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Introduction

This paper is the culmination of the paper presented in Atlanta, in 2002. In that occasion we demonstrated
the correlation between the organizational knowledge of firms, the monopoly power of a business
segment, and its ability to create stock value (EVA and growth).

This paper strives to generate a conceptual model, which can be used to integrate the different business
strategy disciplines. Twenty years ago Michael Porter produced a famous synthesis of Competitive
Strategy by providing his five Forces framework, which was thoroughly used by both the corporate and
academic worlds. This module intends to present a framework useful to strategic management, marketing,
operations, human resources and financial management, for both practitioners and academics. The value
of this model is the power to create cohesion in the business world, a unified view of the firm, connecting
the stock investors’ perspective with the managers’ reality; thereby generating a common language for
different management disciplines such as marketing, finance, human resources, etc. It facilitates critical
thinking, by simultaneously mapping strategic scenarios, financial performance, organizational structure
and business strategies.

Literature Review

One of the main concerns of corporate managers has been the need to create economic value for the
shareholders and foster stock value growth. How can one determine which of the strategic management
recommendations are quantitatively more critical in creating economic value?

Three bodies of research have addressed this topic.
I. Knowledge Management

Both the resource-based theory of the firm and knowledge-based view of the firm consider knowledge as
a critical resource of firms; i.e. knowledge is critical in order to build competitive advantages and to
grow.
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The resource-based theory of the firm (Ricardo, 1817; Wernerfelt, 1984, Barney, 1986, 1991, 1997:138—
141; Conner, 1991; Montgomery and Wernerfelt, 1988; Peteraf, 1993; Mahoney and Pandian, 1992)
states that knowledge generates competitive advantages based on its difficulty of being imitated (Winter,
1987; Reed and DeFilippi, 1990). The firm is a bundle of unique capabilities. Managers must create these
capabilities and use them in their strategies to satisfy the clients more than the competitors. Valuable
capabilities, rare and inimitable, (Barney, 1991) define 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; Hill and Deeds, 1996), both to foster innovation (a key
competitive advantage and growth strategy) and efficiency (also a competitive advantage).

Knowledge management has captured this concept, in order to create, transfer and apply organizational
knowledge (Demsetz, 1991; Grant, 1996; Nonaka, 1994; Spender, 1996): this is the main source of
differentiation.

Organizational learning is a source 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). Levinthal and March (1993) as well as Miller (2002)
emphasize 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),
Leonard-Barton (1992), Liebeskind (1996), Spender (1996), and Winter (1987). Leonard-Barton (1992).

In summary, it would seem that investing in knowledge is always advisable for the success of the firm.
Our research incorporates two critical views: 1. Investing in knowledge can be unadvisable when the level
of monopoly power of the firm is low. 2. In the new economy, the replication of such knowledge in many
transparent business sectors is relatively easy.

Investing in knowledge must be analyzed: it can only be justified if companies can create monopoly
power, if the higher profits can compensate the initial investment. In order to do so we need to correlate
the levels of knowledge, monopoly power, stock value creation and growth.

1. Industrial Economics
Research concerning the relationship with market concentration, entry barriers and profitability:

Bain (1951, 1956, 1959) and Mann (1966) researched the relationship between market concentration (i.e.,
monopoly 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
monopoly 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) and Geroski (1982) 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 monopoly power and profitability has been duly demonstrated. Our
research takes this research as its foundation and takes a transcendent step in the correlation of
profitability (EVA), the level of monopoly power and knowledge.

I11. Integration of Knowledge Management and Industrial Economics

Our goal was to develop a model that bridges the financial approach of the stock investors, with the
strategic management world. This is the type of mind set that CEOs must create, as well as the investment
bankers, board of directors and entrepreneurs.



