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Foreword
Dear Readers,
 
We are delighted to present the 1st edition of STRATEGOR in English!
 
For the past 35 years, STRATEGOR has enjoyed unparalleled success as a leading strategy textbook in France and many French-speaking countries, with translations in Portuguese, Polish, and Spanish. Now, for the first time, we bring this work to you in English.
 
This latest edition has been meticulously revamped by a dedicated team of authors, all of them university professors, with a dual purpose in mind. First, to deliver a comprehensive ‘strategy encyclopedia’ that presents a full set of approaches and frameworks for understanding and designing successful strategies for various types of organizations, from start-ups to multinationals. Second, to create a concise textbook suitable for undergraduate, master’s, and MBA students, participants in executive training programs, as well as practicing consultants and executives.
 
STRATEGOR systematically links theory, current research, and strategy practice. It is designed to be more than just a toolbox. We have presented and analyzed the theories and concepts that underpin strategic thinking because we believe that understanding this conceptual background is essential for effectively and creatively using the available tools for strategy formulation and implementation. We have observed that a lack of such understanding often results in the blind application of methods ill-suited to the situations at hand. To better connect theory and practice, we have included real-life examples and cases from around the world and from a wide range of industries. These examples illustrate how strategic thinking can be implemented in practice. STRATEGOR incorporates current changes in the business environment, notably digital transformation, artificial intelligence, globalization/de-globalization, and sustainability and corporate social responsibility.
 
Each chapter presents fundamental knowledge on specific subjects in a clear and user-friendly manner. Additionally, each chapter provides supplementary material through four types of “boxes”:
 
• [image: ], illustrating the concepts covered and their application to real-life situations. The cases include questions to stimulate further reflection, with answers available on the Dunod website.

• [image: ], offering methods and tools to assist in implementing the analytical frameworks presented in the chapter.

• [image: ], detailing the theoretical underpinnings of the main concepts presented in the chapter.

• [image: ], outlining ongoing debates among practitioners and academics regarding the strategic issues discussed in the chapter. Indeed, many concepts and approaches in strategy are open to discussion and even disagreement. These stimulate critical thinking and allow for a better use of the tools and frameworks presented in STRATEGOR.


Each chapter ends with a [image: ] page, providing a concise summary to help readers recap their learning.
 
STRATEGOR also offers digital supplements, accessible at www.dunod.com/EAN/9782100824243 or via the QR code below:
[image: ]We wish you all the best on your journey into the world of strategy!
The Authors
[image: ]


Introduction: What is strategy?
The concept of strategy is commonly traced back to Sun Tzu (or Sun Zi), the author of The Art of War, dating back to the 4th century BC. The term “strategy” originates from the Greek word “strategos,” which denotes the general or leader of the army. “Strategos” is derived from “stratos,” meaning “army in battle order,” and “ageîn,” meaning “to lead.”
Indeed, when viewed through its military etymology, strategy implies a metaphorical war against competitors, in which the general, akin to the leader of a company, guides their “army” of employees toward victory—conquering markets and generating profits—on behalf of the “citizens,” representing the stakeholders.
While the analogy between military strategy and firm strategy holds merit, it’s important not to stretch it too far. Since the 1960s, firm strategy has developed its own distinct theoretical and practical frameworks, separate from those of military strategy. Strategor focuses on presenting this body of knowledge in an reader-friendly, practical, and critical manner.
This opening chapter delves into the concept of strategy and the pivotal role of top management within a company. It outlines the three primary components of firm strategy—business strategy, corporate strategy, and strategic management—on the basis of which the three parts of Strategor are organized. 
1  Strategy and performance
There are many varying definitions of strategy. Strategor’s definition focuses on the main goal of firm strategy: maximizing the company’s long-term performance.
Strategy consists in selecting the company’s lines of business, organizing these lines of business, and allocating resources to achieve a level of performance that is consistently superior to that of competitors in each of these lines of business; the overall objective being to maximize the company’s economic profit over the long term.


