity cost: it reflects the
profitability of similar firms (in terms of risk). In this way the EVA introduces the concept of
“‘comparison with their peers”. the companies with positive EVAs are the companies that could
produce higher results than their peers by selling something different, unique, difficult to be
imitated (Lipman, 1982; Teece, 1986); Rumelt, 1984). Yet it is the case that some businesses
that do develop unique and inimitable resources (knowledge and relationships) such as

dot-com companies have negative EVAs. Why is this?

Third, this twofold way to create stock value is extremely powerful for strategic management
because it creates two perfectly differentiated bodies of strategies: Growth Strategies (that also
involve Entrepreneurship) and Competitive Strategies (related to EVA, as we will show later on).
However, it is not clear what happens with those companies that successfully implement growth

strategies while being unsuccessful with the competitive strategies.

And fourth, because the EVA equation incorporates two new definitions that are extremely value
for Management theorists: The MVA (Market Value Added) is the right indicator for The
Intellectual Capital and the Operating Capital is the right indicator for Physical Capital (we will

define these concepts below).

In order to understand what the strategic drivers of EVA and growth are we have researched 168

U.S. companies.



1.2.1.1. The EVA equation requires Growth. Strategic drivers of Growth

Schumpeter (1942) introduced the analysis of strategic drivers of growth with his “Creative

Destruction” approach: Shocks and discontinuities are but opportunities for entrepreneurs.

Edith Penrose’s pioneering book “The theory of the growth of the firm” (Penrose, 1959) put the
resource-based view up against the firm’s growth. According to her, a firm is a collection of
productive resources. The size of the firm is the result of the productive resources it employs.
Managers’ must acquire resources or develop capabilities (Amit and Schoemaker 1993; Barney
1986, Barney and Zajac 1994) that must be aligned with the objectives of the firm (Chatterjee and
Wernerfelt 1991; Markides and Williamson 1996; Prahalad and Hamel 1990).

During the 80’s and ‘90s several authors developed the resource-based theory of the firm. This
approach states that unique resources make companies able to outperform the competition both
in terms of growth and competition. The Evolutionary Economics (Nelson, 1982) and the Dynamic
Capabilities (Teece, Pisano, Shuen, 1997) have joined both views: the ability to innovate and
grow is linked to the internal capabilities to take advantage of market opportunities in a consistent

way.

The RVF (Ricardo, 1817; Wernerfelt, 1984, Barney, 1986, 1991, 1997; Conner, 1991;
Montgomery and Wernerfelt, 1988; Peteraf, 1993; Mahoney and Pandian, 1992) states that
resources and capabilities generate competitive advantages based on their difficulty of being

imitated (Winter, 1987; Reed and DeFilippi, 1990) and therefore define a firm’s success.

A branch of this theory, the knowledge-based view of the firm, considers that knowledge is the
most critical resource of the firm (Grant, 1996), both to foster innovation (a key competitive

advantage and growth strategy) and efficiency (also a competitive advantage).

Organizational knowledge (Grant, 1996; Nonaka, 1994; Spender, 1996) is the main source of
differentiation, and consequently of competitive advantage (Cohen and Levinthal, 1990; Teece,
Pisano, and Shuen, 1997; Kogut and Zander, 1992; Spender, 1996; Grant, 1996). This view is
especially critical in technology companies (Kogut and Zander, 1992; Grant, 1996; Spender, 1996,
Lane and Lubatkin, 1998).



Both stocks and flows represent firms’ knowledge bases and these are the basic raw materials of
organizational learning (Dierickx and Cool, 1989). Miller (2002) emphasizes the importance of
knowledge inventories as drivers of knowledge creation. The knowledge-based view of the firm
focuses on differentiated knowledge inventories as the basis for competitive advantage.
Contributors to this view include: Conner (1991), Grant (1996), Kogut and Zander (1992), Spender
(1996), and Winter (1987).

Relationships are also a critical resource. Probably the best approach to relationships as a key

resource was presented by Torger Reve (1990):

Figure 22. Alliances. Economic benefits
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Reve revolutionizes Porter's 5 forces approach: alliances seem a magical resource. The

Transaction Cost Economics (Coase, 1937; Williamson, 1975, 1985) puts a ceiling on such



optimism, demonstrating that sometimes the alliances generate opportunistic behavior by some
partners that increases the cost of the operations. The balance between the economies of the

alliances and its transaction costs help define if an alliance is beneficial.

Although insightful, the RVF produces a conceptual view that is too vague and distant from

the stock value creation approach.

Leif Edvinsson solves this problem and produces a very powerful synthesis of the RVF with his
Intellectual Capital approach (Edvinsson, 1998) that is extremely compatible with the stock value
creation approach. According to Edvinsson growth requires investments in physical and
intellectual capital. Both capitals produce different economic results. Investments in Physical
Capital follow the law of decreasing returns, new sales require new investments; as each new sale
is more marginal than the former, new investments in Physical Capital become less efficient in
value creation terms. Physical Capital is represented by the Operating Capital of the EVA
equation. Investments in Intellectual Capital (knowledge and relationships) follow the law of
increasing returns, new sales do not require new investments, therefore economies of scale,
scope and integration are produced and growth does create stock value for the shareholders.
Edvinsson’s definition of Intellectual Capital is equivalent to Stern Stewart's MVA (Market Value
Added = Intellectual Capital = the net present value of future EVAs = Difference between Market
Value and Book Value of the Stock).

Edvinsson’s view is very a powerful explanation of why businesses that require Physical Capital
have a poor stock value performance, while businesses that require resources related to

knowledge and relationships help create stock value.

This analysis clearly explains why resources (especially knowledge and relationships) are key
strategic drivers of growth, by way of product innovation, innovation in the value chain,
diversification, international expansion, acquisitions and alliances, and outperforming the
competition and growing by way of taking clients out of the competition as a result of competitive
advantages. This analysis helps to understand why some growth can yield a positive EVA (when it

requires intellectual capital) or a negative EVA (when it requires Physical Capital).

However this analysis still cannot explain why some knowledge businesses cannot create
EVA.



The following chart synthesizes the concepts that we incorporated here: on the vertical dimension
we presented the marketing-growth strategies, following McKinsey’s seven staircases to growth
(Baghai, 1996). In the horizontal dimension we present the way to implement such strategies: by
greenfield expansion that normally requires investments in Physical Capital, by acquisitions or by
alliances that require investments in Intellectual Capital and produce economies of scale, scope

and integration as shown in the previous chart. The boxes underneath show several examples for

each alternative.
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Figure 23. Growth Strategies
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Nevertheless we do not know whether the growth strategies presented in this chart foster
stock value creation or destruction. Alliances should produce economies of scale, scope

and integration, but transaction costs may eliminate such economies.

1.2.1.2. The EVA equation requires EVA. Strategic drivers of EVA

Industrial Organization (I0) has thoroughly researched what the key drivers of the profitability of a
firm are, and found that profitability is clearly correlated with the level of market power (MP),

market concentration and entry barriers (Rumelt, 1984).

Bain (1951, 1956, 1959) and Mann (1966) researched the relationship between market
concentration (i.e., market power) and profitability, finding evidence of positive correlation between
them. Mann’s studies also incorporated information regarding the relationship between entry
barriers (that ultimately will create market power) and profitability. Stigler (1963) stated that
assessing the level of concentration is useful to predict the profitability of the business. Strickland
and Weiss (1976) generated a mathematical model that explains the causal relationships among
such variables. Holtermann (1973) analyzed the impact of market structure (concentration, entry
barriers, and other variables) on various profit-related variables, although the results were very
limited. Bothwell, Cooley and Hall (1984) also researched the subject and found a positive

correlation between concentration and profitability.

In summary, the correlation between market power and profitability has been duly demonstrated.
We will demonstrate later on that the same correlation is valid between EVA (as a measure of

profitability) and market power.

However IO has not analyzed the relationship between the two strategic drivers of stock
value creation: growth and EVA. Neither it explains the knowledge dimension of the Stern

Stewart Chart presented above.



1.3. Statistical Analysis. Correlations between EVA, Growth, Knowledge and Monopoly

Power
1.3.1. Sample companies

To demonstrate the validity of this model we have researched on a group of 168 companies
related to the following industries:

e Apparel, retail, distribution
e Autos

e Chemical

e Computers

e Construction, engineering
e Consumer products

e Electronics

e Financial services

e Food, beverages

e Leisure, entertainment

e Manufacturing

e Media

e Medical, healthcare

e Natural resources, metals
e Paper, forest products

e Services

e Communications

e Transportation



1.3.2. Sources of information.

To find information about these companies we have relied heavily on Internet:

Stern Stewart 1000 US companies database, version 2000, as we started this research on
the year 2000. This database contains financial information of 1000 US companies
covering the period 1980 - 1998. Although we can obtain most updated values, we prefer to

follow such database for the uniformity of the figures.

Stock exchanges (NASDAQ, NYSE, others), Securities Commissions, Prospectus. This
information is in some cases more updated than the Stern Stewart database. However we
have seen that the 2 years gap does not produces serious problems in this research, as
there are not great changes in the competitive scenarios during such 2 years in most of the
cases. In any case, since the most updated information includes normally the previous

years, we believe that the process is valid.

Specialized financial portals, financial statements, presentation to investors, products and

services, etc.

1.3.3. Variables

In this model we will analyze the relationship between the conceptual and financial variables for

those 168 companies. We have identified the following variables:

Economic value creation (EVA)
Growth of the Operating Capital
Knowledge creation

Monopoly power



1.3.3.1. Variable 1. Economic Value creation. EVA

1.3.3.1.1. Why using EVA?

Why do we resort to EVA as an indicator of stock value creation?

Traditional accounting describes return based on the Profit and Loss Statement (P&L) as follows:

Sales revenues
- Variable costs

- Fixed charges

Earnings before interests and taxes
- Interests

- Taxes

Net income

This approach has an implicit limitation: shareholders and creditors are treated differently.
Creditors are acknowledged a benefit for the use of their funds, but nothing is recognized to

shareholders.

We will re-elaborate the same P&L but considering a benefit for the shareholders, in

compensation for the use of their funds:

Sales revenues
- Variable costs

- Fixed charges

Earnings Before Interests and Taxes (EBIT)

- Taxes on EBIT
Net Operating Profits Less Adjusted Taxes (NOPLAT)
- WACC * Operating Capital



Created or destroyed value (EVA)

With the incorporation of the WACC (Weighted Average Cost of Capital) both the creditors and the

stockholders have a compensation for the use of their funds.

1.3.3.1.2. Cost of Funds (WACC)

The cost of funds determines the hurdle rate of a company’s profitability. Basically, the Weighted
Average Cost of Capital (WACC) is the discount rate used in order to deduct the flow of

transactions, the weighted average cost of debt and capital.

Figure 24. The WACC
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The following equation expresses the calculation of the WACC:

_ | Costof Debt* (1-Tc) *| , | Cost of Capital*
WACC % Debt % Capital

_ Kb * (1-Tc) \ Ks
WACE (B (B+S) (31 (B+S)

For example, for a company with a $100 debt and a $50 million market value equity, a 10% cost of

debt, a 20% cost of capital, and 35% income tax, the Weighted Average Cost of Capital is:

100$*10%* (1—0.35)+ 50$* 20%
100% + 50%

WACC = =11%

The income tax is deducted because it entails a corresponding tax saving.

1.3.3.1.3.  Calculating the cost of debt

In order to calculate the cost of debt, the financial information in financial statements may be used.
When this information is not available, the yield curve derived from public market data can be
used. Similarly, the company’s average cost of debt may be estimated deriving it for its average

duration.

1.3.3.1.4. Calculating the Cost of Capital

The cost of debt may be easily understood because paying interests involves cash flow. The

same does not hold for the cost of capital.

What do we mean by "the cost of capital™? What do we mean by "the cost of a stock"?



The cost of capital is the opportunity cost associated with investing funds in another investment
instead of investing them in the corresponding stock. To assess it we resort to the CAPM.

1.3.3.1.5. CAPM (Capital Assets Pricing Model)

The CAPM is a model that associates a stock’s yield and its risk.

Figure 25. The CAPM
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The CAPM allows to calculate the expected yield of an asset, based on its beta-value.
Where:

Rf = yield of a risk-free US T-bond

Pm = Market Premium

3 (beta) = value that defines the risk-level of the business



Ks = return (cost of capital) of a business. The cost of capital (the yield of a share) is calculated as

follows:
Ks =R +BF,
A stock is less risky than the stock exchange if its variance is lower than the average’s, and vice

versa. The stock risk — Beta -- is the ratio between the share's variance and the stock exchange's

variance, multiplied by the covariance.

The following table shows the beta’s value of different industries, based on statistical data from
the USA.

Figure 26. Sampled Betas

BUSINESS BETA’'S VALUE BUSINESS BETA’'S VALUE

Air Transportation 1.80 Chemistr 1.22
Real estate 1.70 power, raw material 1.22
Travel, turism adventure 1.66 tires, rubber goods 121
Electronics 1.60 railroads, sea freights 1.19
Financing (several) 1.60 Wood, paper 1.16
Not durable, entertainment 1.47 miscellaneous, conglomerate 1.14
Consumer durables 1.44 Drugs, Medicine 1.14
Business machines 143 Oil, internal market 112
Retailer, general 143 soap, make up 1.09
Media 1.39 Steel 1.02
Insurance 1.34 Containers 1.01
Trucks, freights 131 Non-ferrous metals 0.99
Capital goods 1.30 Agriculture, food 0.99
Aeroespace 1.30 Alcoholic drinks 0.89
Business services 1.28 Qil, international market 0.85
Equipment 1.27 Banks 0.81
Construction 1.27 Tobacco industry 0.80
Cars 1.27 Telephoning 0.75
Photography, optics 1.24 Power utilities 0.60

Gold 0.36

Source: Investments. Sharpe

There are very good information available in the literature about Beta’s values calculated from
statistical data collected since 1926 and adjusted according to foreseeable economic
circumstances (Predicted Beta) on the Ibbotson and the Barra Betabooks.



1.3.3.1.6. The Operating Capital

The WACC is applied to the Operating Capital, let’s define it.

Figure 27. Definition of Operating Capital
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The operating liability is the liability that does not generate interests, which means that it does not
impact in the bottom line of the P&L. Operating liabilities are, for example, the commercial debt
not accruing explicit interest (it does accrue implicit interest, which is not reflected in the P&L as a

financial expenditure), provisions, tax liabilities, etc.

The balance, that is to say, the Operating Assets minus the Operating Liabilities is the Operating

Capital.

The definition of Operating Capital is critical for our research. Operating Capital is the right
indicator to reflect the concept of Physical Capital heavily used by the Intellectual Capital theory.
Operating Capital increases with growing investment in the company’s assets. According to the
Intellectual Capital theory a key strategic decision is whether to invest in physical or intangible

assets of the company. The definition of the Operating Capital reflects the former.



In addition, the sole definition of capital does not reflect this situation: an increasing capital does
not necessarily mean investing in assets (for example, such increase may be used to reduce the

financial debt).

In other words, equity increases do not necessarily reflect an investment in assets of the
company. On the other hand, investments in Operating Capital do reflect an increase in physical

assets.

As we saw in the Telefonica case, companies with a high level of Physical Capital need to
find an indicator linking investments in physical assets and stock value creation, and the

concept of Operating Capital responds to this requirement. We will return to this point.

1.3.3.1.7. ROIC as a component of EVA

Let’s start by defining a profitability ratio consistent with the metrics we have been using. In the

operations world:
ROIC= NOPLAT / Operating Capital
Obviously, it measures the return on operations:

ROIC (Return on Invested Capital) is the operating return, i.e. the NOPLAT (operating margin)
divided by the Operating Capital.

The operating margin is the margin before interests, and the corresponding income tax.

The Operating Capital is the operating asset minus the operating liability, or from a different point

of view, it is the financial debt plus the Net Equity.