In his research Moshe Farjoun (2002) describes the organic perspective of strategic management.
According to Farjoun, “Configuration theorists (e.g., Miller and Friesen, 1978) extended earlier notions of
alignment to show how environment, strategy, structure, and other organizational attributes coalesce into
distinct and episodically changing archetypes. Several works have explored new ways to merge
behavioral and economic approaches (Barney and Ouchi, 1986), to bridge across multiple levels of
analysis (Pettigrew, 1985), and to integrate prescriptive and descriptive models (e.g., Bowman and
Hurrey, 1993; MacIntosh and MacLean, 1999).”

Bennett Stewart created a database with 1000 US companies that contains the EVA (economic value
added), MVA (market value added), growth of Operating Capital, WACC (Weighted Average Cost of
Capital) of these companies, annually since 1986, and classifies the business as X-, X, Y, Z and PreZ
according to the levels of growth and EVA. The following chart summarizes such database.
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The results are striking for their impact in business strategy. According to the type of business some
companies are bound to create or destroy value. It is also striking in economics, international politics, etc.,
as many country economies fall into these categories, and therefore find serious difficulties in growing or
appealing to international investors.

e There are whole families of businesses that destroy value, most of them pre-industrial businesses
(agriculture, natural resources, mining, and oil): they are called X- business.

e Some others have a negligible value creation/destruction, such as manufacturing, infrastructure, civil
construction and others that require a great deal of assets: the X business.

e There is a third group, the knowledge companies (laboratory, software, brand companies, consulting,
services, or businesses that have incorporated a competitive strategy based on knowledge): the X and Y
business that create economic value.

e There are businesses that grow and destroy value simultaneously, the PreZ business, such as the
Internet companies, the dot.coms and cellular telephony.



This chart was the kickoff for our research, as it allowed the bridging economic variables (growth and
economic value creation) with behavioral / managerial variables (knowledge and monopoly power). With
our previous statistical analysis we already demonstrated that growth and knowledge correlate, and also
that monopoly power and EVA correlate. However, we cannot predict what the correlation is among these
4 variables together. Our work then is to find such correlation.

The model

In the above mentioned paper, based on a research on 168 US public companies, we demonstrated
statistically the validity of a model that correlates EVA, Growth, Knowledge and Monopoly Power. This
model has the same structure as the Stern Stewart framework that we discussed in the Literature Review:
EVA and growth in the two axes. We incorporated families of lines based on their levels of knowledge
and monopoly power.
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The following chart is the systematization of the previous chart:
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The two axes represent the ability of a company to create economic value according to the EVA equation;
companies that want to create economic value for its shareholders must work on two dimensions: 1.
Growth of Operating Capital (vertical axis), 2. EVA (Operating Profits minus Cost of Funds, horizontal
axis). The green-red lines represent the level of monopoly power of the business and the amount of
knowledge that the company strives to create.

In the above-mentioned paper we defined and assessed Monopoly Power using industrial economics
concepts of concentration factors and entry barriers: the index of Monopoly Power varies from 1 to 10,
being 1 a perfect competition, and 10 a perfect Monopoly. We also defined and assessed Knowledge
information that the organization receives from the environment and produces, in terms of Intelligence,
Experience, Experimentation, Process driven by knowledge, and final product or service driven by
knowledge: the range is from 1 to 10, the latter means that it is a knowledge organization.

This chart shows the benefits and costs of incorporating knowledge, either to promote growth or to
increase the level of monopoly power. The investment efforts required to incorporate knowledge must
help on these two guidelines: knowledge to grow, and knowledge to increase EVA (strongly correlated
with monopoly power). If companies have low monopoly power (in the chart the line with MP = 1), the
effort to incorporate knowledge increases the level of investments. If this effort can generate higher
monopoly power it may be justified; otherwise it may be detrimental to the economic value creation, as it
will generate costs, will enlarge the operating capital, but not a higher margin, and consequently EVA
will fall. In this case it does not seem advisable for companies to invest in more knowledge.