This definition, though widely accepted, is now being challenged on the grounds that financial performance should not come at the expense of planetary boundaries and the interests of various stakeholders other than shareholders.
Achieving average performance in a given business is not a strategic objective. Strategy has a completely different ambition: to achieve and maintain “exceptional” levels of performance, which are significantly higher than those of competitors. This is how a company attracts investment and talent, enabling it to innovate and thrive over the long term.
Performance can be measured in many ways. For firms in a market economy, performance is generally assessed through economic profit, i.e., whatever surplus is left after covering all costs, including the cost of capital. The cost of capital, in turn, is the minimum return that shareholders require to compensate for the risk they run when investing in the company1.
In return for the capital they entrust to the company, investors receive shares, which represent ownership stakes in the company. They do this because they expect to increase their wealth. This is only possible if the company “creates value”, i.e., if profits are high enough that returns are greater than the cost of capital. If the company does not create value, shareholders will withdraw their investments and seek better opportunities elsewhere, thus depriving the company of the funds it needs to survive and grow. Profit is thus more than a goal, it is a requirement for companies to survive and thrive.
The same logic applies to attracting and retaining talent. If a company fails to compensate its employees adequately, it will struggle to recruit and retain them. This will put it at a disadvantage compared to other companies. Capital and talent are indeed critical resources for companie and there is fierce competition to attract such resources.
If economic profit maximization were removed from the definition of strategy, most of the content of Strategor would still be applicable to non-profit organizations such as foundations, cooperatives, hospitals, schools, and universities. These organizations have a strategy and competitors, but they do not primarily serve the interests of traditional shareholders. They create value, but for other stakeholders rather than for investors seeking financial gains. The main difficulty then becomes determining the criterion on the basis of which to assess the performance of these organizations. Indeed, economic profit, though it is increasingly being challenged, has the advantage of being clear and objective.
In more recent years, setting economic profit as the ultimate goal of strategy is being increasingly challenged, even in traditional for-profit businesses. As discussed in Chapter 12, companies also have a broader responsibility toward society and the planet. This then makes them accountable to stakeholders other than shareholders, including employees, customers, local communities, suppliers, among others. This broader responsibility drives business leaders to depart from a purely financial logic and consider societal and environmental performance in addition to economic performance. In doing so, corporate social responsibility (CSR) questions the very purpose of companies in a market economy and shakes the foundation of the capitalist system.

2  Mission, vision and purpose 
While the definition of strategy presented above stresses the importance of achieving high profitability, companies are able to raise capital long before they actually start generating profits. What is important to most investors is not immediate profits but long-term value creation2. Articulating a credible strategy that convincingly communicates how the company will create value in the future, irrespective of its current profits, is essential in attracting both capital and talent. Thus, strategy transcends numerical targets and financial goals, serving as a narrative that rationalizes resource allocation and persuades shareholders and stakeholders of the coherence and soundness of future choices, even before their implementation.
Many companies frame their narrative within a “purpose,” “mission,” “ambition,” “raison d’être,” or “company project” that provides meaningful guidance to the strategy without overly restricting future options. The publicly declared purpose of a company typically includes an idealized definition of its core business and a long-term ambition that extends beyond economic goals, embodying a holistic vision of the value created for customers, society, and humanity. For instance, L’Oréal asserts it “creates beauty that propels the world forward,” while Danone aims “to bring health through food to as many people as possible.”
The rhetoric around company strategy isn’t free from ideology, often mirroring dominant societal beliefs and trends. Unlike the shareholder-focused discourse of the 1990s, today’s corporate missions are influenced by a recognition of environmental limits, with a unanimous focus on ecological and social issues.
Believing one can fully understand a company’s strategy simply by its stated purpose is overly simplistic. Yet, examining this narrative alongside the company’s actual resource allocation choices offers a robust way to discern the true essence of its strategy.

3   Business strategy and corporate strategy
There are two levels of firm strategy: corporate strategy, which examines the scope of the company’s activities, and business strategy, which focuses on each of the company’s business lines.
Figure 0.1 Corporate and business strategy
[image: ]Example
LVMH strategy
[image: Illustration] LVMH (Louis Vuitton-Moët Hennessy), a global leader in luxury goods, operates across five main business lines: wines and spirits (featuring brands like Moët et Chandon, Veuve Clicquot, and Chateau Yquem), fashion and leather goods (including Louis Vuitton, Givenchy, and Christian Dior), perfumes and cosmetics (with names such as Guerlain and Dior), watches and jewelry (highlighting Bulgari and Tag Heuer), and selective retail (with chains like DFS, Sephora and Le Bon Marché).
[image: Illustration] LVMH’s corporate strategy consists in managing its extensive portfolio of luxury businesses. This includes selecting the new luxury segments in which to invest (e.g., high-end hotels), those from which it wants to pull out, prioritizing resource allocation across its multiple businesses, and identifying transferable skills across business lines. A significant challenge is effectively leveraging synergies between its diverse businesses, thus justifying why they all belong within the same corporation. 
[image: Illustration] Within LVMH, business strategy is specific to each business line and aims at creating a competitive advantage, i.e., achieving superior economic performance relative to competitors in that same business line. Creating a competitive advantage in businesses as diverse as wine and spirits, watches and jewelry, and retail, requires totally different skills. In each of these businesses, LVMH comes up against very different competitors: Diageo or Pernod Ricard in wines and spirits, Cartier in watches and jewelry, and Marionnaud in retail. 
[image: Illustration] Thus, while business strategy needs to be tailored to each business line, corporate strategy ensures they collectively contribute to LVMH’s overall success.