Let us replace the NOPLAT of this equation in the formula for EVA:
EVA (Created or Destroyed Value) =

= NOPLAT — WACC * Operating Capital=

= ROIC * Operating Capital - WACC * Operating Capital =

= (ROIC — WACC) * Operating Capital =

= EVA * Operating Capital



Value Created or destroyed = EVA * Operating Capital

= (ROIC — WACC) * Operating Capital

This equation explains why investing in physical assets (what increases the Operating Capital)
could have a negative effect in terms of value creation, in the case of companies with a ROIC

lower than the WACC the higher the investment, the higher the value destruction.

For Telefonica, and also for many of the high physical asset companies, the ROIC is normally
10% and the WACC is 12%, therefore a 2% value is destroyed: in this case the EVA is 2%

negative.

Hence, when a perpetual sequence occurs where the EVA of the following year is —2.5%, the EVA
for the next two years is —2.5% and, similarly all EVAs for coming years are negative, the

company will always destroy value. In that case, it is not wise to invest.

On the contrary, if this year's EVA is 2% and the EVA for all coming years is 2%, the company is
always creating value. The current value is a positive figure and the company does create value: it

is advisable to investment.

This is the theoretical basis of the next two charts, which graphically describe the EVA formula.




Figure 28. Total stock value creation based on the EVA equation
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Figure 29. Total stock value creation based on the EVA equation
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The previous figure reflects the complete definition of what is the total value of the company.

1.3.3.1.8. The Market Value Added (MVA)

The figure also shows that the net present value of all future EVAs is called MVA, Market Value
Added.

The MVA is another critical concept for our research, as it reflects the Intellectual Capital of the
company. The MVA is the difference between the total value of a company and the Operating
Capital, consequently it is the non-physical part, the intangible part of the value of the company,
its Intellectual Capital. In the next topic, “Using the EVA for Strategic Analysis”, this ideas are

shown with different examples of companies with high levels of Physical or Intellectual Capital.

What happens when a company systematically destroys value?

If all of the future values of EVA are negative, its current value, the MVA, is also negative. This
means that investors will find higher returns elsewhere, they won'’t be interested in this company’s

returns, and consequently they won’t be willing to pay a premium higher than its book value.

In such companies, future projects cannot be financed through capital markets since the low
market value of shares shows that investment is not advisable: the money invested in the
business cannot be recovered by issuing shares under book values.

In other words, a company that is profitable but its profitability remains steadily lower than WACC
may be attractive for a certain businessman, but it is certainly not attractive for the capital market.
If such is the case, the businessman in question will be the only one interested in financing the
business, that is, in reinvesting profits to make the business grow, obviously, at a lower pace.

As can be seen, the EVA as financial model is extremely friendly with the Intellectual
Capital theory: MVA reflects the Intellectual Capital of the company, while the Operating
Capital reflects the Physical Capital of the company. Even though increases in both MVA
and Operating Capital increase the stock value, increases in MVA are always good news

for the investors, but increases in Operating Capital are not at all good news per-se. This



very fact gives a financial justification for the Intellectual Capital view about the benefits of
Intellectual Capital over Physical Capital.

The following graph, developed by Edvinsson, synthesizes this discussion.

Figure 30. The EVA equation and the Intellectual Capital theory
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According to Edvinsson Physical Capital (Operating Capital in the EVA world) is governed
by the law of decreasing returns, while Intellectual Capital (MVA in the EVA world) by the
laws of increasing returns. Intellectual Capital can be multiplied countless times, if it is

adequately managed. This explains why there are high MVAs in businesses where high
levels of Intellectual Capital are attained.



1.3.3.1.9. Why using EVA instead of MVA?
We could have used two variables to measure the economic value creation:

o MVA, Market Value Added (please refer to the last figure to visualize MVA = net present
value of future EVAS). Although this variable is very useful as it indicates the total perception of
the investors related to the future value creation of the company, as well as its Intellectual Capital.
However this variable is too speculative, sensible to external factors such as irrational
expectations, market mood, as it was the case of the internet companies that had an absurd value
during the bubble, that suddenly disappeared.

o EVA, Economic Value Added. Although is sensible to some variables such as former
investments that could increase the Operating Capital and reduce the NOPLAT (so does the
MVA), however it is relatively independent from future cash flows expected by the market, and in

this regard, relatively independent from the mood of the market.

We prefer to use EVA as indicator of economic value creation, as we believe that although the
impact on the EVA of former investment is a limitation on the EVA as predictor of wealth, however
such limitation is measurable and understandable, while the impact of the mood on the MVA is not
measurable and can lead to more serious errors. Also because it is important for the analysis to
visualize the EVA of each year, to understand the past and future trends: MVA does not permit to
do this.

1.3.3.2. Second variable we used in our research: Growth of Operating Capital.

This is another source of discussion: which is the best measure of growth. We prefer to follow the
concept of Operating Capital Growth, because it is coherent with the EVA theory (Stern Stewart,
in their book: The Quest for Value, use this variable). We believe it is a good indicator of growth,

less sensible that sales or profitability growth, which are much more affected by short term factors.

The Operating Capital is fully independent from the way investments are financed. If for instance
the company decides to increase or reduce the level of debt or equity, this has no impact on the
Operating Capital. If however the company invests in a new project, it automatically increases the

Operating Capital.



If the company decides to increase its Intellectual Capital by way of improving its relationship with
its clients, suppliers, or using the organizational knowledge, it does not impact the Operating
Capital. But it will impact on the MVA through an increase on the level of sales, hence on the
results, and on the market value: if the market value increases while the operating capital remains
unchanged, the MVA will automatically increase. Since we are especially focused to follow

Edvinsson’s view of Physical Capital versus Intellectual Capital this definition is central.

1.3.3.2.1. Using the EVA for strategic analysis
A series of graphs derived from the EVA equation are shown below.

According to the definition of the EVA:

MV (Market Value) = OC (Operating Capital) + MVA (Market Value Added)

The first graph represents the company’s capacity to create value, Market Value, (MV), as a

function of time.




Figure 31. The EVA equation. Evolution of the Market Value of a firm
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The second graph represents the second term of the formula, the Operating Capital, the

investment of the firm in assets, in operations of the company.



Figure 32. The EVA equation. Evolution of the Operating Capital of a firm
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The third graph represents the MVA, Market Value Added, or the total sum of the current values of
future EVASs. It represents the expectations of shareholders with regard to future profits. It is the
premium they pay above book values because they expect future profits exceeding the cost of
funds. The MVA depends on the company’s capacity to create intangible assets for stakeholders
(it provides a link between the strategy and the creation of value). You must bear in mind that the

first graph (MV) is a combination of the next two (Operating Capital plus MVA).



Figure 33. The EVA equation. Evolution of the MVA (Market Value Added) of a firm
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The MV graph = OC graph + MVA graph, that is, the first graph is the result of the addition of the
second and third graphs. This means that the Market Value of a company can grow only because
the investors “sacrifice” their money, acquiring physical assets. This is to say: my stock increased
its market value in $ 100 because | acquired $ 100 in new assets. This is a very bad news for the

investors, as such assets depreciate fast, and so does the market value of the company.

The investors invest in Physical Capital, only if this allows to create MVA, Intellectual
Capital. This is the most interesting part of this analysis.



The following graph is needed to see if the company can create MVA. On the horizontal
dimension, the EVAs are reflected. We will discuss again this graph later, when discussing the
Business Vision according to Stewart Stern's classification of businesses into X, Y and Z
categories. Such categories have been reflected in this graph, and the conceptual results are
amazing. The vertical axis represents the growth of the Operating Capital, that is to say,

investments in operations (minus depreciations).

Figure 34. The EVA equation. Growth versus EVA, the two main dimensions of the EVA

equation
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1.3.3.2.2. Examples of uses of EVA in strategic analysis

e Example of a company with high levels of intellectual capital. Laboratories in the USA

(the following charts used the Stern Stewart 1000 database)
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» due to strong investment...
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» and to the good expectations of investors...
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» probably due to an outstanding historical ability to create value.
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e Example of a manufacturing company, with a high level of physical assets and limited
intellectual capital. USX Steel

» The growth of the MV is not remarkable ...
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» ... investments have been comparable to depreciation...

Evolution of Capital - Steel
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Evolution of the MVA - Steel
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» ...among other factors, as a result of a very bad historical performance in terms of value
creation.
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e Example of a service company, with a high level of physical assets. Airlines

» The growth of the MV has been remarkable ...
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Capital Evolution - Airlines
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» ...among other things, as a result of a very bad historical performance in terms of value
creation. It is clear then that the increase in the market value is only based on a huge sacrifice

from the shareholders.
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1.3.3.2.3. Limitations of the EVA equation
We are aware of the limitations of the EVA equation.

First. Depreciations are included. If the depreciation is accelerated, i.e., depreciations increase in
coming years, what happens with the EVA in the first years? The answer is that the EVA
decreases. Then, if the depreciation process is accelerated, the EVA is not financial but economic,
and it is lower (not considering taxes), and the NOPLAT is smaller too. Therefore, the ROIC is
also smaller because the ROIC is equal to the NOPLAT over the Operating Capital. Therefore,
when depreciation goes faster, the NOPLAT will be smaller and so will the ROIC. If the ROIC is

smaller, the EVA will be smaller and, eventually, more negative. Consequently:



The EVA may be modified artificially by accelerating the depreciation rate, but from that point
onwards, the system loses reliability. Care should be taken in such operations.

Second: what happens if a good general manager invests in the company? As he has positive
expectations, he says: “Let’s invest. We believe the company has a good future lying ahead”.
What happens with the EVAs during the first years? They decrease for two different reasons.
First, because the Operating Capital increases. If the Operating Capital increases because this
man is a good manager and he invests properly, the ROIC is going to fall. Since the WACC does
not change but the ROIC decreases, the EVA falls. In spite of the good general manager who
does his job well, the EVA falls. Therefore, if the EVA is used to assess the performance of a
general manager, unfair conclusions might be drawn: it may become apparent that it is not wise
for the general manager to invest; if no investment is made, in the short term the EVA is going to
increase and the problem of the company’s inability to grow will have to be dealt with by the next

general manager.

It is easy to see that EVA is too treacherous to be used for assessing operations, and determining

whether it is good or bad.

Besides, the country risk is included in the WACC, though it does nor reflect mismanagement.
That is to say: both from the point of view of the ROIC and the WACC, the EVA is a risky
parameter. It has many advantages, but it also poses some risks.

Many consulting agencies recommend it because it is a powerful tool of analysis since the ROIC
should be improved and the WACC should be decreased in order to create value. In order to
improve the ROIC, the efficiency of operating activities should be increased: it is necessary to
increase sales, reduce spending and invest in projects if and only if they generate value, etc.

However we believe that these factors do not invalidate our research.

1.3.3.3. Variable 3. Knowledge

In order to correlate the EVA and Growth with the Capital (= resources) required creating such
EVA we first developed the variable Knowledge, the most critical strategic resource. To assess

this variable we estimated the amounts of intelligence, experience, experimentation (Garvin,



2000), as well as the amount of knowledge contained in the processes, products and services in
each of the 168 companies.

Why is knowledge so critical? Because it is the most strategic resource: knowledge is critical to
innovation, to be able to satisfy the clients, to outperform the competition, to create alliances, to
expand internationally. Knowledge is a resource that is difficult to be copied by the competition
and therefore can produce sustainable growth and profits. But also knowledge allows us to
understand different sets of strategies for modern knowledge businesses versus traditional

industrial and pre-industrial-age businesses.

We would have liked to incorporate also relationships and call this variable Intellectual Capital,

however we have no way to measure such relationships.

In the Telefonica case we showed the starting phenomena of the link between EVA and
knowledge. The aim of this module is to provide a basic understanding of knowledge

management.

We will take a look at the following perspectives, based on the approach of Liebowitz’'s Knowledge

Management Handbook:

J Conceptual

. Process

o Technology

J Organizational
. Management

Definition of knowledge

Knowledge (K) consists of truths, beliefs, experiences, perspectives, concepts, expectations,
procedures, methodologies, and technologies which guide people’s thoughts, behavior and ways

of communicating.

Knowledge management (KM) is the systematic, explicit, and deliberate building, renewal, and

application of knowledge to maximize an enterprise's knowledge-related effectiveness and return



on knowledge assets (Wiig). Knowledge management is the formalization of and access to
experience, knowledge, and expertise that create new capabilities, enable superior performance,

encourage innovation, and enhance customer value.

e Hierarchies of Knowledge
It is important to understand the different knowledge hierarchies:

Data is made up of facts, images or sounds. If you add interpretation and sense, it is becomes
Information; that is, formatted, filtered and summarized data. If you add action and application,
they become Knowledge. Knowledge implies the incorporation of instincts, ideas, rules and
procedures that serve as guide for actions and decisions. If you add intuition and experience, you

get Wisdom.

e Dimensions of Knowledge

The first dimension of knowledge is the media in which it is stored: it can reside in the human mind
(difficult to access), in an organization (diffuse and distributed), in documents (text, charts),

computers (formalized, sharable, well-structured and well-organized.)

The second dimension is its accessibility. Nonaka and Takeuchi have divided accessibility into
three different categories: the tacit one (human mind, organization, indirect access with difficulty
through observation of behaviour and analysis), the implicit one (human mind, organization,
accessible through questions and discussions) and the explicit one (documents, computers, easy

to access and well-organized).

Taylor and Simon see organizations as data processing machines. Knowledge is formal and
systematic, and the metrics to measure the value of knowledge must be sound and quantifiable:

efficiency, lower costs, ROI, etc.

According to Nonaka and Takeuchi, Japanese companies (Honda, Canon, Matsushita, Nec,
Sharp and Kao) have learnt how to respond to customers quickly, create new markets, new
products and develop new technologies at great speed; their secret lies in the approach to the

creation of new knowledge. Companies are not machines, but a living organism, they have an



identity and goals, not only ideas but also ideals. Creating knowledge is an attitude, the way that
every employee behaves. Making individual knowledge available to others is the main activity of a

knowledge creating company.

Let us have a look at a second author, whose ideas will help us outline our model of an intelligent
organization: David Garvin, who studied the way an intelligent organization learns. Garvin defines
different kinds of knowledge creation.

o Intelligence.

The companies need information about the external environment: competitors, customers,

technologies, regulations, social and demographic trends.
The goal of intelligence is to choose, gather, interpret, and distribute strategically relevant data.

This can be done in three different ways: first, through search. This is based on public sources or
documents. The only restriction of this method is that it depends on the existence of previous

information.

The second method is inquiry, which is based on interviews or surveys. Inquiry can be descriptive
(accurate questions, and the gathering of very specific information) or exploratory (open questions

to get information about users’ impressions and needs, stories, and experiences).

The third method is observation, which is based on direct contact with customers. When
knowledge is tacit or inarticulate, and it exists at a subconscious or non-verbal level, individuals
tend to have problems to communicate successfully. Hidden or latent feelings or needs,
processes or practices which are carried out without thinking, short circuits. Observation must take
place in a realistic context, in a local scene, watching individuals and groups in their daily lives.

o Experience

“Practice makes perfect. Experience is the best teacher, trained at the school of life”. Certain
types of knowledge derive from participation and personal involvement, from doing things rather
than studying them. Learning is a behavioral change resulting from experience. This is expressed

in the learning curves.



The first mechanism involves Reflection and Review: they are essential contributions, hardly
harnessed by companies, specially in extraordinary activities (launching of new products,

geographical expansions, introduction of a new technology or process).

The second mechanism is learning through Experiential Learning (workshops, simulations); the
goal here is reflection and revision. In the “Experience” learning mentioned above, the method is
limited, since the learning process begins after the activity has been completed. In the Experiential
Learning, the goal of participants is to learn while performing an activity. This is a much more

desirable pattern nowadays than Lecture based teaching.

o Experimentation. When you cannot base learning on actual experience, you must resort to
experimentation, which involves trying or testing a tentative procedure, a method, a course of
action adopted in a state of uncertainty, an action or an operation carried out to find out something

you do not know.

There are two mechanisms. The first one has to do with the exploratory tests, designed to
discover what happens if... Scientists use it to sketch a map of the uncharted territory. Exploration
is associated with the frontier, with a sense of promise or opportunity. It is the limit between the

civilization and the unknown.