In these companies such effort to increase the knowledge can be justified, only if it may produce a higher
monopoly power, therefore jumping from line MP=1 to line MP=2 or more. A second consideration can
be that such effort in expanding the knowledge could help the company to grow. However, if the
monopoly power does not increase, such growth could produce a reduction of the EVA, what could also
be detrimental for the stock value.

If companies have good monopoly power (MP = 8 in the chart), the higher the knowledge the better both
the growth and the EVA. In these cases the investment effort to enlarge the knowledge base can be
justified.

Moving to the right in the chart requires increase the level of monopoly power: some companies may find
it not so easy. Incorporating knowledge in order to compete or to grow is a matter of deep analysis.



The results of this research are extremely useful as they stress which decisions of strategic management
are more critical in terms of their impact in company’s economic value creation. What are the
recommended strategies to grow and to compete; how do the different marketing / Operations /
Organizational / Human Resources / Financial actions’ impact on the companies’ ability to create
economic value. It allows integrating the latter disciplines with strategic management.

This chart is useful to visualize and analyze the situation of a company, where it is positioned, and what is
its potential to be successful. It is also useful to make strategic recommendations: growth, Competitive
and Corporate Strategy recommendations find their justifications in this chart.

It helps strategic management to put a sound dose of realism on its prescriptions and recommendations. It
allows the recipients of such recommendations to be critical and skeptic on vague strategic
recommendations.

This model is consistent and explains in a very elegant manner the initial Stern Stewart chart:
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e X-: Pre-industrial, Agribusiness and Natural Resources Business tend to have both low monopoly
power (they sell commodities) and low growth. They can hardly justify large investments in knowledge in
order to improve their monopoly power, or grow.

e PreZ companies such as the e-business, dot.coms or cellular companies that suffer perfect competition
and low margins but also enjoy high levels of growth, may justify their high investments on knowledge
on two standings: 1. On the belief that in the future their competitors may fall, and this will increase their
level of monopoly power and make the business profitable; 2. Their grow calls for speculative investors
which are willing to keep their investments as long as the companies grow, forcing companies to invest
even with high risk.

e X, Y and Z companies have a justification for investing in knowledge as this investment may be very
profitable, it can increase the level monopoly power and/or generate growth.

What is the link between this model and the stock investors’ view? As we show in the next graph, in the
different zones different sort of equity financing will be available which will drive the kind of business
strategy of the company. For instance, a company with negative EVA and low growth may need to resort
to its own cash generation for its financing. Companies with negative EVA but high growth may resort to
speculative investors with a special appetite for growth.
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As we stated, the CEO also needs to visualize the business strategies of the company, as the following
charts show. These charts are very useful to integrate other disciplines such as marketing...
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...as well as human resources management...
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...operations management information technology.
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Natural resources, and in general, commodity businesses with low growth and low monopoly power must
focus their strategy in cost efficiency, eventually in acquiring competitors to increase their levels of
monopoly power. They can hardly justify strategies such as differentiation, brand, innovation or
advertising. These companies tend to have more vertical type of organizations, with more emphasis in
cost control and efficiency, lowly knowledge oriented as knowledge effort cannot be justified. Their
operations strategy is strongly oriented to Lean Manufacturing, Just in Time, etc.




E-business that have low monopoly power because of its perfect competition but have high levels of
growth, can justify higher investments in knowledge on the belief that once the market eliminates weaker
competitors, the level of monopoly power will increase and the survivors will be better positioned. They
need to implement cost efficient strategies with customer relationship strategies simultaneously, some sort
of differentiation, and innovation in order to grow. They need dual goal organizations: very frugal and
cost efficient, but oriented to create very high levels of knowledge: organic, flexible, team oriented,
decentralized, and creative. Operations management will need to address simultaneously a very lean
production management but simultaneously sophisticated information technology to achieve high
differentiation and customer relationship: TQM, CRM, ERP, SCM, data mining, etc, as well as to achieve
high innovation: CIM, CAD, CAM, etc.