4  Strategic management: leadership, organization and change
Strategic management is more than just coordinating the activities of the various units within a company, notably functional departments such as marketing, finance, production, or human resources. Each department pursues its own objectives and operates according to its own logic. Allowing department managers to operate autonomously, even with plans to reconcile their decisions later, would result in tangled priorities, fragile compromises, and an overall incoherent strategy. For instance, marketing may prioritize expanding product lines to better meet diverse customer needs, while production might want to streamline offerings to enhance quality and cost-effectiveness. Human resources will emphasize employee well-being, compensation and career development, while finance will tend to prioritize profitability without considering employee or customer perspectives. It is the responsibility of a company’s senior leadership to formulate the strategy in the context of which each functional area will set its own priorities and carry out its activities. For instance, a low-cost strategy would limit the range of products a company is offering, focusing instead on optimizing manufacturing operations to reduce costs as much as possible.
Without cohesive leadership, unit managers would resemble a ship’s crew without a captain, or worse, each crew member would believe they are the captain. Senior management acts as the captain, providing leadership and strategic direction. Effective leadership is essential, and without a clear strategy, leaders would be directionless, unable to guide the management team effectively.
In theory, leaders should establish strategy through a rational analysis of the company’s environment and resources, and subsequently ensure its implementation throughout the organization. However, in practice, this process is far more convoluted and intricate than it appears. The division between strategy formulation and implementation is purely theoretical. In reality, the interplay between formulation and implementation is complex. 
Since the early 1960s, research has suggested that companies shape their organizational structure in line with their strategy. This challenged the previously accepted view according to which an ideal organizational structure suitable for any company and strategy could be defined. Instead, this new approach presumes that, to alter its strategy, a company also needs to modify its structure. Strategic decisions translate into organizational changes, such as appointing a project manager for a new product or establishing an international department to expand into new markets. In other words, strategy determines structure.
Conversely, it soon became apparent that structure also influences strategy. Organizational structure shapes managers’ perceptions and constrains potential strategic moves. An organization can only adapt to a limited extent and cannot execute every desired strategic initiative. Therefore, structure constrain strategy. Ultimately, there is a reciprocal relationship between strategic decisions and organizational choices, a dynamic leaders must navigate to manage companies effectively.
THEORY CAPSULE
Strategy and structure according to Alfred Chandler1
In the early 1960s, business historian Alfred D. Chandler’s research highlighted a strong relationship between a company’s strategy and its organizational structure. His central thesis, often summarized as “structure follows strategy,” encompasses more than this simple statement.
Does strategy dictate structure?...
In his 1962 work, Strategy and Structure: Chapters in the History of the American Industrial Enterprise, Chandler documented strategic changes, power struggles, and organizational innovations in four major American corporations: DuPont, General Motors, Standard Oil, and Sears. A recurring theme in these historical accounts is the transition from a functional structure (e.g., R&D, production, marketing) to a product or market division structure, known as a “multi-divisional” organization.
Chandler demonstrated that this shift was driven not by growth but by the increasing diversity and complexity of decisions faced by leaders. For instance, DuPont adopted a multi-divisional structure as it diversified into new business areas. General Motors, with its multiple brands, had a more decentralized structure compared to Ford, which traditionally had focused on a single model, the Ford T. At Standard Oil, international expansion led to a geographic division structure. Similarly, Sears adopted a multi-divisional organization due to the growth of its chain store business alongside its mail order operations.
… or does structure dictate strategy?
Chandler’s research suggested that structure plays a critical role in strategy implementation. As companies adapt their strategies in response to environmental change, significant structural overhauls are often necessary to allow for the effective implementation of these changes. Thus, the alignment of structure with strategy is essential for optimal performance.
A less publicized aspect of Chandler’s work is that organizational structure also influences strategic adjustments, often acting as a counterforce. Major reorganizations typically occur after significant crises, when drastic changes in the external environment make shifts in strategy unavoidable for survival. Chandler concluded that structure wields as much influence on strategy as strategy does on structure. 
In the preface to a newer edition of his book, Chandler expressed regret over the oversimplification of his message to the idea that strategy dictates structure. He attributed this misinterpretation to two main reasons. First, the chronological sequence of events in his book shows changes in structure following changes in strategy, suggesting a one-way causality. Second, MIT Press insisted on altering the book’s title: Chandler had originally preferred “Structure and Strategy” over “Strategy and Structure.”