The second mechanism is Hypothesis Testing, designed to choose between alternative
explanations to confirm or rule out pre-established views. The most important thing is the test itself

rather than the findings.

We understand that Nonaka and Garvin models are not that different. In fact both explain how
knowledge is either accessed or created. Nonaka puts more emphasis on the use of implicit or
tacit knowledge, and the use of different mechanisms whenever it is necessary to create brand
new knowledge, while Garvin is more comprehensive, as it also refers to already existing explicit

knowledge.

For our research we will resort to Garvin’'s definition of: Intelligence, Experience and

Experimentation.



e Transformation of knowledge

Knowledge, experience, and expertise must be formalized, distributed, shared and applied in

order to transform knowledge into an organizational asset.

According to Beckman, this involves:

o Identification. Determining key skills, supply strategies, and areas of knowledge.

o Capture. Formalizing the existing knowledge.

o Selection. Emphasizing the relevance of knowledge, its value and its accuracy.

o Storage. Representing the corporate memory in repositories of knowledge, with several

knowledge schemes.

o Sharing. Distributing knowledge automatically among users based on their interests and

tasks. It contributes to the knowledge work of virtual teams.

o Application. Retrieving and using knowledge for making decisions, solving problems,

automation or support at work, help or training.

o Creation. Discovering new knowledge through research, experimentation, and creative
thinking.
o Sale. Developing and marketing new knowledge-based products and services.

From this list we will incorporate two elements into our variables: one related to the “process” that
encompass the first 7 elements, and one related to the final element, that is the sale, or its

equivalent, the final product or service.

e The Metaknowledge

We use this term to refer to the knowledge that we gain about knowledge management itself (in
the chart, KM stands for Knowledge Management). In each level there must be a person in charge

who is responsible for managing the knowledge developed by the level immediately below it.



Level 4 KM KM KM Knowledge Base I
Observations, insights,

Lessons learned

Level 3 KM KM Knowledge Base I
Observations, insights,
Lessons learned

Level 2 KM Knowledge Base I
Observations, insights,
Lessons learned
Level 1 Knowledge Base I

The following metrics are used as indicators of management results at each level:

o Level 1 Metrics. ROI, Productivity, Quality, Cycle Time.

o Level 2 Metrics. Knowledge transfer ratio, knowledge leaders/number of employees ratio,
Influence scope, Rate of ideas propagation, Effectiveness of ideas, Authority of ideas.

o Level 3 Metrics. Ratio of KM process improvement, knowledge managers/knowledge

workers Ratio, Effectiveness of KM group activities.

Although all these concepts are important for our research, we have no way to obtain such

information.

e Technology required to share knowledge

According to Tobin, the following is required: 1. Knowledge repository, database 2. Knowledge

sources directory 3. Learning sources directory and 4. Groupware.

According to Beckman, the following is required: 1. IT Architecture 2. IT Platform 3.
Communications 4. Interfaces 5. Data, information 6. Software, applications 7. User support.

e Support systems

They are organizational systems for customer support. To run them, you need: 1. Infrastructure. 2.

Control, monitoring, and coordination systems. 3. Browsing systems: person-computer interaction.



4. Systems to present and customize information. 5. Systems for knowledge capturing and
acquisition. 6. Consultancy staff and systems, assistance. 7. Instruction, help, training. 8. Learning

capacity. 9. Evaluation mechanisms. 10. Reference Systems.

e Centers of Expertise (COE)

Centers should be structured according to every knowledge area within the organization. Their
functions are: 1. Creating, investigating, improving knowledge. 2. Setting standards. 3. Relating
COEs. 4. Handling people, solving problems. 5. Training and developing consultants. 6. Providing

capable staff to handle projects and processes.

e Organizational aspects of knowledge management

The Centers of Expertise are responsible for: 1. Knowledge repository. 2. Knowledge transfer,
channel management. 3. Knowledge assets management. Portfolio valuation, trading and

definition. 4. Infrastructure development.

Different staff groups should be available: 1. Knowledge-oriented staff. Anyone who creates or
uses knowledge in their daily activities. 2. Knowledge management specialists (they may exist or
not and, in this case, they are more “de-structured”) to evaluate, select and organise knowledge in

the repositories. 3. Knowledge project managers. 4. Chief Knowledge Officer (CKO).

Corporate culture is a critical part, perhaps the most complex issue. Knowledge management fails
when the following is not achieved: 1. Staff confident and motivated in sharing knowledge. 2. A
system to reward knowledge sharing. 3. Innovation and risk-taking. 4. Cooperation and

organizational alignment.

Once again, although all these factors are important for our research, we have no way to access

to this information.



e Assessing Knowledge

Based on the previous framework and the limitations expressed above, we have created a
variable called Knowledge (K), that varies between 1 to 10, and is linked to 4 independent

variables:

o [, (Information) arises from the relationship between the Information and Experience in the
organization and the amount of Physical Assets (PA) that the business requires in order to
create value to the clients

We defined the following scope for this variable:

= 0 - 2: the company has an extremely limited access to client, and consequently the

information and experience it can generate is very poor.

= 3 -—4:the company has some access to client, and consequently the information and

experience it can generate is very limited.

= 5 - 6: the company has medium access to client, and consequently the information

and experience it can generate is reasonable

= 7 — 8: the company is a service company with direct access to client, and

consequently the information and experience it can generate is good

= 9 — 10: the company has a perfect access to the client, and consequently the

information and experience it can generate is excellent (Internet)

e E (Experimentation) arises from the ability of the company to invest in R&D and knowledge

against investing in physical assets, in order to create value to the clients.
We defined the following scope for this variable:

= 0 - 2: the company does not innovate at all.

= 3 -4:the company has very limited innovation.

= 5 —6:the company has a limited R&D effort and can innovate

= 7 — 8: the company is a laboratory, technology, software, consulting company, with
wider R&D



= 9 - 10: the company has a very wide R&D budget and the business is a high tech,
bio tech, consulting.

e P (Process) arises for the amount of knowledge against physical assets found in the value
chain, in the production process.

We defined the following scope for this variable:

= 0 - 3: the company has very heavy physical assets or large inventories or credits to

clients (steel, banks, etc).

» 4 — 6: the company has medium physical assets, inventories or credits to clients

(food processing).

= 7 - 10: the company has very low physical assets, inventories or credits to clients

(consulting firm).

e F (Final product or service) arises from the amount of knowledge against physical assets

that is incorporated in the final product.
We defined the following scope for this variable:

= 0 - 2: the final product or service is a commodity, a physical asset product with no

knowledge, no brand, no differentiation, no value added.
= 3 —4: the final product or service has low knowledge, low brand, low value added.

= 5 — 6: the final product or service has a medium level of knowledge, and medium
impact of brand and differentiation.

= 7 — 8: the final product or service has a high content of knowledge, but still some

physical assets exists, brand products.
= 9 -10: the final product or service is a knowledge product.
We defined, and this is arbitrary, that the K is equally composed of these 4 variables:

K=25%1+25%E + 25% P + 25% F



1.3.3.4. Variable 4. market power
1.3.34.1. Definition of a business segment market power

Microeconomics defines some Concentration Indicators that can be used to define the level of

market power, namely:

o Concentration Index: Rm = ¥ ai, where a is each company’s market share in terms of

turnover.
e Herfindahl Index: RH = X ai?,
e Entropy Index: Re = X ai In ai

Our approach is that market power cannot be restricted to a mere numerical factor; this is the

reason why we consider Porter’s Structural Analysis to be far more adequate and exhaustive.



1.3.3.4.2.  Porter’s Business Structure Analysis as a means to define the market power of

a business segment

Figure 35. Porter’s five forces
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Ouir first task is to redefine Porter’s diagram to evaluate the level of market power, as follows:



Figure 36. Porter five forces readapted to define the level of market power
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It does not include the suppliers, as the analysis focus on the relationship between competitors

and the clients.

Based on the above redefinition, we have built up a scale ranging 0-10 where 10 stands for
Perfect Monopoly or also referred to as the highest market power, and 0 stands for Perfect

Competition, that is, no market power.

1.3.3.4.3. Existing competitors in the business segment

The way the various structural factors interact will determine the extent to which competition will

be hard; in other words, market power may be ensured.



e A great number of competitors. Due attention was paid to this factor when concentration rates
were discussed. In fact, the number of competitors constitutes a key element in defining market

power; the fewer the competitors, the higher the market power.

e Collusion ability, or instead, ability of the business segment to avoid perfect competition and
price wars. This factor will be analyzed deeper later on. The likeability of the competitors to

collude is a critical factor in defining the market power. It depends on:

e Market maturity, when the competitors have been competing for some time, they might
have learned to avoid competition, maybe because they have already suffered some price
wars in the past and realized that they all loose

e Market atomization, as small competitors do not normally collude because for them a
small increase in their market share may mean a great increase in their sales. For instance,
if a company has 1% share, gaining an extra 1% may mean doubling their level of sales,

what may make this company aggressive in price

e Lack of information on competitors actions or infrequent interaction between competitors
complicates collusion. Collusion is in fact a reward-punishment agreement, and both
options are activated if there are triggering events. However lack of information makes it

impossible to activate either reward or punishment and collusion does not work.

e Fluctuating demand, especially fast demand growth blocks collusion, as no competitor
would lose to possibility to increase its market share in a peak of demand, therefore
collusion does not work. Sometimes the other extreme of steady falls of demand generate
pressures on the companies to grow and collusion agreements are broken. Generally
speaking, the rule is that predictable reasonable demand is the best road to avoid price

wars

o Different financial situation of players, especially troubled competitors do not collude,
because they have a higher cost of capital that force them to look at the short term instead
to a longer terms. Troubled companies are generally short term oriented and therefore tend

not to fulfill their agreements, and more biased to price wars

o Different cost structure of players, as low cost structure competitors prefer competition

as a way to eliminate competitors



o Supply limitation, as described by the Cournot Model, when supply outgrows demand,
competitors enjoy certain market power. Although this alternative is less attractive than a perfect

monopoly, or a collusion situation, the Cournot situation is better than the perfect competition.

o High fixed costs generated by R&D, new investments, recent advertising campaigns,
generate the need to have economies of scale, larger levels of sales to absorb the new fixed costs
incurred. Business sectors where companies have heavy fixed costs structures such as airlines
and telecommunication companies; the higher their fixed costs the stronger their competitive
aggressiveness. In addition, their cost accounting gives them the possibility to sell units that are
profitable under a marginal cost criteria. This type of companies will always have to struggle to
keep their market share through hard price competition and, consequently, market power will be

quite low.

o Switching costs. Because of loyalty mechanisms and technological or operating standards,
it is hard for customers to opt for other competitors. This makes a monopoly position even
stronger. High Switching costs increase market power. Switching costs is related to the concept of

Horizontal Differentiation.

o The Horizontal Differentiation is determined by products and services’ attributes that
produce more or less customer satisfaction depending on each consumer (colors, tastes,

position). Tastes are not good or bad, better or worse —they are particular to each customer.

There is yet a new concept: the consumer’s Cost of Transportation of the customer. It is the effort
that a consumer makes to become adapted to products: its features, location, quantity of available
info, etc. The linear city model demonstrates that the higher the cost of transportation for the
client, the higher the profitability for the suppliers. This interesting model explains why the new
economy, the dot-com companies are so unprofitable, as they move in business with very low

transportation cost.

Porter’'s switching costs are equivalent to Industrial Economics’ Cost of Transportation of the

clients.
There are several types of Horizontal Differentiation (sources of transportation cost):

e Geographical differentiation



Socioeconomic: tastes, ages, seX, education, jobs, fashions, sports, ... (sources of

transportation cost)

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

competition)
Perfect information (perfect competition)

Type of client / function: corporation, household, government, industries, size, ... (sources
of transportation cost)

They should be assessed to determine the market power. When customers perceive that a

specific company provides them with what they want, they will consider it to be unique which is

equivalent to holding a Monopoly position. Conversely, when business competitors cannot

succeed in emphasising their own distinctiveness, competitiveness will grow more relentless.

The Vertical Differentiation is different in that all clients agree that the more the better.

Examples are quality, reliability, durability. In this case the linear city model also demonstrates that

companies with equivalent level of vertical differentiation tend to price wars.

Elevated strategic interests imply the decision of the companies to remain in the business,

even losing money. Normally depends on two factors:

Long term interest in staying in the business, can lose money today but wants to stay
anyway. Such is the case of many new economy business that even knowing that they will

loose money, they want to survive until they become the only option

Portfolio of products, can lose money with one product but will continue because such
product is strategic for the other products for different reasons (growth, competitive, vision,

mission)

Companies having strategic interests over certain business activities will make every effort
to maintain their market share. This attitude will be reflected on a hard competitive

approach.

Strong exit barriers. Relentless, almost aggressive competition may also result from the

inability of companies to find a way out from unattractive, unprofitable business.



From this analysis we can conclude that market power, or aggressive Competitiveness, is not
merely a consequence of the number of competitors integrating a certain market sector or their

concentration, but the result of other factors which are not numerical.

1.3.3.4.4.  Substitute products

This factor is only applicable whenever substitute products are detected in the market. Companies
operating in a specific business sector must take the field and compete with other companies
producing substitute items at lower prices. This factor is related to Elasticity in the Demand
(please refer to next chapter: Competitive Strategy, for a further explanation). Non-elasticity in the
demand is closely related to market power, as is the case of essential public utilities. On the
contrary, high elasticity is often due to the existence of substitute products with relative prices
between a certain product and its substitute (for example: Coca-Cola and other beverages), which
make substitute products end up competing. This brings about a new competitor and promotes
Serious Competitiveness.

o Product / Service Inter-changeability. The more interchangeable the products and
services, the more likely they may be substituted and the more relentless the competitiveness.

o Products/Services performing identically. The more replaceable the products and
services, the more likely they may be substituted and the more relentless the competitiveness.

o High-margin Industries promote substitute products. Industries operating with high

margins give rise to substitute products.

1.3.3.4.5. New entrants

This situation is analyzed in depth in the Stackelberg model. First Mover Advantage allows
existing companies to restrict or prevent competition. Established firms can accumulate a
sufficient amount of “capital” in order to restrict the entrance of other firms, or make their entry

unprofitable.

Besides money, a firm’s capital may be:



experience, technology, high innovation efforts, capital requirements. Products or services
calling for significant investment efforts hinder the insertion of new competitors and make

business activities more monopolistic.

strengthen customers relations (do not leave any remainder demand to future newcomers
by promotions, consumption cards, mileage, long term agreements, cross selling, combos,
CRM). This raises switching costs (costs of adopting other suppliers). When costs of
adopting products or services from other suppliers are high, new competitors become
dissuaded to insert themselves in such market sector on such conditions. This makes

business more monopolistic.

generation of scale economies. Scale Economies. Products or services that have to rest on
scale economies to be profitable usually hinder the insertion of new competitors, make

protection barriers stronger and business activities more monopolistic.

access to distribution channels, exclusive franchising network. The lack of well established
distribution channels acts as a strong deterrent for potential competitors to insert

themselves in new market sectors, which results in highly monopolistic business activities.

strong differentiation, advertising, that strengthens “client transportation costs” (switching
costs). Products requiring great efforts to be distinctive make protection barriers stronger

and business activities more monopolistic.

cost disadvantages independent from Scale Economies. Companies set up in business for
a long time and, consequently, profiting from advantageous conditions on their costs hinder
new competitors from winning a share and turn business into highly monopolistic. This
factor gives room for aggressive low prices, discounts, predation. Business operating with

very low margins discourage potential competitors.

government policy. Regulations that favor local markets or certain types of business on

monopoly conditions.



1.3.3.4.6.  Suppliers integrating forward

On certain business activities, suppliers may be able to integrate forward or eventually by-pass
business itself. This is normally the case in the New Economy when an Electronic Trade channel
can be generated in order to skip over intermediaries. In any case, we must only analyze this

factor when supplier becomes a new competitor, using the above mentioned factors.

Customers’ Monopsony power. Customers carrying certain weight may pull strings to force a drop
in prices, demand a higher quality or increased services and get suppliers to compete with one

another. In other words, market power may become weaker if:

o Companies concentrate their sales on a single powerful customer, or a single customer

buys the bulk of companies’ turnover.

o Purchases represent a significant fraction of a Customer’s costs.

o Products are standard or non-distinct.

o Customers can switch suppliers at very low cost.