Companies with higher monopoly power (Monopolistic Competition) will privilege investments in
differentiation, innovation, quality operations, customer relationship management, strong brand, pull and
push strategies in order to outperform weaker competitors. Their higher margins allow them to fund such
more expensive strategies: cost is not a main concern. Their organization will need to be definitively
knowledge oriented, flat organizations, fostering creativity and customer relationship, very organic,
flexible, high level of empowerment, decentralized, many teams, etc. As in the previous example high
differentiation, customer relationship and innovation will require highly sophisticated operations and
information technologies.

Companies with higher level of monopoly power, such as Oligopolies, will eventually have some
differentiation, innovation and cost control; however, their main strategy is to create a relaxed and
friendly atmosphere with their competitors, avoiding price wars, and differentiation or innovation wars.

Companies in a monopolistic situation, will promote strategies that defend their monopolies, trying to
eliminate or deter new competitors. The above mentioned marketing strategies such as brand,
differentiation, innovation, customer relationship management, promotions will be justified only as
predatory actions to eliminate competitors, or scare potential entrants away, otherwise such actions will
not be justified.

These are just examples just to demonstrate the power of this type of analysis.

Significance and Contribution of This Research.

We believe that this work can be extremely beneficial, both for the academic as well as for the
management and financial worlds.

e Financial approach. It provides a connection with the real world, forcing analysts to be realistic.

e Conceptual frameworks. They foster critical thinking, what enriches strategic management by
incorporating an analytical approach

e Integration and coherence. It helps integrating managerial and financial concepts, as well as the
different business strategies such as marketing, human resources, finance, operations, etc. Since the
modern trend in education, especially in the USA has been towards specialization, it is extremely useful
for students and professionals to have an integrated approach, similar to the approach of the CEO, senior
management, the Board, and the investors in a company.

e An integrative approach is important if the students and professionals want to become functional
managers as this helps them integrate their units with the rest of the company, coordinate, communicate,
plan, and innovate.

e |t helps working in financial areas such as commercial or investment banking, stock brokerage,
credits, when it is frequently necessary to understand a company from the economic value creation and
strategic points of view.



e Itis useful to start a new business for the innovation, growth, and economic value approach needed
by the entrepreneur to understand the venture capitalist; become a general manager, member of the Board,
investor, for the integrated view, based on the relationship between strategy and economic value creation.

e Itis useful for economic and Political Sciences. This Framework enables analysts understand
countries that want to help their companies to create knowledge and grow (research, new products, new
technology), create a brand (identify the clients, their needs, and the way to fulfil them), create monopoly
power (by learning from the competition and outperforming it); create alliances (to grow, to reinforce
monopoly power). This Framework is critical to understand why some countries grow and receive foreign
investments while some others do not.

Limitations of the Research

The most critical limitation of this work is the fact that the monopoly power is assessed for the whole
company, when it should be assessed for each specific business segment. The reason it was done way is
because it is practically impossible to assess the EVA of the different business units.

The assessment of conceptual variables such as knowledge and monopoly power cannot be measured
accurately: the information we used is limited, and there are many realities that are normally hidden for
the casual observer, such as hidden collusion.

Other difficulties include:

e subjective factors such as quality, reliability, perception on client of the different attributes of the
companies, that may lead to over or underestimate the level of differentiation and consequently the
monopoly power

e other psychological or sociological factors are difficult to measure

e operational performance, productivity, efficiency, economies of scale, hazard, luck that have an
important impact on the EVA and growth and are not the result of the knowledge or monopoly power

e itis not always easy to find comprehensive information about the companies
e itis not simple to find financial information for the same time frame that the conceptual information

e some other factors that are incorporated in the theory, but cannot be measured adequately, such as the
existence of opportunities or threats, the impact on the EVA of the Vision, Mission, Objectives, Culture,
that in many companies can be a critical success factors and we cannot measure; financial performance of
the company, different interest rates, different level of indebtedness, different levels of betas (business
risk), credit background of the company, etc.

In spite of these limitations we believe that the conclusions are still very valuable and relevant.
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