1. Chandler A.D., 1962.


Strategy is therefore just one aspect of strategic management. When observing business leaders, it becomes clear that they spend relatively little time on strategizing. Instead, they are consistently addressing a myriad of other challenges, particularly those related to organizational and human dynamics. This is why some leaders tend to downplay the significance of strategy analysis. Managers often state that strategy warrants merely a quarter of an hour per year, while operational concerns demand attention daily.
Adopting a structured approach to strategy analysis is essential for effective company management. This process requires acknowledging the mutual influence between organizational structure and strategy and recognizing that the role of senior management is more constrained than commonly assumed. Systematically organizing the strategy analysis process and allowing broad participation in this process ensures that the entire organization shares a common language and vision regarding the strategy and makes it easier to identify and address any emerging challenges and underlying issues.

5  Approaches to strategy analysis
The oldest and best known model with which to carry out strategy analysis is the SWOT model.
IN PRACTICE
The SWOT model
The SWOT (Strengths, Weaknesses, Opportunities, Threats) model involves combining an assessment of the opportunities and threats that a company is facing with an evaluation of that company’s strengths and weaknesses. On that basis a strategic plan can then be formulated.
External Analysis: This focuses on the company’s environment and seeks to identify opportunities (e.g., new markets, new technologies) and threats (e.g., competition, regulatory changes).
The analysis helps identify key success factors for the business, delineating the rules of the game and the resources needed to maintain competitiveness. In practice, the distinction between opportunities and threats is often a matter of perspective. For instance, is artificial intelligence an opportunity or a threat? It can be both. The goal of this external analysis is to identify environmental changes that disrupt the competitive landscape. What will make these changes opportunities rather than threats is the quality of the response of the company to such changes.
Internal Analysis: This involves assessing the company’s strengths and weaknesses. The objective is to identify and evaluate the company’s distinctive capabilities, such as the know-how and resources that set it apart from competitors.
The distinction between strengths and weaknesses can be challenging to establish. For example, having a very strong physical distribution network may be seen as an advantage, but may turn into a major weakness if and when the company seeks to develop its online sales.
Figure 0.2 The SWOT model
[image: ]

The appeal of the SWOT model is that it is so commonsensical that it can be used for any company under any circumstance. However, it is unclear whether the SWOT model is to be applied on each business line or on the entire corporation. Thus, the essential distinction between business and corporate strategy is left implicit in this model. Another limit, as mentioned above is that most strengths can be seen as weaknesses, and most opportunities can turn out to be threats. This fundamentally leaves it up to the analyst to make what ultimately ends up being subjective judgments. The major contribution of the SWOT model is to distinguish those factors that pertain to the company’s environment, i.e., exogenous to the company, from those that are inherent features of the company itself.
Strategor proposes a more comprehensive and consistent approach to strategy analysis (see the “In Practice” section below), which breaks down strategy analysis into 12 main steps. Each of the 12 steps is listed below with the corresponding chapters where readers can find the relevant concepts and tools relevant for that particular step. 
In practice, it is usually not necessary to run through the entire process in full. For example, all the chapters on corporate strategy are irrelevant for single-business companies. Instead, depending on the situation at hand, readers will be able to select the chapters where to find the notions, concepts and frameworks most relevant for them. Therefore, rather than serving as a rigid checklist to be followed sequentially, the approach proposed in Strategor allows each reader to devise an analytical process adapted to their own needs.
IN PRACTICE
Strategy analysis in twelve steps
Strategor organizes the process of strategy analysis into 12 steps. To implement this process, one first needs to determine whether the company is focused on a single business or is diversified across multiple lines of business. If the company is diversified, then the steps referring to business strategy (steps 1 to 5) must be repeated for each business line. Steps 6 to 9 pertain to corporate strategy, while steps 10 to 12; extend the analysis to strategic management; issues. These steps 6 to 12 are potentially relevant to any company.
Table 0.1 Strategic analysis in twelve stages
[image: ]





1. We will discuss this notion in more detail in Chapter 2.
2. We will discuss this case in detail in Chapter 6.
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What is business strategy?
The main purpose of business strategy is to make it possible for a company to durably outperform its competitors in a given business. 
 