J Customers earn low profits.

o Customers pose high backward-integration risks.

o Products are not important for the Customers’ product quality.

o Customers have comprehensive information (demand, market prices, costs, etc)

2.1.1.1.1. Assessing market power

We assessed the MP of the 168 companies, based on the following factors. A high MP means a
10 in the scope, a low MP and consequently high competition means a 0. A 5 means a neutral

situation.
= EXisting competitors:
o Number of competitors (a low number of competitors means high MP)

o Market maturity (competitors that have been for a long time in the business might
have learned to avoid competition, high MP)



Market atomization (small competitors do not collude because can have a high gain
in sales by decreasing prices: low MP)

Lack of information about competitor moves and infrequent interaction (complicates

collusion, low MP)

Fluctuating demand (fast demand growth blocks collusion because competitors
prefer to gain sales and market share by reducing prices, lower MP)

Different financial situation of players (troubled competitors do not collude, as prefer

short term gains, low MP)

Different cost structure of players (low cost structure competitors prefer competition
by reducing prices, gaining extra economies of scales and eliminating competitors,
low MP)

Cournot (limit supply, high MP)

Fixed Costs (new investments, R&D, Advertising, Promotions generates the need to

have amortize the investments and economies of scale, low MP)

Horizontal differentiation (geographical differentiation, tastes, ages, fashions,

socioeconomic differences, increase the client’s transportation costs, high MP).

Multiple options and availability of products that reduce the transportation cost
(perfect competition, low MP)

Vertical differentiation (quality, durability, reliability as sources of MP creation, high
MP)

Strategic impact (certain products or business that are critical for companies future
cash flow and are bound to be defended, even loosing money in the short range, low
MP)

Exit barriers (the cost of exiting a business is assessed In companies strategic
decisions, accepting a low price as a better alternative than leaving the business,
low MP)

New entrants (Stackelberg Model)



o

(@]

experience, technology, high innovation efforts (as entry barriers, deter potential
entrants, high MP)

strengthen customers relations (do not leave any remainder demand to future
newcomers by promotions, consumption cards, mileage, long term agreements,

cross selling, combos, CRM, deter new entrants, high MP)

Business that requires scale economies (new entrants must accept loosing money
until they reach a certain economy of scale prefer to stay out of the business, high
MP)

channels, exclusive franchising network (complicate new entrants, high MP)

Horizontal differentiation, advertising, relationship (increase client transportation

costs, switching costs, demanding more effort from the potential entrant, high MP)
low prices, discounts, predation (deter potential entrants, high MP)

government policies (inhibit new entrants)

= Substitutes

o

Low MP implies the existence of substitutes, that for price reductions can transform

themselves in competitors (low MP)

= Clients

o

Companies concentrate their sales on a single powerful customer, or a single

customer buys the bulk of companies’ turnover (reduces MP).

Purchases represent a significant fraction of a Customer’s costs (reduces MP).
Products are standard or undifferentiated (reduces MP).

Customers can switch suppliers at very low cost (reduces MP).

Customers earn low profits (reduces MP).

Customers pose high backward-integration risks (reduces MP).

Products are not important for the Customers’ product quality (reduces MP).



o Customers have comprehensive information, demand, market prices, costs, etc.
(reduces MP)



2. Empirical Results
2.1. Hypothesis 1. Confirmed. Growth and Knowledge correlate.

The following graph shows such relationship:

Figure 37. Growth vs. Knowledge
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However the statistical correlation is rather limited:
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Figure 38. Growth vs. Knowledge

Coefficients Typical error T statistics Probability
Intercepcion (0.4004) 0.1769 (2.2631) 0.0250
Variable X 1 - K (0.8163) 0.1656 (4.9296) 0.0000
Variable X 2 - | 0.2821 0.0417 6.7594 0.0000
Variable X 3 - E 0.2018 0.0426 4.7423 0.0000
Variable X 4 - P 0.2652 0.0517 5.1334 0.0000
Variable X 5 - F 0.1839 0.0557 3.2983 0.0012

We may wonder what happens with the different components of the variable K, this is: I, E, P and

F. The answer is:



Figure 39. Growth vs. Knowledge
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The correlation is stronger if we consider Intelligence/Experience and Process Knowledge. Is
weaker for Experimentation and Final Products. In a way this is consistent with the theory and our

perception on the case of Telefonica.

Knowledge organizations seemed better prepared to grow, and this is more relevant than the
nature of the business (the final product being knowledge). In other words, there is no reason why
knowledge businesses such as consulting, pharmaceutical, software have a high levels of growth,
while there is clear that knowledge organizations should grow based on their ability to innovate,

become international, develop alliances. Skandia is the perfect example.

The low correlation between Growth and Knowledge based on Experimentation is also predicted

by the theory. Experimentation is risky, the probability of success of R&D is inversely proportional



to the number of competitors. Many R&D driven companies may not grow because the high level
of competition may turn such R&D efforts unsuccessful. In addition, monopolistic companies, with
high levels of R&D, may decide to use their market power to have higher returns, instead of using
this to grow. The next figure reconfirms such position, the higher the market power, the lower the
growth:

Figure 40. Growth vs. market power
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The conclusion is that, for knowledge organizations the correlations between Knowledge
and Growth is relevant, but it is not valid for knowledge businesses and for monopolistic

R&D driven companies.



2.2. Hypothesis 2. Confirmed. EVA and Knowledge are uncorrelated.

Appendix | contain the table showing the results of the assessment of K based on the previous
description, together with the average EVA for the period 1996-1998. The following graph shows

the relationship between the EVA and Knowledge K, according to that table.

Figure 41. Knowledge vs. EVA
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This chart shows a very poor correlation between economic value creation (EVA) and knowledge
creation (K). The reason for this is clearly explained by the theory. Many knowledge companies
have high market power and consequently have high EVAs. But many knowledge companies do
not have high market power: in fact, companies in the New Economy, most of them knowledge
companies, have extremely negative EVAs. This phenomena has already been explained above.



The relationship between EVA and knowledge cannot be separated from the market power. We

must then define the concept of market power (MP), and assess it for these companies.

The following chart reinforces this same conclusion:

Figure 42. Growth vs. EVA
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The conclusion is: Knowledge and EVA do not correlate because knowledge can help
these companies to create market power (positive EVA) or to turn the business segment

into perfect competition (negative EVA).



2.3. Hypothesis 3. Confirmed. EVA and market power Correlate.

Appendix | also shows the market power assessment for the sample companies. The relationship

between EVA and market power is very strong as the following graph shows:

Figure 43. market power vs. EVA
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This conclusion is very powerful for Strategic Management. As we discussed above, this
conclusion is predicted by the theory. Companies with high market power can charge higher

prices and consequently enjoy high margins and high EVAs.



2.4  Relationship between EVA, Knowledge and market power.

While we worked on these correlations we tried to find an all-encompassing correlation. While
doing so we found the most interesting one of all of them, the correlation between EVA,

Knowledge and market power in this graph.

Figure 44. EVA vs. Knowledge vs. market power
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This graph is extremely interesting because it shows that for different families of curves of market

power, the EVA and Knowledge show a very clear behavior.

For low market power curves (dark blue, MP = 2) the higher the K the lower the EVA, the curves
go from top-left to down-right. When the market power increases (brown, MP = 7) this behavior

turns to the opposite: the higher the Knowledge the higher the EVA, the trend lines become less



downward steeper at first, then become practically horizontal, and finally become from down-left to
top-right.

The explanation of this graph can be the following: when a company has a low level of market
power the profitability should be low. When the profitability is low, every effort to create knowledge
IS negative as it requires an investment effort that will not be recovered because of the low
profitability.

When market power increases, the company becomes profitable, and in that situation the

investment efforts make sense and help creating value.

We have already explained this phenomenon when we introduced the EVA equation. It is
important to realize that the two axes of the chart are the two dimensions of the EVA equation:
Growth and EVA.

The results are very powerful for the strategists: for certain levels of Knowledge, the higher the

market power the higher the EVA.

The following chart is also very interesting, as it shows the level of correlation for the different
curves of the previous graph. What is really surprising is the fact that the higher the level of market
power MP, the better the correlation (in terms of probability, and the closer to zero the “t”). We do

not find any explanation for these phenomena.

Figure 45. EVA vs. Knowledge vs. market power

Coefficients  Tipical Error  t statistics Probability
MP
2 (12.98) 2.11 (6.16) 0%
3 (3.42) 1.58 (2.16) 4%
4 (0.65) 0.55 (1.17) 25%
5 (0.37) 0.53 (0.71) 48%
6 (1.33) 6.29 (0.21) 83%
7 0.50 4.40 0.11 91%




This is extremely interesting as it provides a very sound statistical support to defend our model.

2.5 Value based strategic model that we created based on these correlations

In the following chart we present the final conclusions of all our research, in a stylized way:

Figure 46. EVA — Growth — Knowledge (K) — market power (MP)

Growth

The two axes show the two dimensions of the EVA equation: growth and EVA. The lines are
representative of the business’ level of market power (MP varies from 1: lowest market power, to
10: highest market power) and the amount of Knowledge (K varies from Low to High) that the
companies strive to create.

This research leads to the following interesting conclusions: knowledge drives the growth of the
company (vertical axis) while market power drives the profitability (EVA, horizontal axis).
Knowledge also drives the profitability, but only if the business has market power, otherwise it may
be counterproductive. Moving to the right of the chart requires increasing the level of market

power. Moving to the top and to the right requires increasing the level of knowledge.



Figure 47. Examples of companies
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For companies on the right of the chart, 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. This is exemplified in companies such

as Microsoft where more knowledge produces more profits.

However, for companies on the left of the chart, 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 a more perfect information which traduces into a more
perfect and transparent market, with price fall as the result. This is the problem of e-companies;
the perfect information and low transportation cost produces perfect competition: as a result,

prices are driven down.

We will show in the rest of this research the extraordinary use of this model.



Companies that operate in environments with Low market power (typically, commodities and
many e-businesses) have negative EVA. Companies with higher market power are placed at the
right of the chart and are able to create EVA. Companies with lower levels of knowledge show up

down in the chart, while those with larger knowledge and larger growth are higher.



3 Impact of this model. Stock value creation takes over business strategy
3.1 A value based strategic thinking

3.1.1 The View of the Stockholders, Investment Bankers and Corporate Directors. Which

businesses create stock value?

The main goal of stockholders, investment bankers and corporate directors is to ensure that all
business units create stock value. However the reality is that very few business units actually
create stock value. What is to be done in that case? How may one understand the drivers of stock
value creation for their businesses? How may one propose courses of action? When must one

invest or dis-invest in some business?

To understand the view of these people we have researched more than 1000 companies and

found a very strong pattern of behavior that is fully consistent with Edvinsson’s approach.

Figure 48. The EVA equation revisited by Edvinsson’s Intellectual Capital
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o Physical Capital businesses tend to have both low market power (commodities) and low
growth. Although knowledge is always desirable in any business the low level of growth and EVA
cannot justify large investments in knowledge. Investors normally pressure these companies to

move to the right of the chart, by internal restructuring, business consolidation, etc.

o Knowledge companies that grow a steadily but do not create Stock Value. Companies in
this sector (new economy companies) who also suffer perfect competition and low or negative
margins may not justify their needs of high investments based on the negative EVA. Justification
is based on their potential high growth, and on the belief that in the future their competition will
weaken (competitors cannot afford losses forever) and this will increase the level of market power,
eventually rendering the company to positive EVAs in the future. Both considerations tend to
attract speculative investors to these businesses since they accept the high risk but require high

yields in return.

o Knowledge companies. Business such as brand, consulting, successful monopolies have a
positive EVA and some also growth, therefore they have a justification for investing in Knowledge

to grow and increase their market power.

The results of this chart are striking for their impact on business strategy. According to it, some
companies can have certain ability to create stock value (either by a positive EVA or by growth),
while some companies cannot. This is somewhat structural: corporate directors should adapt their

expectation and decision making based on these results.

It is also very interesting in regard to economics, international politics and business ethics. The
economies of many emerging countries are based on commodity business, and therefore find
serious difficulties in growing, creating stock value and therefore appealing to international

investors.

3.1.2 A stock value creation strategic planning

Following De Witt and Meyer (De Wit, 1994) we will discuss how the EVA model synthesizes and
explains the different approaches to strategic planning: strategy as plan vs. strategy as pattern,
strategy as typology, strategy as portfolio and strategy as competition. Since we cannot explain

such theories here, we encourage the reader to read them in De Wit’s book.



3.1.2.1 Which alternative creates stock value? Strategy as Plan vs. Strategy as Pattern

What is the best approach to create stock value: should the strategy be defined at the top of the
organization (strategy as plan) or the strategy is created throughout the organization at every level
(strategy as pattern). If the Bounded Rationality approach that we mentioned in the beginning of
this research is true, then strategy as plan seems to be a very bad approach. Strategy as pattern
on the other side, resorts to all knowledge, experience and relationships available throughout the

organization, in the bounded rationality world is clearly the best method.

The EVA model strongly demonstrates the validity of this concept:

Figure 49. Strategy as Plan (low Intellectual Capital is created) vs. Strategy as Pattern

(Knowledge Organizations)
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3.1.2.2 Resources as an engine of future rent

We have already introduced the Resource View of the Firm, and demonstrated how this theory
was perfectioned by Edvinsson’s Intellectual Capital approach. Our model makes a perfect re-

framing of Edvinsson’s view in terms of EVA, growth and market power.

Figure 50. Strategy as Resources
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3.1.2.3 Impact of typologies on stock value creation
There are several famous models that relate the strategy to some business dimensions.

The Kotler model can be re-framed based on our model, showing the former’s limitations (does
not talk about growth, does not incorporate the market power to explain the reasons for such

behavior, as we will demonstrate later on this research).



Figure 51. Kotler Typology
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The Ansoff matrix is also limited in the opposite direction as the Kotler matrix: it only explains
some growth strategies, but does not relate them to the value creation, market power, and its

corporate strategy (greenfield, alliances or acquisitions) as we explained before:

Figure 52. Ansoff Typology
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Finally Miles and Snow model can be absorbed by our model. Once again it shows Miles and
Snow limitations, since they do not talk about market power or knowledge in their approach:

Figure 53. Miles and Snow Typology
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3.1.2.4  Strategic portfolio models and stock value creation
Several models were developed to classify portfolios of business.

The Boston Consulting matrix has a perfect correlation with our model. Our model however
provides stronger foundations in terms of what is behind the growth and market share: EVA,

knowledge and market power.



Figure 54. BCG Matrix
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The General Electric — McKinsey matrix leads to similar conclusions. Once again the framework of
EVA, knowledge and market power provide strong rationality.



Figure 55. GE — McKinsey Matrix
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3.1.2.5 Impact of competition on stock value creation

The final approach to strategy is based on the classical Michael Porter's Competitive Strategy. In
our view such approach is very limited. Porter strategies do not create long lasting good returns.
Both Low Cost and Differentiation are easily replicable by the competition leading to useless and
expensive wars on price and differentiation. Industrial Organization (I0 in the graph) propose
more efficient and profitable strategies as the chart shows. Once again our model provides a more
complete and profound explanation of competitive strategies. Later on we will expand on more

alternative competitive strategies.



Figure 56. Strategy as competition
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3.1.2.6 Impact of marketing strategies on stock value creation

Marketing strategies during the 80’s and 90’s have been heavily influenced by Porter’'s polar
approach: companies may have a low cost strategy or a high perceived value strategy, and
following this prescription they have guaranteed their passport to paradise. In different ways

strategists have followed this approach.

When we researched firms that followed such prescriptions we found that the low-cost-strategy-
firms have a negative EVA, and the high-perceived-value-strategy-firms have an EVA very close
to zero. How can Porter recommend strategies that have such poor stock value creation? What is

wrong here?

In the last decade a new approach emerged prompted by Industrial Economists: the only efficient
way to create EVA is to get away from perfect competition, or in other words, make markets

imperfect in terms of competition.