In single-business companies, business strategy addresses most of the strategic issues that top management must deal with. In contrast, plans to expand beyond the firm’s current line of business, for example into new geographic areas or new businesses, are part of corporate strategy.
 
Diversified companies must formulate a specific business strategy for each of their businesses. In large corporations, the implementation of business strategy is delegated to executives in charge of each business unit. In general, these business unit managers also play a significant role in designing the business strategy for their unit, with the corporate headquarters having the ultimate say in approving or rejecting their proposals.

Competitive advantage
The success of a strategy is assessed through the long-term performance of the company. In business strategy, performance is measured against competition. A company has a competitive advantage in a given industry if it consistently and significantly outperforms its competitors.


To maintain and enhance its performance advantage, the firm must be able to charge a higher price and/or have lower costs than its competitors. However, attempting to charge higher prices and trying to reduce costs are two conflicting objectives. For customers to be willing to pay a higher price for the firm’s products or services, they must see greater value in these products or services than in those of the firm’s competitors. Such greater value can, for example, be achieved through better product quality, a more prestigious brand or better supporting services. Yet these differentiating attributes also tend to increase costs. The critical issue in business strategy is how to resolve this tension between cost and perceived value. Rather than perceived value, we will use willingness to pay to convey the notion that the main challenge is to trigger a purchasing decision in the customer’s mind. What is essential to success is the customers’ willingness to pay, not the price itself. When comparing identically priced products, customers will always maximize the value they derive from their purchase by choosing the product for which they have the highest willingness to pay. In fact, pricing determines the way in which value is shared between the company and the customer. The company’s share is the difference between price and costs, i.e., the margin it makes. The customer’s share is the difference between that customer’s willingness to pay and the price. 
Let’s summarize this simple, yet fundamental idea in one sentence: to make more money than its competitors, a firm must maximize both the customer’s value (the gap between willingness to pay and price) and its own profit (the gap between price and cost), thus maximizing the gap between willingness to pay and cost.
If the firm is able to durably maintain a larger gap between cost and willingness to pay than its closest competitors, it will have a sustainable competitive advantage. This company’s profits will be higher than the industry average, either because its margins are higher or because it attracts more customers. Some companies, such as Coca-Cola or Nespresso, even manage to capture both a higher market share and higher margins than their competitors.
The entire Business Strategy section of Strategor is dedicated to the question: “how can a company create a sustainable competitive advantage in a given industry?”

The three pillars of competitive advantage
Industry structure
The sources of competitive advantage are specific to each business. How a firm can create a competitive advantage is obviously very different for online hotel reservations, air travel, coal mining, designer shoes and fine wines. To formulate a successful business strategy, it is therefore essential to understand why some companies outperform others in businesses as different as coal mining or designer shoes. In other words, before even thinking about what a company should do in terms of business strategy, it is important to clearly understand the impact that the unique features of the given industry have on competitive advantage. In designer shoes for example, style, fashion, prestige, and even what some might call snob appeal, are critical for Louboutin or Manolo Blahnik’s success. In coal mining, in contrast, it is more difficult to impress customers and increase their willingness to pay through marketing and branding, while the price of coal depends on global supply and demand. 
This first step in striving for competitive advantage is industry analysis, which aims to understand the industry’s structure. This entails investigating how the economic environment affects the long-term performance of companies in a given business. This is covered in Chapter 2. This environment is the same for all competitors: all companies in a specific industry face the same opportunities and threats. Their industry analysis should lead to the same findings, but not necessarily the same strategy. Some competitors will try to create differentiation by selling better, but more expensive products. Others will move towards a low cost or some alternative strategy.

Firm strategy and business model
In their quest for competitive advantage, different companies make specific choices. They may target particular customers, favor certain distribution channels, develop specific technologies and products, form partnerships with selected suppliers, etc. It is the combination of these choices that makes up the company’s strategy.
Of course, not all companies can make the same set of choices, and therefore, they do not have the same business model and strategy. Firms with substantial financial resources will be able to make choices that are out of reach for smaller companies with more limited resource endowments. Some companies with disruptive technologies can bring highly innovative products to market. Because of this, a very careful assessment of the firm’s individual features such as size, reputation, culture, assets, resources and capabilities, revenue sources, and cost structure needs to be made. This is what we call the firm’s business model, and it is the second pillar of competitive advantage. We will look into this in Chapter 3.

Competitive dynamics
If a company manages to create a significant competitive advantage, customers will flock to it and its profits will soar. Are competitors going to stand idly watching? Of course not. It is highly likely that they will do everything they can to stop this from happening. Their survival depends on it. They will try to keep their customers by lowering prices and/or offering better value for money. The big winners in this competitive game are of course the customers, at the expense of the profitability of the industry as a whole!
For their competitive advantage to last in the long term, companies must anticipate how, and to what extent competitors will react to their strategic choices. Will they imitate their strategy or try to find a better one? Easily imitated or circumvented strategies will provide a firm with only a fleeting advantage and ultimately leave it in a worse position. The third pillar of competitive advantage is therefore the analysis of competitors and competitive dynamics, which we will talk about in Chapter 4. The purpose of this analysis is to understand and anticipate the actions and reactions of competitors to the company’s strategy, and more broadly to study the dynamics of competitive interactions in the focal industry.
These three areas of analysis – industry structure, firm strategy, and business model and competitive dynamics – constitutue the three pillars upon on which a company can build a sustainable competitive advantage (see Figure A.1).
After looking into different types of competitive advantage and their sustainability in Chapter 1, we will explore the three pillars of competitive advantage in chapters 2, 3 and 4. We will then extend this essentially static view of business strategy by examining business model innovation in Chapter 5.
Figure A.1 The three pillars of business strategy
[image: ]Part 1 contents
Chapter 1 Competitive advantage
Chapter 2 Industry analysis
Chapter 3 Strategy analysis
Chapter 4 Competitive dynamics
Chapter 5 Business model innovation
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The essential purpose of business strategy is to create a sustainable competitive advantage. A firm is said to have a competitive advantage when it is able to offer customers more value than what they would get with competing offers, and when it can achieve this at a lower cost. Only those companies that manage to create a sustainable competitive advantage can be significantly and durably more profitable than other firms in the same business. Many companies attempt this, but few are ultimately successful. There are many possible strategies, and the only limit is business leaders’ imaginations. Companies are constantly coming up with new business models, but only models that achieve a competitive advantage ultimately survive. This survival may, however, only be fleeting, as business models are often copied or become obsolete.
The main types of strategies that can be used to create competitive advantage include low cost strategies and differentiation strategies. In low cost strategies, the priority is to bring costs down to well below the industry average. This may reduce the value of the product or service in the customers’ eyes but will allow the firm to compete more aggressively on price. In differentiation strategies, huge efforts are made for customers to perceive the value of the product or service as being superior to the industry average. This generally results in higher costs.
We will examine different types of competitive advantage. Then, we will discuss ways to enhance a firm’s competitive advantage. This can be through reducing costs and/or increasing the customers’ willingness to pay. What complicates matters is that these are generally conflicting objectives.
Chapter outline
Section 1 Types of competitive advantage
Section 2 Relying on the experience curve to reduce costs
Section 3 Creating differentiation to enhance willingness to pay


Section 1
TYPES OF COMPETITIVE ADVANTAGE
When a company has a sustainable competitive advantage, it is substantially more profitable than most of its competitors over a sustained period of time. This is only possible if the company’s product or service can generate both a larger customer benefit (the gap between willingness to pay and price) and a higher margin (the gap between price and cost) than that achieved by competing offers. It is therefore the size of the gap between willingness to pay and cost that measures the company’s competitive advantage (see Figure 1.1).
 
Figure 1.1 Cost, price, willingness to pay and competitive advantage
[image: ]Some 30 or so years ago, the dominant view in business strategy was that to build a competitive advantage, a firm had to choose between two “generic strategies” (see Figure 1.2). A cost leadership strategy, leading to lower costs than those of competitors, or a differentiation strategy, leading to higher willingness to pay.
Figure 1.2 The two “generic strategies”
[image: ]1   Generic strategies: an oversimplification
a. Cost leadership strategy
A cost leadership strategy (or cost and volume strategy) is based on scale and the accumulation of experience. It consists in constantly increasing production volumes to reduce costs without changing the value of the offering in the customers’ eyes.