Marketing strategies must subordinate to this mandate. How? Theorists answer: by developing
resources, capabilities, skills, relationships, knowledge, that are unique, difficult to imitate, and

that allow them to systematically increase their market power.

Our model comes to their assistance.



Figure 57. Competitive Strategies based on the EVA equation and Industrial Organization
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This chart is extremely powerful for marketing managers. According to the position of each

business unit in each area of this chart in terms of EVA and growth, some marketing strategies

are naturally recommended.

The two areas at the left of the chart are related to the classical Porter-like low-cost-leadership

and high-perceived-value strategies. However we have expanded the concept much further based

on industrial economics prescriptions.



In perfect competition the recommended actions strive to reduce costs -cost efficiency, lean
manufacturing, and economies of scale- or to reduce the level of competition by acquiring
competitors or establish alliances with them. Perfect competition does not allow implementing
promotional strategies, as margins are already too low; perfect information is undesirable as it
makes competition more perfect and this reduces margins. Distribution strategies are limited to
push strategies and low level channel due to the low margins; logistics must be oriented to reduce

costs.

In monopolistic competition the marketing mix becomes critical. Product strategies such as
differentiation, positioning, innovation, branding and packaging must be implemented as they
allow creating some temporary level of market power. Chances are high that the competition will
imitate such actions, and in many cases the financial effort to develop such strategies can become
counterproductive. There is room to implement discriminatory pricing strategies such as linear and
non-linear pricing, bundling and tying (promos, combos, long term agreements), as these actions
are efficient due to some level of market power, and they boost profitability. Promotion strategies
such as pull, advertising and personal selling, and especially customer relationship marketing
become a powerful competitive weapon, as they reinforce and protect the relationship with the
client. Finally distribution strategies such as push actions, channels, logistics, supply chain

management produce efficiencies in costs and larger sales.

Collusion behavior and strategies can be implemented as analyzed by industrial economics
(we will not explain all the theory here), but such “cartel type” behavior and strategies are
extremely powerful and produce very high margins. It is interesting that many times we discovered
business sectors that have surprisingly high margins: when the competitive structure of the sector
is analyzed it is quite frequent to find collusive behaviors. Collusion can be implemented on prices,
innovation, differentiation, advertising and limit supply. Consolidation and imperfect information

also facilitate collusive behavior.

Monopoly Strategies are the set of strategies that produce the highest EVA. Most of such
strategies are oriented to develop unique resources that cannot be easily imitated by the
competitors. Such resources can be: experience, technology, innovation, high capital investments;

the creation of unique relationships with the clients or with the channels blocking the access of



new competitors; the increase of scale economies that allows the use of predatory pricing;
predatory differentiation and advertising, that makes competition too expensive; government

policy to protect a specific business segment.

The following factors, based on industrial organization, provide a very powerful way to analyze
which strategies are the most suitable for a company according to the competitive scenario.

The first group of factors helps to define if Perfect Competition Strategy or Monopolistic

Competition Strategy is the preferred (the two areas at the left of the chart):

Number of competitors [many competitors => low MP]

e High fixed costs [business with high percentage of fixed costs => low MP]

e Switching costs [business with switching costs => high MP]

e Horizontal differentiation [business with horizontal differentiation attributes => high MP]

o Vertical differentiation [business with vertical differentiation attributes => high MP]

The second group of factors helps to analyze whether Collusion strategies are viable (the next
area at the right of the chart):

e Market maturity [high maturity of the competitors => high MP]
e Market atomization [small competitors => low MP]

e Lack of information on competitors’ actions or infrequent interaction [good information about

competitors’ actions, prices, investments => high collusion ability, high MP]
¢ Fluctuating demand [sales grows fast => low collusion ability, low MP]

o Different financial situation of players [competitors with financial difficulties => low prices, low
MP]

e Different cost structure of players [competitors with lower cost structure => low collusion ability
=> low MP]

¢ Number of competitors [low number of competitors => high MP]



e Limit Supply [if it is possible that competitors limit supply => high prices, high MP]

The third group of factors helps to analyze whether Perfect Monopoly strategies are viable (the
area at the right of the chart):

e Experience, technology, high innovation efforts, capital requirements [sustain the monopoly]

e Strengthen customers relations, do not leave any remainder demand to future newcomers

[sustain the monopoly]
e Existence of scale economies [sustain the monopoly]
e Ability to block distribution channels [sustain the monopoly]

e Strong differentiation, advertising, that strengthens “client transportation costs” [sustain the

monopoly]
e Low prices or cost [sustain the monopoly]

e Government protection [sustain the monopoly]



3.1.2.7

Types of organizations and stock value creation

The graph below incorporates into the Model the organizational strategy.

Figure 58. Human Resources Strategies
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The organizational strategy is fully dependent on the marketing strategy. When low cost and
efficiency become key success factors, the organization needs to become Mechanistic. In these
organizations authority is centralized; there is tight control, low overhead, close supervision, little
employee empowerment. Organizations tend to be vertical with specialized tasks, strict hierarchy,

many rules, vertical communication and reporting systems, few teams, few task forces or

integrators, centralized decision making.

However the other three strategies require developing higher levels of organizational knowledge.

Monopolistic competition strategies (such as differentiation) require that companies know their




clients in order to satisfy them, and understand the competition in order to outperform it. Collusion
strategies require knowing the competition to collude. Monopoly strategies require learning how to
develop specific unique resources. According to Daft, (2001) this learning orientation requires an
Organic approach, flexible organizations, fluid, decentralized structures, strong capability in
research. They tend to be horizontal organizations, designed for learning, with shared tasks,
empowerment, relaxed hierarchy, few rules, good horizontal communication, many teams and

task forces, decentralized decision making.

3.1.2.8 Operations, information technology and stock value creation

Both the marketing and the organizational strategies have a direct impact in technology and

operations management.

Low cost strategies drive some specific operations strategies such as Lean Manufacturing and
Just in Time. Monopolistic competition, collusion and monopoly strategies require different
operations and IT support: either to promote organizational knowledge (e.g.: electronic libraries,
information repositories, information filters and organizers, data warehousing, data mining, group
ware, internal and external networks, knowledge directories and maps), differentiation (e.g.: ERP,
TQM, SCM, CIM), innovation (e.g.: project management, CAD, CAM), reinforcing customer
relationships (e.g.: CRM).



Figure 59. Operations and IT Strategies
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3.1.2.9 Financial investment and stock value creation

How can our Model help security analysts and investment bankers make decisions regarding
stock investments?

Figure 60. Investment Attractiveness
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This chart shows the attractiveness dimension. Stock value can be created fueled by the growth of
its operations (vertical graph dimension) or by a positive EVA (horizontal graph dimension).
Therefore, the area at the top right of the chart is the most attractive. The top left area has large

growth potential and therefore has a speculative appeal.



Figure 61. Investment Risks
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This chart shows the risk dimension. At the right of the chart the concept of MVA becomes central.
MVA (Market Value Added = net present value of all future EVAS) is the difference between the
market value of the stock and its book value. When MVA is large the downside risk is also large,
that is, changes in expectations of the performance of the business and on the discount rate may
turn down the market value of the stock. In this regard stocks placed at the right of the chart have

a large downside risk. However large market power may protect them from such downside risk.

In the upper areas of the chart the risk is related to the speculation of the future growth of the
market value of the firm. Downside risk can be high, especially at the top left that there is no
market power to protect, and in many cases companies may have low book values (especially

Internet businesses).



This analysis is very powerful as it provides financial analysts a simple and fast bridge to business
strategy.

The view of the financial managers needs to consider the view of the investment banks and stock
investors that we have just presented, as the former will provide the funds for the firms and will
therefore establish the conditions for that funding.

What happens when companies placed in the left quadrant of the chart need equity financing for
their new projects? Should companies which find themselves unable to move to the right on the
graph quote in the stock exchanges? In most cases they should not fund their future projects on
the public stock markets as they may suffer a penalty through low value of their shares. This
expensive financing puts a ceiling on the financing of their growth. They will have to self-finance
their equity needs by generating their own funds, implying their growth potential is limited to their

ability to self-finance.

In an aggregate way, this is the problem of developing countries in which companies are placed in
the left quadrant of the graph; they do not get financing for the growth of their companies, thereby

reducing the total GDP growth of the whole economy.

3.1.2.10 Impact of stock value creation on business ethics

It is interesting to realize how pervasive the impact of the stock value creation drive is. This
framework demonstrates that practically every area of the firm is aligned with this need. Since
professional investors such as institutional investors select the stocks that have the highest yields,
the pressure on the firms to produce such yields is very great.

The need to create such a high yield can have a perfect match with Utilitarianism, but other ethical
approaches such as the ethics of rights, the ethics of justice, the ethics of care are plagued

contradict this need.

The ethics of virtues is in clear conflict with this need to create stock value since the former puts a
lot of emphasis in making balanced, moderated, just, prudent decisions and the latter is not

balanced, moderated, just or prudent.



Figure 62. Ethical Conflicts of Stock Value, market power, and Knowledge Creation
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3.2 Avalue based financial and strategic analysis, planning and control

We have extensively applied the ideas of this dissertation to several cohorts of students of
Strategic Management, Business Policy, with excellent results. The students not only learned fast
complex subjects, but also very fast they got involved into sophisticated strategic discussions that
would have been unthinkable without the help of this model.

It also proved to be a powerful way to introduce students from other courses such as International
Business, Organization Theory, Entrepreneurship, Business Consulting, into a sound Strategic
Management thinking. After only one short introductory class students are required to use this
model with real companies, based on stock market available information, and create their own
strategies for such companies. The results are extraordinary as students with very low level of
education get to understand and link Financial Investment with Strategic Management concepts,

producing realistic strategies.

3.2.1 The stock value creation need

The main goal of a business manager is to create value. Although the discussion of what do we
mean by value can be complex, we will limit our goal to the need to create shareholder value. The
reason for this is that, since we live in a capitalist world, any business project will have a need to
be economically feasible, it means that it will require some funding, that in the vast majority of the
cases will have to be returned. Even in a hospital, or a highway, funding is required, and whoever
provides the funds (the community, tax payers), will require that the project produce some

economic benefits.

3.2.2 Value Based Management. The EVA

Once this goal is accepted, the next is to introduce the EVA equation. In the courses of Business
Policy | dedicate a lot of time to it, on the others | do not do it.



The flow of ideas was already explained on the Literature Review. It requires to present the EVA
equation, show the two main drivers: growth and EVA, show the results of the research, that is,

what are the typical companies in each quadrant.
This leads, as shown on the Literature Review, to the following guidelines:

e The need to introduce the concept of Intellectual Capital, as the ultimate expression of the
Resource View of the Firm. The companies with high EVA and growth are unique because

they have inimitable resources, specifically Intellectual Capital (knowledge and relationships).
e The need to analyze Growth Strategies, as the way to grow
e The need to create market power, as the way to have a positive EVA

What is interesting is to reinforce the strong connection between these 3 guidelines, and

something that for the students is very sound and visible, such as the need to create stock value.

3.2.3 Stock value creation and intellectual capital

This item was discussed in the Introduction, in the Goals and in the Literature Review. It leads to

the following discussions.
e How should the companies organize themselves in order to create Intellectual Capital

This topic opens the discussion of mechanistic versus organic organizations, vertical versus
horizontal organizations. We already explained the Bounded Rationality approach, and how this

leads to the organic/horizontal organizations.
e What management processes should be followed in order to create Intellectual Capital?

Knowledge Management then must be introduced, Nonaka and Garvin, different mechanisms to
resort to tacit, implicit and explicit knowledge, by way of intelligence, experience and

experimentation.

The key stakeholders must be identified, and so does the key mechanisms to collect information.
The final step is to realize that the company therefore has collected information from different

sources.



| have not expanded on these concepts as they were already explained before on this
dissertation. However, | will expand on the next ones, as they were not explained so far.

e What should the company do with such information?

It introduces to the different ways to analyze information throughout the organization, in order to
identify business opportunities and threats, generate different scenarios and strategies. On the
next items we will summarize several organizational mechanisms oriented to do this throughout
the organization, that is, using the organizational knowledge. It requires the use of workshops,

debates, in order to get to the final opportunities and threats.

3.2.4 The growth dimension. Stock value creation and scenario analysis

Starting from the basis that a company’s main goal is to create value, and that the value of a
company depends on its future operations, that is to say, that the company can create EVA in the
future, the first thing we should do is to determine if there are future business opportunities, or

business threats, if the business may grow and be attractive in the future.

From the point of view of Knowledge Management, the first task of an intelligent being, whether a
person or a company, is to filter, and classify the bulk of information that received and organize it
in a way that will allow for knowledge development. Once the information has been arranged, it is

possible to analyze, plan, and control using that information.



Figure 63. Link between Knowledge Management and the Opportunities and Threats Map
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In a way, and specially because companies have to make the most of the alternatives provided by
the Knowledge Revolution (Digital or Information Revolution), companies must aim at the smartest
way of management, that is, to use all the resources available. Knowledge companies have to
profit from the knowledge that is generated throughout the company, i.e., the knowledge
developed by production, sales, maintenance, etc., and store it in databases, available to all, in
systems, and in management models, such as CRM, so as to assist customers automatically via
WEB, etc.

Then, how can we describe the knowledge creation process, especially at the first stage of

Scenario analysis?

In the module on Knowledge Management, we learnt that the modern company seeks to profit
from all the information it receives, whether it be experience the source of knowledge, or

experimentation, when the information is not available yet.



Basically, it is like putting up a theater stage, the trees, the mountains: the macroeconomic,
regulatory, technological and political environments appear on stage; then, the different actors
show up: the stakeholders, the future stakeholders, the customers, the employees, the suppliers,
the distributors, the banks, the competitors. All of the elements that make up the environment

where the company will operate.
What for? Why should we start by doing this?

First: because it is necessary to reduce the level of uncertainty when facing the future. What are
the chances that the events emerging from the scenarios will actually take place? And what
impact will they have on the company? This is the raw material to define the Threats and

Opportunities.

There is a second byproduct, arising from the competitive scenario which allows us to infer if the
business will be attractive in the future. There is a third sub product, which results from analyzing
the competitive scenario in greater detail, by carefully looking at the different competitors,
including our own company. By looking at the competitive situation of our company vis-a-vis the
competition, we can see our rivals’ strengths and weaknesses. We will focus on this when we go

deeper into the subject of competitive scenarios.

In short, what we will see in this module is how to arrange that bulk of information in order to
develop knowledge, classify the information generated throughout the company, and determine
the threats and opportunities of the business, how attractive it may be, and its strengths and

weaknesses before competitors.

As regards the creation of value, the future is the basis for all value creation. That is, the stock
value depends on the future. Then, it is important that the first analysis, planning and strategic
control effort is aimed at arranging and classifying the information about the future. This is what

we call Scenario analysis, and what we will see next.



3.2.4.1 The growth dimension of the EVA model. Identifying Opportunities and Threats.

Ten Scenario Analysis Schools

The goal of this block is to prove that the different methodologies developed to analyze future
scenarios have certain common patterns, and based on that, we will try to relate the approaches
by means of two topics dealt with in this work: Creation of Value and Knowledge Management.

There are several methodologies for Scenario analysis. | will base on the book by Gill Ringland,
Scenario planning, to outline them. Gill Ringland has done a great job in summarizing the most

well known schools dealing with Scenario analysis techniques.

Some of them are based on matrixes, others on Mapping techniques, computerized simulation,

result analysis, Brainstorming, and others use a bit of everything.

Let us see, then, a summary of these schools, and then we will try to see what we can extract and

learn from them.

The ten schools are: 1. Batelle’s BASICS, 2. Comprehensive Situation Mapping (CSM), 3.
Computer-Driven Simulations (STRAT X), 4. The Copenhagen Institute for future studies, 5. The
European Commission, 6. The French School, 7. The Futures Group, 8. Global business Network,
9. NCRI. The Future Mapping Method, 10. SRI.

e Matrix-based Schools
e Battelle’s BASICS
It uses a computer-based method, a cross-impact model to derive probable scenarios.