To create a competitive advantage, a company implementing such a strategy needs to achieve greater production volumes than any other competitor in order to produce products and services similar to those of competitors, but at a lower cost. This is the basic strategy implemented by all companies in undifferentiated oligopolies such as oil, electricity, cement, mining, etc. As it is virtually impossible to create product or service differentiation in such industries, and as transactions are carried out at a market price (or at a regulated price) that all competitors must adhere to, the only way to create a competitive advantage is to lower costs by taking advantage of scale. This is achieved by producing larger volumes than other competitors and will result in higher profitability.
[image: ]In such businesses, it is fairly easy to predict the competitive dynamics. The winner becomes the dominant competitor in the market. To avoid becoming a monopoly, it is in the winner’s best interest to let a few other smaller competitors survive. In some other cases, two or three equally sized competitors may emerge and opt for a “cold war” type of competitive situation, in which they tacitly agree not to start a price war.

b. Differentiation strategy
To avoid fighting for market share and suffering the damaging effects of such a battle, companies can opt instead for a differentiation strategy. This consists in increasing the customer’s willingness to pay by enhancing their offer with some unique feature that is highly valued by some customers. This makes it possible to charge higher prices from at least one particular customer segment.


Luxury companies, be it in fashion, leather goods, automotive, catering, etc. follow such a strategy. This strategy mechanically creates a cost disadvantage relative to competitors implementing a cost and volume strategy. This is not only because creating differentiation is inherently costly, but also because the price premium associated with differentiation confines the company to a limited segment of the market and makes it impossible to benefit from scale. Luxury companies even go so far as to deliberately organize the scarcity of their products to raise their customers’ willingness to pay1.
When implementing a differentiation strategy, a firm cannot expect to achieve the same production volumes as competitors implementing a cost and volume strategy. Even if product differentiation did not, in itself, cost anything, the low volumes produced because of this differentiation would automatically lead to a cost disadvantage compared to competitors pursuing a cost and volume strategy. Therefore, differentiation can only result in a competitive advantage if the premium the customer is willing to pay far outweighs the cost disadvantage it inevitably creates. 

c. Stuck in the middle?
The two types of strategy have long been seen as mutually exclusive. Companies that tried to combine the two risked finding themselves “stuck in the middle”, i.e. sandwiched between larger competitors with lower costs and smaller competitors offering products that consumers were willing to pay more for.
This view, originally put forth by Michael Porter in Competitive Strategy2, has been challenged by the onslaught of low cost competitors that emerged in many industries. The low cost strategies implemented by these competitors have often cancelled out the cost advantage that accrued to firms relying on more traditional cost and volume strategies. By eliminating some product and service features – that many customers did not value that much – smaller competitors were able to reduce costs beyond what could be achieved with scale effects, and could thus drastically push down prices3. The view according to which firms had to clearly choose between scale-based cost strategies and differentiation was ultimately made obsolete when the digitalization of the economy dramatically increased the salience of network effects (see chapters 3 and 4). Indeed, with such network effects, larger volumes both reduce costs and increase willingness to pay!

d. Dual advantage
Even before the rise of digital technology and platform firms, this view on generic strategies had a major weakness: it did not seem to work for many businesses. Porter himself eventually acknowledged this (see Controversy section below). In many traditional industries, mid-sized firms that are supposedly stuck in the middle are not any less successful than others. Often, those companies that achieve the best performance combine a cost advantage with a differentiation advantage. As mentioned above, this is almost always the case for social media and digital platforms4 such as Facebook, LinkedIn, Uber or Airbnb, where users’ willingness to pay increases as the number of users increases. These firms become more appealing and unique to users as they grow, while at the same time reducing their costs. Because of network effects, the web giants such as the GAFAM (Google, Apple, Facebook, Amazon or Microsoft) enjoy a dual cost and differentiation advantage. This dual advantage can also be seen in traditional industries. Because of the strength of their brands, Coca-Cola or Nescafé are highly differentiated, can charge a higher prices than their competitors, and also enjoy a cost advantage due to the economies of scale derived from their dominant market share and large sales volumes.
Example
Toyota’s competitive advantage
[image: Illustration] Toyota was the world’s undisputed leader in terms of the number of cars produced and sold until 2017, when it was overtaken by Volkswagen and Renault-Nissan (the volumes produced by the three corporations in the following years were very close with around 10.5 million cars per year). Yet despite its ranking in terms of size, Toyota was miles ahead of its competitors in terms of economic performance. 
[image: Illustration] Toyota enjoyed operational margins of around 8% in 2018, compared to 4.5% for Volkswagen (not taking into account the fines incurred because of the scandal of the rigged pollution tests on its diesel vehicles). This resulted in a gain of more than 1,600 euros per vehicle sold, compared with half as much (only 800 euros) for the German competitor.
[image: Illustration] This lead has not wavered for a quarter of a century. Toyota therefore has a competitive advantage. But is it a cost advantage or a differentiation advantage? Compared to Mercedes, BMW or Audi (Volkswagen group), Toyota’s strategy is not a differentiation strategy. Customers appear to have a significantly lower willingness to pay for Toyota cars, which is reflected in lower prices. So, in that case, Toyota must have a cost advantage! It definitely does. But experience has also shown that the most automobile buyers around the world perceive Toyota cars as being better quality than the equivalent models from Hyundai, Kia, Peugeot Citroën, as well as Renault-Nissan and certain brands from the Volkswagen group (Skoda and SEAT, and even Volkswagen, though to a lesser extent). Because of this perception, customers are prepared to pay more for Toyota cars. Toyota’s competitive advantage therefore combines below-average costs with a perceived above-average value, resulting in a very significant performance gap compared to its competitors, irrespective of their relative size.