BASICS (Battelle Scenario Inputs to Corporate Strategy)was created in 1908. It is based on a
cross-impact model of the RAND and the University of Southern California, with a computational

algorithm from Battelle, Geneva.
The inputs used are as follows:
o Definition of descriptor states: events

o Probability of occurrence of the descriptor states



o Cross-impact matrix

The process is carried out in computers. The computing procedure consists in:

o Initializing descriptor states
o Turning values of cross-impact indexes into coefficients
o Adjusting the probabilities of descriptor states with the ratios

So the Outputs are:

o Simulation results arranged by type of scenario
o Frequency of occurrence of each descriptor state
o Initial states arranged by type of scenario

e The French School

The French School's approach is based on an extension of cross-impact techniques. Like the
BASICS approach, it uses a cross-impact probabilities system. It uses several software

applications, including MICMAC (Matrice d'Impacts Croises Multiplications a un Classement).

It allows for interactions of a higher order among the variables (4™ or 5" order); it allows these

interactions to be seen.

Phase 1. Building a database. The internal and external variables of the company and its
environment are studied. They are interrelated to the MICMAC, crossed impacts. The actors, their

goals, problems, means of action, positioning and strategies are also identified.
Phase 2. Scanning the range of possibilities to reduce the level of uncertainty.

Once the variables have been identified, and the actors along with their strategies have been
analyzed, the future possibilities must be listed: continuity of trends, new trends, or the end of

trends. Then, we should break down the subject into its components, and study possible



recombinations to generate a large number of scenarios. By using a software application (SMIC),
the different possibilities of each scenarios can be seen.

Phase 3. Description of the transition from the present situation to the scenarios defined.

e Schools based on Mapping Techniques.
e Comprehensive Situation Mapping (CSM)

This is a computer-based method. It starts from concepts (Cognitive mapping) and develops into
computational simulations, with probabilities. It includes systems dynamics and intelligent
systems; it doesn’t seek the relationship between every variable, it studies the system as a whole.

Actors can manipulate drivers. It is a bridge between strategic thinking and computing models.

e NCRI. The future mapping method.
It was developed by North-eastern Consulting Resources Inc, 1984, Boston.

This is a Future Mapping methodology based on a finite set of events and final states aimed at

developing market strategies. It is a reaction to the complex methods.

It is based on two premises:

o The future is contingent on the actions of several participants
o In most businesses, the struggle to add competitive advantages will bring about structural
changes

It uses two tools:

o Endstates. These are “photos” of an industry within 3-4 years, written on different sheets of

paper, created by NCRI analysts and the customer.



o Events. These are specific, concrete and observable manifestations of a key trend or issue.
One should be able to say whether it happens or not. All trends can be broken down into actual

events.

Future mapping is focused on specific events, which provide the basis for the decisions

executives have to make.

Method

The series of endstates and related events can lead us to different topics: geopolitics, business

area, company, new products, and even functions.

The process starts by creating 4 or 5 endstates and 150-200 events. During a workshop with
managerial staff, probable and improbable issues are discussed. They are fixed on a wall in
chronological order.

In the second stage, different teams are assigned to every endstate: they seek for the logic
between the events and the endstates. Events are arranged by “topics”, and logical paths are

created among these topics that may lead to the endstate.

e Brainstorming-based Schools
e The European Commission
It developed a technology called “Shaping Factor”, which is an adaptation of the Delphi Oracle.

The future is not written, and it cannot even be projected. Nevertheless, the process of thinking
about the future and exploring the implications of future alternatives proves enriching and allows
to start shaping policies. The future can also be influenced: this attitude of “shaping” the future is

the starting point of the Commission’s Forward Studies Unit.

The “what if’ question is essential for the human being and the company to survive. The Delphi
Method (Delphi Oracle) for prospective studies does not provide accurate answers. It is based on
guestionnaires generated by anonymous experts, in a cyclic process, until consensus is reached
on the different topics. It is a Japanese method for their technological programs (Japanese

National Institute for Science and Technology Policy).



The Forward Studies Unit, Shaping Factors - Shaping Actors Method does not use

guestionnaires; it is less formal and more adaptable.

The first phase of the method consists in defining the list of the shaping Factors. The concept of
Shaping Factors is ambiguous; it can even involve feelings, perceptions. These are long-term
structural factors, either socio-economic, socio-political, or cultural, that actually influence the

future. They can include unexpected external shocks or breaks with previous trends.

The second phase involves the definition of the Shaping Actors (political, economic, cultural,
(persons, groups, companies, etc.) that will interact and influence the Shaping Factors. This
makes the future less determinist. They can be “environmental makers” rather “environmental
takers”. Therefore, the very process of change, and the pace, can be influenced by these leaders.

At this stage, the links between the actors and the factors should also be defined.

This method is considered “quick and dirty”. Speed, though inaccurate, is valued by policy makers
who use this method. The key of the method lies in selecting the experts (just a few) that will
contribute their expertise.

e Analysis-based Schools
e The Futures Group

It uses trend impact analysis. It comes from the Alternative Scenarios for the Defence Industry
after 1995. The Futures Group, is a consulting firm based in Connecticut.

1. Preparation

A. The focus must be defined, as well as the limits of the effort, the topic, the area (technological,

social, etc.), the horizon, and relevant indicators (market growth rate, competition, etc.)
B. Draw driving forces in a chart
2. Development
A. Build a “Scenario space”. Present possible scenarios.
B. Choose the alternative worlds to be described.

C. Prepare contingent scenario forecasts.



3. Reporting and usage.
A. Documentation. Charts and narratives.

B. Contrasting the implications of the different alternative worlds. Objectives, emerging actions.

e The Copenhagen Institute for Future Studies

It is a non-profit organization that develops scenarios related to social issues. It was founded in
1970 by the Danish Finance Ministry, along with some companies (3M Denmark) and
organizations. They sought to enable people to be on the lookout for new ideas and trends. “The

future Game” seeks training for creativity through talks and debates.

e The Global Business Network

It profits from Shell's and SRI’s contribution in the development of methods capable of generating
scenarios in a creative way. It was born out of the merging of Peter Schwartz and Jay Ogilvy (SRI
Values and Lifestyles Program).

Rather than a consultancy firm, California-based GBN sought to become a network for the
exchange of opinions and perceptions among customers. This had been done before by Shell’s

Arie de Geus, together with Volvo and ATT.

There are workshops conducted for participants to analyze the future of various topics such as

biology, music, chemistry, and of course, business.

This is the checklist from The Art of the Long View, by Peter Schwartz.
1. Identifying the topic or key decision

2. Key forces in the local environment

3. Driving forces

4. Ranking by relevance or uncertainty

5. Choosing the scenario logic



6. Fleshing out the scenarios
7. Implications

8. Choosing the leading indicators and signposts

e SRI

It develops focused scenarios as a basis for strategy and decision-making. Along with Shell and
General Electric, SRI started developing strategic planning scenarios in the sixties and seventies.
There is a lot of interaction between the consultant and the customer, and it serves as a basis for

workshops.

This is a flexible method. It does not require a computer, and it is based on management needs. It
uses the logic of the work team, which is the one that actually does the job. It is the result of

people’s brain, with all the good and bad things it involves.

Steps 1 and 2 have to do with considering strategic decisions and the factors to be analyzed.
They are not macro factors, that take place outside the company. The starting point is the specific
problem.

Then, trends, events, uncertainties which are relevant in terms of decision-making are analyzed.
Step 6 goes back to this topic. Step 3 deals with the analysis of environmental forces, at two
levels: on the one hand, the ones affecting the business and the market, and the company as
well, and on the other hand, the widest, macro economic, social, political forces, etc. This must
result in an analysis of the impact and relevance of the different forces.

Step 4. Development of the Scenario Logic. It is the heart of the process. It establishes the
structure of scenarios. The logic is discussed by everyone: where is the world heading to, for

example, to free trade or protectionism?

Steps 5 and 6. Using the actions in step 4, describe the scenarios in detail to identify the
implications of strategic decisions, and to be able to evaluate strategic choices: risks and benefits
of strategies, with an explanation a couple of pages long, differences between scenarios,

descriptive charts and quantitative elements.



Visioning the future

Once the 4 scenarios have been described, the next step is to give detailed information about

every scenario in a chart, including the most relevant micro forces and macro drivers.

Preparing for the Future

The team worked in a workshop for a week, one day on each scenario, and on the 5" day, they

discussed the points of agreement and disagreement of each scenario.

They rounded up the workshop by summarizing the topics that must be included in the work map

of future decision-making:

1. Review every scenario, with excitement, realism, taking every topic presented as your own.
2. Evaluate the implications of each scenario and the effects on decision-making.
3. Identify the best strategy, threats and opportunities: “if we can predict the future with

certainty, and prove this scenario will evolve the way we have foreseen, then we should...”
4, Evaluate the impact of the scenarios on company goals.
5. Develop an action program portfolio.

The most important thing, however, was the process rather than the conclusions.

e Simulation-based Schools
e Computer-driven Simulations (STRAT X)

This is a computing tool developed for decision-making in 1984 at the INSEAD, and previously in
Stanford and Wharton. It is used for what-if questions. These are robust models, mainly based on
marketing; they can be used by different groups, simulating different companies, a certain number

of periods of time.

In order to make decisions, several analyses have to be done:

. Market (market size, growth rate, products, prices, positioning, segment’s performance.)



o Competitive analysis (market share, brand equity, company initiatives, sales force and

advertising expenses, income, R&D expenses)
o Environment analysis (GNP, FX, interest rates)
o Financial analysis (income, costs, etc.)

The work is divided into two stages, the construction of the MARKSTRAT-based model and

workshops with company’s staff, simulating the different business variables to see who wins.

Synthesis of the ten schools: methodologies for the detection of threats and opportunities.

The following chart summarizes the techniques used by the different schools.

Figure 64. Different methodologies followed by the different Scenario Analysis Schools

Matrixes Mapping Simulat . Results  Brainst. Analysis Mixed

Battelle ’s BASICS 0

Compr . Situation Mapping (CSM) 0

Computer - driven simul . (STRAT) 0

The Copenhagen Institute 0

The European Commission 0

The French School 0 0 0
The futures group 0 0
Global Business Network 0 0 0
NCRI. The Future Mapping 0

SRI 0 0 0 0
Breakpoints 0 0

All of these schools have certain logic in common:

o Input. All of them gather information about what is happening and what people think is

going to happen.



They all seek to reduce the level of uncertainty caused by what the company thinks it is going to

happen.
J Process. Overall, it involves:
¢ |dentifying the problem: defining the scope, focused or wide
e |solating social, political, environmental driving forces that influences the business
e Building scenarios, creating multiple stories based on the scope and the driving forces
e Exploring implications, analyzing these implications’ future significance

e Each school contributes its own information arrangement process, matrixes, mapping,

brainstorming, analysis.
e Outputs. They are as follows:
e Stories, depictions of future environments, within a range of possible alternatives
e Final states, qualitative elements
¢ Analysis, subjective interpretation

The scenarios thus created are the Output: favorable scenario, unfavorable scenario,

technological scenario, non-technological scenario.

The chart below summarizes the conceptual approaches of these schools:



Figure 65. Commonalities on the methodologies used by the different schools
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By means of the different processes suggested by schools, what we should do is to define and
classify events, in order to define the impact and the probability of occurrence, and eventually see

the kind of actions that they are likely to produce.

These data produce graphs such as the following:



Figure 66. The Opportunities and Threats Map as the final product of the different Scenario

Analysis Schools

s
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+5 opportunities

0 Probability 10

In some cases, more extensive, complex and creative work is needed in order to move from
events to scenarios, to be able to consolidate events, and to define the impact and the probability
of occurrence of the scenarios. This is a difficult task as it involves the consolidation of events with
the different impacts and their probability of occurrence. To achieve that, the techniques described

above are very useful: brainstorming, Delphi Oracle, matrixes, mapping, simulations, etc.

On the top right hand are the threats, and at the bottom right, the opportunities, both for events
and final scenarios.

This way, we are able to reach consensus on what the company sees as threats and
opportunities.



Conclusion number one: if our goal is to develop knowledge, for the company to make the most
out of the information generated, using scenario analysis techniques is essential if we are to

transform information into company knowledge.

Conclusion number two: Also, we have created a mechanism to be able to define the central
issues that exert influence on the value of a company: Can future scenarios generate threats and
opportunities which will have an impact on the creation of economic value in the future? Starting
from there, there are two mechanisms: the first one is to detect the events that support financial
projections, which will provide the value of the company; the second one is to define whether the

future scenarios will allow the company to create economic value or not.

Conclusion number three: these techniques are of paramount importance to build the vision of the

business, and to detect business opportunities, a subject we will deal with later on.

We see, then, that the use of these methodologies is a critical element in Strategic Management,

Knowledge Management, and Value Management.

3.2.4.2 Conclusions. How to create stock value through scenario analysis

The aim of this work is to find a first way for companies to create Economic Value, by taking

advantage of future scenarios, benefiting from opportunities, forecasting and managing threats.

The important thing is that we have been able to create a number of methodological tools to
classify the information and detect possible ways for the creation of Economic Value, or to detect
the absence of different ways for creating value, or else, detect potential realities that may lead to

the destruction of value.

This means that we have also achieved our initial goal, i.e., building a bridge between the Strategy

and the Creation of Economic Value.

In many cases, after having classified and analyzed the information, we get to the conclusion that
some companies do not have a favorable scenario or outlook and, as a consequence, they are

not viable.

Nevertheless, we have been able to develop a methodology to create knowledge, as these tools

allow us to benefit from the information provided by all the staff, by the company as a whole.



Information is captured through prioritization, filtering and discussions, which are the raw material
to create a business taking into account its threats and opportunities.

These tools are extremely valuable because they allow us to turn information into something

useful: the creation of value and the development of knowledge.

In summary, these Scenario Analysis Techniques help to develop Intellectual Capital
(organizational knowledge), as well as Stock Value (through growth by way of business

opportunities and threats).

3.2.5 The EVA dimension. Scenario analysis techniques to assess the level of market

power

3.25.1 The EVA dimension. Use of segmentation to isolate business segments with

different levels of market power

Prior to the analysis of the competitive scenario, we must decide what business segment is going
to be analyzed. Following Kotler, we must analyze both the:

Consumer markets:

e What product or service

e Geographic: Region, City or metro area, density, climate, mountain/valley

e Demographic: age, family size, family life cycle, gender, income, occupation, education,
religion, race, generation, nationality, social class

e Psychographic: lifestyle (sports, culture, outdoor oriented), personality

e Behavioral: occasions (regular or special), benefits (quality, service,economy, speed), user
status (non-user, ex-user, potential user, first time user, regular user), usage rate (light,
medium, heavy), loyalty status (none, medium, strong, absolute), readiness stage(unaware,
aware, interested, desirous, intending to buy), attitude toward product (enthusiastic,

positive, indifferent, negative, hostile)

... as well as the Business Markets:

e What product or service



e Demographic. Industry, company size, location

e Operating variables. Technology, user/non-user status, customer needs

e Purchasing approaches. Purchasing organization is centralized/decentralized, Power (who
rules?: engineers, finance, sales managers), nature of existing relationship, general
purchase policies (leasing, service contracts, sealed bidding), purchasing criteria (seeking
quality, service, price)

e Situational factors. Urgency,, specific application, size of order

e Personal characteristics. Buyer-seller similarities (same values?), attitudes toward risk,

loyalty

3.25.2 The EVA dimension. Assessing the level of market power of the company

The Economic Analysis provides a series of economic Models that assist in identifying the right
balance for companies to operate while making the highest profits. This balance is stated in terms
of Quantities and Prices.

Figure 67. Income, costs and profits in terms of the volume of sales q

Income, Costs, Profits, $/year
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As the graph shows, the highest profit ©t is obtained when the derivative of the profits in relation to

sales q equals zero:

m(q)=1(q)-C(a)

dn (g) / dg = 0 implies: MI(q) = MC (q), that is, the right balance or the highest profit is met where

the Marginal Income equals the Marginal Cost.

Balance in case of Monopoly.