CONTROVERSY
Porter (1980) vs. Porter (1996): generic strategies versus a combination of cost and differentiation 
In his book Competitive Strategy1, published in 1980, Porter suggested that only two possible strategies can lead to superior firm performance:
– cost leadership, which requires benefiting from economies of scale and volume effects, and thus almost inevitably implies a large market share;

– differentiation, which results in low market share because of the higher costs and prices it entails.


Any company in an intermediate position in terms of costs and differentiation, but also in terms of size and market share, would inevitably be doomed to fail. Based on the observation of a few industries, Porter went on to suggest that the distribution of firms’ return on investment as a function of market share followed a U-shaped curve (see Figure 1.3).
In this graph, companies in an intermediate position are shown to be stuck in the middle, and are assumed to have unclear strategies and achieve mediocre performance.
Figure 1.3 Porter’s U-shaped curve (1980)
[image: ]Some twenty years later, Porter2 implicitly acknowledged that many high-performance companies are neither the market share leaders in their industry and thus the lowest cost competitors, nor the most differentiated competitors able to charge their customers very high prices. 
To better account for this, Porter went on to put forth an alternative view of competitive advantage, based on the inevitable trade-off between cost and customers’ willingness to pay. This is indeed a trade-off because any progress on one side necessarily comes at the expense of the other side. To enhance customers’ willingness to pay, a firm must first incur additional costs. And each time a company cuts costs, it will reduce willingness to pay. Indeed, if a company can cut costs without reducing customers’ willingness to pay, it should definitely go ahead and do it; there is nothing strategic about this. It is simply the kind of operational optimization needed to keep the company competitive. Similarly, if it can increase willingness to pay without increasing costs – for example by switching advertising agencies – it is a no-brainer: it should do this to optimize performance. But such actions do not create a sustainable competitive advantage as most other competitors are constantly adjusting as well.

A successful business strategy consists in implementing a cost/differentiation combination that makes it difficult for competitors to create a higher willingness to pay in their customers while simultaneously incurring lower costs.


What Figure 1.3 does suggest, however, is that, generally speaking, a company cannot effectively do one thing and its opposite at the same time. If a company chooses a low cost positioning, it will undoubtedly be difficult for it to offer high-end products at the same time, and vice versa. This is not only because of the confusion it would create in the clients’ perception of the company and its brand, but also, and perhaps most importantly, because of organizational problems. The same employees would have to work using very different levels of attention, care and quality, and thus costs, depending on the positioning of the various products. There is a lot of evidence showing that it is very difficult for such contradictory business models to coexist within the same firm.
This is likely why airlines that tried to launch a low cost service within their main organization, as did KLM with Buzz, Delta with Song or Continental Airlines with CAL-Lite, almost all failed. The new service had cost levels that were much too high, a calamitous service level, and they even ended up tarnishing their main activity and brand.

1. Porter M.E, 1980.
2. Porter M.E., 1996.






1. Bastien V. and Kapferer J.-N., 2012.
2. Porter M.E., 1980.
3. Santi M. and Nguyen V., 2012.
4. We will come back to platform business models later on in Chapter 5.
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