Demand curve: p+q=M

Profit: = (@) =pg-cq=(p-c)g=(M-q-c)q

for maximisation, we’ll calculate the derivative of = in relation to q, and then we’ll equate to zero

dn/dg=M-c-29=0

the highest profit is: n={1/2(M-c)}?2
when: g=1/2(M-c)
p=12 (M +c)

Balance in case of Duopoly.

Demand curve: n=M-ql-qg2

Profit: n1(ql,92)=(p-c)gl=(M-c-qgl-qg2)ql
n2(ql,02)=(p-c)g2=(M-c-ql-02)q2

for maximisation, we’ll calculate the derivative of n with respect to q1 and g2 and we’ll equate to

zero
dn/dgl=M-c-2091-292=0

gl=1/2(M-c-92) and g2 =1/2 (M - c - gql) where both curves intersect.



highest profit: n={1/3 (M - ¢)}? for each
when: g =1/3 (M - c) for each, and
2/3 (M - c) for the total

p=13M+2/3c

Balance in case of Oligopoly.

Demand curve: n=M-01-092-Q93-04-........ gn

Profit:

n1(9l,92,..gn)=(M-c-gl-9g2-...gqn)ql

for maximisation, we’ll calculate the derivative of =l with respect to q1 and we’ll equate to zero
highest profit: n=n/(n+1)2 (M -c)? for each

when: g=n/(n+l) (M - c) for the total

p=1(n+l)M+n/(ntl)c

Balance in case of Perfect Competition.

Demand curve: p+gq=M where p is a constant

Profit: n(q) =pg-cqg=(p-c)q

for maximisation, we’ll calculate the derivative of © with regard to q and we’ll equate to zero
dn/dg=p-c=0

highest profit: n=0

Total output: g=M-c



Summary

The following chart shows a synthesis of the right balance for the various competitive structures. It

is quite clear that the highest profitability rates can be obtained on Monopoly conditions.

Figure 68. Volume, prices and margins in terms of the number of competitors
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3.25.3 The EVA dimension. Definition of a business segment market power

The means by which Monopoly Power may be assessed is through the use of an indicator
showing the extent of Monopoly Power (or perhaps, its counterpart, the perfect Competition). In

Micro-economy, there are a number of business Concentration Indicators, namely:

o Concentration Index: Rm = X ai, where a is each company’s market share in terms of

turnover.
e Herfindahl Index: Ru= ¥ ai?,
e Entropy Index: Re= X ailn ai

Our approach is that Monopoly Power cannot be restricted to a mere numerical factor; this is the

reason why we consider Porter’s Structural Analysis to be far more adequate and exhaustive.



However we have improved Porter’s analysis based on Industrial Economics models, as follows.

3.25.4 The EVA model as a framework to assess the level of market power

Figure 69. Competitive Strategies based on the EVA equation and Industrial Organization
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In order to be able to use this model during a workshop (either at the university or within a
company) and to generate a discussion, we need to incorporate numbers. This facilitates the
communication, so that a large number of students or employees can contribute with their own

tacit, implicit and explicit knowledge.



The question that must be proposed to the students or employees is: what is the level of market
power that the firm has.

Using numbers such as:
» 3. highest level of market power, equals to a perfect Monopoly scenario
» 2: medium level of market power, equals to a Monopolistic Competition scenario

» 1. lowest level of market power, equals to a Perfect Competition scenario

A first group of factors helps to define if it is a Perfect Competition or Monopolistic

Competition scenario (the two areas at the left of the chart):
e Number of competitors [many competitors => low MP]
e High fixed costs [business with high percentage of fixed costs => low MP]

Fixed costs generate the need of large sales, and tough competition. In addition marginal costs

fall allowing a tougher competition in price.
Fixed costs are typical in the New Economy. They are generated by
e new investments
e R&D
e commercial campaigns
e Switching costs [business with switching costs => high MP]
e Horizontal differentiation [business with horizontal differentiation attributes => high MP]

The Horizontal Differentiation is determined by products and services’ attributes that produce
more or less customer satisfaction depending on each consumer (colors, tastes, position). Tastes

are not good or bad, better or worse —they are particular to each customer.

There is yet a new concept: the consumer’s Cost of Transportation. It is the effort that a consumer
makes to become adapted to products: its features, location, quantity of available info, etc. What

kind of factors impact on such transportation costs:

e Geographical differentiation (sources of transportation cost).



e Socioeconomic: tastes, ages, sex, education, jobs, fashions, sports, ... (sources of

transportation cost)

e Multiple options and availability of products that reduce the transportation cost (perfect

competition)
e Perfect information (perfect competition)

e Type of client / function: corporation, household, government, industries, size, ... (sources

of transportation cost)
e Vertical differentiation [business with vertical differentiation attributes => high MP]

On the Vertical Differentiation, clients agree that the more the better. It refers to attributes such as:

quality, reliability and durability

e Strategic impact.

It refers of the economic impact of staying in the business, even losing money. It depends on

factors such as:
e Long term interest in staying in the business, can lose money today but will stay anyway

e Portfolio of products, can lose money with one product but will continue because it is

strategic for different reasons (growth, competitive, vision, mission)
e High exit barriers

If the company has high exit barriers, may decide to continue in the business, even loosing

money.

The second group of factors helps to analyze whether it is a Collusive scenario (the next area at
the right of the chart):

¢ If two contenders have an asymmetry in their cost structure c1 < c¢2, the one with lesser costs

will be tempted to compete with prices and collusion will be difficult.



e Companies with poorer financial situation, with higher WACCs will tend to want immediate

results and to initiate price wars and collusion will be difficult.

e Limited horizon. If the end of the agreement is near, there is an incentive to break the
agreement, because the punishment may not have any effect at all, and therefore collusion will
be difficult.

e Contact in multiple markets. When two companies compete in multiple markets, and one of
them does not fulfil his obligations in one of the markets, there may be a reaction of one of the
competitors in the rest of the markets, with a more severe punishment than the one that results
from not keeping his end of the deal. In such cases collusion will be difficult

e Market maturity [high maturity of the competitors => high MP]
e Market atomization [small competitors => low MP]

e Lack of information on competitors’ actions or infrequent interaction [good information about

competitors’ actions, prices, investments => high collusion ability, high MP]
e Fluctuating demand [sales grows fast => low collusion ability, low MP]

When the demand fluctuates during periods of high demand, there is a strong temptation of
lowering prices, especially if there is a belief that prices will drop anyway, since if this were the

case, the punishment for breaking the agreement will be insignificant in relation to the profit.

Collusion is impossible to sustain if there is uncertainty about future demand. That is why wars of
prices happen when there is a boom in the demand. In these cases, the level of collusion is
reduced, as for instance is the case of dotcoms. According to Rotenberg, it is not exactly a war of

prices since the prices are in fact increasing.

In short, not only a drop in prices can trigger a price war, but also the excess of demand with a

possible future drop may do so too.
¢ Number of competitors [low number of competitors => high MP]

e Limit Supply [if it is possible that competitors limit supply => high prices, high MP]



The third group of factors helps to analyze whether it is a Perfect Monopoly scenario (the area at
the right of the chart).

Industrial Economics explains a Perfect Monopoly in the following way. A company in a
monopolistic situation has the advantage of being the first. A first mover advantage allows existing

companies to restrict or prevent competition.

Established firms can accumulate a sufficient amount of capital in order to restrict the entrance of

other firms, or make their entry unprofitable.
Besides money, a firm’s capital may be:

e experience, technology, high innovation efforts, capital requirements. Products or services
calling for significant investment efforts hinder the insertion of new competitors and make

business activities more monopolistic.

e strengthen customers relations (do not leave any remainder demand to future newcomers by
promotions, consumption cards, mileage, long term agreements, cross selling, combos, CRM).
This raises switching costs (costs of adopting other suppliers). When costs of adopting
products or services from other suppliers are high, new competitors become dissuaded to
insert themselves in such market sector on such conditions. This makes business more

monopolistic.

e generation of scale economies. Scale Economies. Products or services that have to rest on
scale economies to be profitable usually hinder the insertion of new competitors, make

protection barriers stronger and business activities more monopolistic.

e exclusive franchising network (increases the entry costs for the potential newcomer: preempt

strategy).
e strategic spot in the products’ space (preempt strategy).

e access to distribution channels, exclusive franchising network. The lack of well established
distribution channels acts as a strong deterrent for potential competitors to insert themselves in

new market sectors, which results in highly monopolistic business activities.



e strong differentiation, advertising, that strengthens “client transportation costs” (switching
costs). Products requiring great efforts to be distinctive make protection barriers stronger and

business activities more monopolistic.

e cost disadvantages independent from Scale Economies. Companies set up in business for a
long time and, consequently, profiting from advantageous conditions on their costs hinder new
competitors from winning a share and turn business into highly monopolistic. This factor gives
room for aggressive low prices, discounts, predation. Business operating with very low margins

discourage potential competitors.

e government policy. Regulations that favour local markets or certain types of business on

monopoly conditions.

3.2.5.5 Impact of strengths and weaknesses on the stock value

What we have done in the previous block is a Porter 5 forces analysis of the complete business

segment, improved with the assistance of Industrial Economics.

Although such analysis is extremely powerful, as predicted by Porter, in many cases may not be
enough, because the framework used does not allow to discriminate on the different actions or
resources that the companies deploy. In such cases we may need to make a cases by case

analysis.

We have developed a model based on Porter's Value Chain, as described in his book:

Competitive Advantage.

To this aim, we shall rest on Porter’s, McKinsey’s and the IMD’s approach from the Value chain

called Business System which we have further improved.

| had the chance to learn the original concept of Business System at the IMD’s Program for

Executive Development.



Figure 70. Porter. From Competitive Structure to Competitive Advantage
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In his book entitled Competitive Strategy, Porter proposes a methodology to analyze how
challenging a business segment may be. We used this methodology in the previous chapter to go
deeper into the concept of Monopoly Power, the foundations on which Business Challenge in

terms of creating value shall be defined.

However, according to the IMD, a particular company would not be able to find out whether its
business activities are challenging enough because this methodology can only be used to detect

engagement in the whole market sector.

This is the reason why Porter takes a step forward in his book Competitive Advantage. He
proposes the use of two new tools to disintegrate two elements that are determinant for customers
when opting for a specific supplier: the Value Perceived by customers and the Price they will

finally pay.



Based on this principle, some customers will pay high prices for products which mean a high
Perceived Value to them, and some others will opt for a lower value and pay lower prices

consequently.

Value Perceived by customers

Which are the attributes impacting on the Value Perceived by Customers?: Image, (R&D) Product,
Packaging, Quality, Service - Logistics, Geographical Expansion, Assistance, apart from the

remaining attributes inherent to each customer’s preference, such as flavours, colours, etc.

Costs for customers
How are costs for customers determined?

Price, Time, Energy, Psychology, Risks, Structure of Costs, Product Standardisation, Volumes,

Integration, Subcontracting.

In practice, price is the only factor applicable to the model, because the other factors are

somewhat considered in the Value Perceived by customers.

e The Value chain

Two tools created by Porter to determine the key factors for success on the areas described

above — Perceived Value and Costs — are the Value chain and the Chain of Costs.



Figure 71. The Value Chain
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A company carries out a series of activities to design, produce, market, deliver and support its
product.

The Value chain is a means to breakdown a company into its strategically outstanding activities
with the aim of understanding its behaviour in terms of COSTS and its potential sources of HIGH
PERCEIVED VALUE (values to be perceived by customers).

The Value chain seeks to identify sources of Competitive Advantages.



Figure 72. The Value Chain according to Porter
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1. Main Activities
o Logistics of materials: reception, storage, inventory control, etc.
o Operations: material conversion into the end product.
o Logistics of the end product: storage and distribution.
o Marketing and Sales: advertising, promotion, sales power, channels, price.
o Service: fitting, maintenance, training, etc.
2. Supporting Activities.
Procurement, Technology, Human Resources and Facilities (planning, finance, accounting, etc.)

A company differs from its competitors when its products are unique and appraised by its
customers. This distinctiveness may allow these companies to establish a small overprice or

benefit from other factors such as their customers’ loyalty.

Distinctiveness can only be analysed by breakdown and using the Value chain. Any activity

involved in the Value chain can be subject to distinction.

Distinctiveness may also be present when companies carry out a wide range of activities focused
on their customers. The extent of activities they can perform may allow them to achieve a series of

distinguishing factors such as: the capacity to meet their customers’ needs anywhere, provide



simplified maintenance because all products are covered, arrange a single spot for customers to
go shopping and contract services, and give superior product compatibility. Distinctiveness can

also be reached downstream of activities: channels are a powerful source of differentiation.

The Value chain provides a powerful tool to analyse costs systematically because it breaks them
down to their minutes expression, then focuses on each of them and how they impact on the

company’s strategy and finally incorporates them into the Tree of Value.

The key point here is to associate costs and assets with value generating activities. As a second
step, the cost structure of competitors must be compared in order to understand their

weaknesses, strengths and competitive advantages.

Unfortunately, the Value chain alone will not help to understand the market sector in deep or
identify how successful it may be. These two elements will be revealed with Business System and

its Key Success Factors.

e The Business System
Business System is an essential tool to:
o learn whether success may be possible vis-a-vis the competitors.

o have a comprehensive knowledge of business before Vision, Mission, Goals and

Strategies are defined.
o learn whether customers will be more satisfied with us than with our competitors.
o confirm where we are heading for compared to our competitors’ destination.
o define Key Skills and Strategic Initiatives.

In short, Business System is a means to compare our Value chain to that one of our competitors
which is, to some degree, what customers do when making decisions; they compare Perceived

Values versus Costs.



Figure 72. The Business System
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e Plain Business System.



Figure 73. A simple Business System of a bank
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e Business System showing a Key Success Factor appraisal

We would like to go a step forward by appraising the various attributes or key success factors on a

1 — 10 scale table.

This rating has a big advantage because we can identify at a glance those areas in which the

company is in a good position to compete.

Let us take a look at an example developed by a group of students.



Figure 74. Business System with appraisal of key success factors
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If we move the information of this table onto a graph, as shown below, we will be able to see the

weaknesses, strengths and competitive positions of all the companies sharing the same market
sector.



Figure 75. The Strengths and Weaknesses chart
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As shown here, by using Business System we could shape Porter’s Positioning Chart — Perceived
Value versus Price. In fact, we could establish a successful connecting passage from Economic
Value (in this case, a preliminary indicator, that is price) to Value Perceived by Customers, closely
related to Monopoly Power as explained above.

e Business System with weighted attributes to obtain a better map of the Positioning

We must introduce a critical change, however: customers expect companies to meet their
expectations which are expressed in terms of Attributes. So, instead of using the uppermost line
for the supplier areas, we shall place Attributes expected by customers. Secondly, Attributes in the
Value chain are appraised differently; therefore, we will rate them according to surveys carried out

on customers’ perceptions.

The next example comes from the INSEAD case: P&O, and concentrates in the definition of the

attributes demanded by the clients:



Figure 76. The Business System with attributes
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The next step is to weighted each attribute, by way of surveys. The next step is to identify the key

success factors and assess the perceive value for the clients.



Figure 77. The Business System with appraised weighted attributes
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Carnival 8 7 9 8 6 8 5 4 9 7.5 900
Royal Caribbean 7 7 6 7 6 8 6 8 7 6.8 700
Norwegian 9 10 10 10 9 9 8 9 10 9.5 1,300

The following is an example developed by a group of students.



Figure 78. A complete Business System

Quality Taste Brand Image Packaging geographical Innovation Health Total
expansion
Weighting 15% 15% 25% 15% 5% 10% 15%
Coca Cola 8 10 10 10 10 8 3 8.45
(Coca Cola) .
Faieet 8 9 9 9 8 8 3 7.8
(Pepsi Cola)
Philip Morris
(Tang) 8 7 8 7 3 3 8 6.95
Carrefour
5 4 3 3 3 2 3 3.35
Danone
(Villavicencio) 8 8 9 8 3 5 10 8
(Ades)
8 7 8 3 3 7 10 7.05
Mastellone 8 s s 3 3 . n 25
(La Serenisima)
Quilmes
(Quilmes) 8 9 10 8 3 7 1 7.25
Average Value
Price Perceived
(Ades) 130 8.45
Quilmes 130 7.25
Coca Cola 100 8.45
Pepsi Cola 90 7.8
Danone 90 8
Mastellone 90 7.2
Philip Morris 50 6.95

Carrefour 50 3.35



Figure 79. The Strengths and Weaknesses chart
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e How useful is the Business System to analyze Strengths and Weaknesses.

Business System has been subject to a series of adjustments intended to attain a good map of the

positioning.

However, as this methodology has proven to be very valuable, we have used it in Scenario
Planning to define strengths and weaknesses. In fact, the concept of competitive weaknesses and
strengths crops up from the analysis of several factors: what customers expect in terms of
weighted attributes and price versus what suppliers actually offer in terms of key factors for

SUucCcCess.

Obviously, this map of positioning is more conceptual, analytical, and perhaps, not quite a
mathematical tool to determine prices, but there is no doubt that it is conceptually valuable to

determine strengths and weaknesses.



From the viewpoint of managing knowledge, on the other hand, Business System allows to profit

from the experience of the entire company, with an enormous power of integration and synthesis.

Regarding its relationship with the creation of value for the shareholder, we must remember that
Business System originates in Porter's concept of Perceived Value which is equivalent to the
concept of Monopoly Power already explained and which, in turn, has been connected with the

creation of Economic Value.

In other words, we have achieved our initial Goal once again, we have laid out a connection line

from the Company Strategy to the creation of Economic Value.

3.25.6 Conclusions of the EVA dimension. The value chain, the business system, the

strengths and weaknesses to analyze stock value creation

Like in the Module on Growth, the aim of this work is to detect sources for the creation of
Economic Value and based on the possibilities that future scenarios may bring, on information
about Monopoly Power in the entire business sector, and on the identification of weaknesses and
strengths of every company involved in the competitive struggle, then manage to anticipate

whether a certain business activity will be challenging enough.

Conclusions drawn for Growth and Scenario Planning Modules are also valid here, particularly as
regards the arrangement of a set of tools devised for the analysis of economic value creation and

knowledge management.

Both Porter’'s approach and Business System seek profitability maximisation as a preliminary step
to value creation, hence value management. They also help to gather information from the various
areas of the company, arrange it, sort it out, and display all focal points that are essential in any

management process; that is, the most suitable tool for management of knowledge.



3.2.6 Strategies
3.2.6.1 The growth dimension. Growth Strategies

Our previous analysis of Opportunities and Threats is the raw material to identify Growth

Strategies.

For some reason most of modern Strategic Management is oriented to competition, and little is
said about growth. In our view, managers do not have a good all-including framework to analyze
growth strategies. McKinsey developed an interesting framework to classify the different initiatives
called “Staircases to Growth”. Each line opens different dimensions of strategy that represent
ways to grow, such as International Strategy, Innovation Strategies (new businesses, new

products, new ways to deliver) and new Marketing Strategies oriented to increase penetration.

Figure 80. McKinsey’s Seven Staircases to Growth
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| have reformulated this chart splitting in two dimensions: Business Strategies on the vertical

dimension, and Corporate Strategies on the horizontal dimension. The action “Acquisitions” from

the McKinsey’s Seven Staircases now becomes part of the Corporate Strategies.

This approach enriches the analysis: every single action can be deployed by the company, or else

by a partner, or by way of acquiring another company.

New Business
Geographic
Expansion

Innovation in the
Value Chain

Innovation in products

and services

New clients

(increase Market Share)

Maximization of
current clients

Figure 81. Growth Strategies
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e Do Growth Strategies create EVA?

This is a critical aspect: we have already seen that investing in new projects can be detrimental. If

the projects have a negative EVA, the higher the investment, the worse the value destruction.

What is then the best alternative? Grow by Greenfield, Acquisitions or Alliances?



Once again Industrial Economics provides an interesting framework to understand this critical

guestion.

On one side alliances produce economies, savings as the ones illustrated on the next graph:

Figure 82. Benefits of alliances
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But on the other side they generate “Transaction Costs”, this is, opportunistic behavior on the
partners that can eliminate the economies described above. Such opportunistic behavior can be
reduced by way of contracts, but it is not always possible to be fully eliminated, because of factors
such as bounded rationality, difficulties specifying or measuring performance, or asymmetric

information.



This framework is very powerful to define Growth Strategies, because it helps identifying
the growth dimension of the EVA equation (or the lack of them), but it also addresses the
discussion about Intellectual Capital in terms of its “relationship” dimension.
Relationships can be positive or negative, as long as they may generate economies, but
also transaction costs. This is an aspect that for the theorists of Intellectual Capital and for

business managers and analysts is crucial.

3.2.6.2 The EVA dimension. Competitive strategies and industrial economics

Our previous analysis of the competitive scenario introduces what are the recommended
strategies according to each competitive scenario. The next three charts summarize such

approach:

Figure 83. Competitive strategies under Perfect and Monopolistic Competition
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In perfect competition the recommended actions strive to reduce costs -cost efficiency, lean
manufacturing, and economies of scale- or to reduce the level of competition by acquiring
competitors or establish alliances with them. Perfect competition does not allow implementing
promotional strategies, as margins are already too low; perfect information is undesirable as it
makes competition more perfect and this reduces margins. Distribution strategies are limited to
push strategies and low level channel due to the low margins; logistics must be oriented to reduce

costs.

In monopolistic competition the marketing mix becomes critical. Product strategies such as
differentiation, positioning, innovation, branding and packaging must be implemented as they
allow creating some temporary level of market power. Chances are high that the competition will
imitate such actions, and in many cases the financial effort to develop such strategies can become
counterproductive. There is room to implement discriminatory pricing strategies such as linear and
non-linear pricing, bundling and tying (promos, combos, long term agreements), as these actions
are efficient due to some level of market power, and they boost profitability. Promotion strategies
such as pull, advertising and personal selling, and especially customer relationship marketing
become a powerful competitive weapon, as they reinforce and protect the relationship with the
client. Finally distribution strategies such as push actions, channels, logistics, supply chain

management produce efficiencies in costs and larger sales.



Figure 84. Competitive strategies under Oligopolistic Competition
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Collusion behavior and strategies can be implemented as analyzed by industrial economics
(we will not explain all the theory here), but such “cartel type” behavior and strategies are
extremely powerful and produce very high margins. It is interesting that many times we discovered
business sectors that have surprisingly high margins: when the competitive structure of the sector
is analyzed it is quite frequent to find collusive behaviors. Collusion can be implemented on prices,
innovation, differentiation, advertising and limit supply. Consolidation and imperfect information

also facilitate collusive behavior.



Figure 85. Competitive strategies under Monopolistic Competition
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Monopoly Strategies are the set of strategies that produce the highest EVA. Most of such
strategies are oriented to develop unigue resources that cannot be easily imitated by the
competitors. Such resources can be: experience, technology, innovation, high capital investments;
the creation of unique relationships with the clients or with the channels blocking the access of
new competitors; the increase of scale economies that allows the use of predatory pricing;
predatory differentiation and advertising, that makes competition too expensive; government

policy to protect a specific business segment.

The use is extremely powerful, as they address the two dimensions that we discuss in this
dissertation. On one side the level of market power that is strongly correlated with the EVA.
On the other the ability to create unique inimitable resources (Intellectual Capital), such as
the ones described in the Stackelberg model, that makes the company success
sustainable. The Stackelberg model’s definition of Capital is identical to the concept of

Intellectual Capital.



3.2.7 Strategic Planning and Control. The agency theory. Stock value creation

In the previous modules the management of the company has performed a series of analyzes,

that allow them to identify potential strategies (Growth, Competitive and Corporate Strategies).

They are now at the final stage, where the managers raise their Strategic Plan to the
Shareholders, in order to start making decisions.

The Strategic Plan incorporates three elements:
® The goals for next period

® The actions, the necessary resources and the investment levels required, to carry out such

goals.

® The expected results, with their corresponding indicators.

According to Edvinsson, such goals, actions and results must consider five dimensions: financial,
customer, human resources, processes and growth. Edvinsson calls the last four dimensions: the

Intellectual Capital of the company, different from the financial capital.

Setting them correctly is the key for the whole organization to work coordinately, to communicate

properly, to be able to able to learn.

Such goals, actions and results will be the basis for the future follow up and control of the
business evolution. In this sense, this is the most critical and serious task in order to secure the

success of a company.

But there is a second explanation for the need of the Strategic Plan, based on economic concept
of the Agency Theory.

The shareholders are the legal owners of the company as they provide its capital. The principal
(shareholders) delegate their decision-making and authority to the agent (management). The
problem arises when agents and principals have different goals, especially when agents pursue
goals that are not in the best interests of their principals.

The main way to reduce this problem is by way of contracts: the Strategic Plan is such a contract.



The Strategic Plan is a contract that contains all the goals, actions and results that the
shareholders expect the management of the company to implement. The Strategic Plan is
built on the basis of the analysis and strategies performed above, which were driven by the
need to create stock value for the shareholders. The Strategic Plan incorporates both the
Physical Capital (called here financial perspective) and Intellectual Capital (called here the

customer, human resources, processes and growth perspectives) dimensions.



Conclusions. Significance of dissertation and contributions to knowledge

The dissertation started with one main research question: How can a firm create stock
value? This led to the introduction of the EVA, a financial model that is merely descriptive, with
the insight that stock value is created by growing and developing EVA. The descriptive-only
restriction of EVA triggered creation of a database of 168 companies. Their analysis resulted in a
general answer to this question by identifying empirically the drivers of growth and EVA:

knowledge is the main driver of growth, while monopoly power is the main driver of EVA.

In order to draw this conclusion two sub-questions had to be analyzed. The first question is,
What is the connection between stock value creation and the nature of the business? The
research shows a connection between two key dimensions of the businesses and stock value
creation. Businesses that both create knowledge (a key internal environment dimension) and have
monopoly power (a key external environment dimension) can both grow and develop EVA.
Businesses that neither create knowledge nor have monopoly power can neither grow nor develop
EVA. Businesses that create knowledge but do not have monopoly power can grow but do not
create EVA. The dissertation provides examples of each type. Importantly, this work leads to a
classification and standardization of businesses characteristics, and their relationship to stock
value creation, expressed in terms of the two main components: growth and EVA . The benefit of
these results for financial theory and practice is in predicting the behavior of different businesses
in terms of their ability to create stock value by way of growth and EVA. This has an extraordinary

value: financial analysts can know in advance what to expect for their investments.

It is clear that Telefonica, like many businesses (especially in emerging countries) faces a
significant problem—the conjoint lack of intellectual capital and market power. Consequently the
ability of such firms to create stock value through EVA and grow is small. This is instructive for the
economic and political sciences, explaining why some businesses and countries create

knowledge, grow, and consequently receive foreign investments, while others do not.

Even more important is the realization that the economies of many emerging countries have
little intellectual capital, and consequently their growth ability is small. Worse, their economies
produce commodities or physical assets goods with low market power. Consequently their EVA is

small, so that few sources of capital will be interested in investing in them, requiring them to rely



almost exclusively on speculative capital. This is instructive for the economic and political
sciences, explaining why some countries create knowledge, grow and receive foreign investment,

while others do not.

The second question is, What type of strategies allow firms to create stock value? To answer
this question, the dissertation scanned most existing strategic thinking (strategy as planning
theories, strategy as typology theories, strategy as portfolio theories, strategy as competition
theories, marketing strategies, human resources strategies, operations and information strategies,

and business ethics), and re-explained it in stock value creation terms. Associated results

include:

o the identification of the strategic drivers of growth and EVA

o the link between business strategies and the ability of businesses to create stock value

o the creation, assessment and implementation of a series of variables such as “knowledge”

and “market power”

. the creation of a universal model with criteria for financial investment and business
strategy thinking that may unify and integrate existing business strategies with firms’ ability to

grow and develop EVA

o the development of a thorough Value Based Management framework, that is, how a
company should be managed in order to create stock value

In the same way that Industrial Economics produced a revolution in the business strategy
thinking, the introduction of financial modeling into business strategy provides analytical tools and
critical thinking for business strategy. 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. Financial and business managers can learn complex
concepts quickly, allowing them to develop appropriate strategies. The model accomplishes this
by organizing and facilitating strategic and financial analysis and planning and control. A crucial

innovation in the model is the development of new variables that enable the creation of a common



language that fosters communication throughout the company. Such communication encourages

critical thinking and reinforces rationality in organizations.

What financial literature currently calls Value Based Management is in fact a value based
financial analysis framework, but it does not provide business recommendations. This dissertation
creates a completely new Value Based Management framework, with practical recommendations
on how to develop the strategic thinking of a firm based on the need to create stock value. The
model shows several ethical conflicts among the different stakeholders: if all modern business
strategy is so strongly linked to the need to create stock value, increase the monopoly power, and
create large amounts of knowledge, then it is very difficult to have a fair business world: virtues

require moderation, prudence, and justice are in conflict with such stock value imperative.

Limitations

Since the core of this research is the assessment of conceptual variables such as Knowledge and
market power, their measurement is a critical limitation. The most critical limitation of this analysis
is the fact that the market power should be assessed for each specific business segment. For
instance, in the Telefonica case, the following chart shows the different levels of market power for

the different business units.



Figure 85. Different business segments have different levels of market power
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For the case of Microsoft, alternatively, the Operating System and Microsoft Office business
segments have 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. Thus, defining average market power

for the whole company is rather complex, though extremely common.
Other difficulties include:

o Subjective factors, such as quality, reliability, perception on client, other psychological or

sociological factors, are difficult to measure

o 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

o It is not always easy to find comprehensive information about the companies. In this
dissertation, the author has relied on available sources. Businesses attempting to put this model
into practice must generate reliable data from multiple sources, as discussed the module on

knowledge management



o It is not simple to find financial information for the same time frame in which conceptual
information is available. In this research, the author used Stern Stewart, year 2000 version, for the

EVA and growth, while the conceptual information is mostly from 2001-2002.

o 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.

o 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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Appendix 1.

Summary of the database developed
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Toys "R" Us Apparel £ Retail /£ Distribution © -1.8 % 40 7 3 3 3 2 34 2133 30 5.0
Office Depot Apparel £ Retail / Distribution 1.2 20% 40 7 3 3 3 4 38 38 33 30 5.0
McDonald's Apparel £ Retail / Distribution 1.3 9% 40 7 3 3 3 B 38 40 41 20 5.0
Wyal-Mart Stores | Apparel / Retail / Distribution . 26 B% 40 7 3 3 3 2 44 43 54 30 5.0
Tricon Global Apparel f Retail / Distribution - 1.6 | -14% 45 7 5 3 3 4 38 39 41 20 5.0
Burlington Industries | Apparel £ Retail / Distribution | -2.0 1% 58 7 g 3 ] 3 39 3143 30 5.0
Tandy Apparel f Retail / Distribution |~ -2.1 A 70T a 5 a 4 38 40 33 30 5.0
General Motors Autos G40 2% 43 6 5 2 4 4 44 40 54 30 5.0
Ford Motor Autos 42 | -10% 43 8 5 2 4 4 44 40/54 30 50
Harley-Davidson Autos g.0 22% 43 B 5 2 4 4 44 40 54 30 5.0
Lear Autos 54 | 24% 50 B 7 2 5 5 65 46|54 70 50
Millennium Chemicals B2 -23% B0 S g8 5 g 2 41 25]39 50 5.0
Rohrn & Haas Chemicals 02 2% B0 = g8 5 g 2 41 25(39 50 5.0
Dow Chemical Chemicals 1.1 1% B0 5 g8 5 g 3 41 26/(39 50 5.0
PSIrMet Computers 439 126% 55 10| 3 4 5 2 38 24|27 50 5.0

Dell Cormputer Computers 1818 20% B3 7 7 5 B B 41 33 33 50 5.0
MEMC Electronic Computers 137 29% B5 B 9 5 ] 4 134 41 29 30 36
At Home Computers -358 338% BB 10 | S 7 5 2 028 20021 20 50
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Appendix 2.

Samples of two of the company files (out of 168

companies)



