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Introduction



The Roof of the Dog’s Ass


When I lived in Fontainebleau, France, I would go for noon walks in the nearby forest. Old and deep, it was the hunting grounds of French kings for five hundred years. Perhaps a hundred square miles in extent, it is now crossed by paths frequented by hikers, runners, and bicyclers. Most of the students from INSEAD, the graduate business school located in Fontainebleau, walk or picnic in the forest, but few seem to know it contains rock outcroppings that attract the best boulder climbers from all over the world.


On my walks I would sometimes pass the boulder route known as Le Toit du Cul de Chien (The Roof of the Dog’s Ass). It is one of the finest sandstone boulder problems in the world. Standing at its base, I see a smooth twelve-foot face capped by a horizontal roof that extends out over me for about four feet. Above the roof is another vertical section leading to the top. I try a tiny foothold, then another, then slide down two feet to the ground.1


On a summer day I see two climbers preparing to try Le Toit du Cul de Chien. They climb without ropes, spotting each other in case of a fall. One, a German, tells me that he has been practicing by doing one-hand squeeze-grip pull-ups on a high door frame. Nevertheless, neither he nor his partner can make it up, each falling as they try to navigate the overhang. They each solve the first problem of advancing on very tiny footholds to a small dent that can hold one finger from the right hand. But they fail to get any farther, each falling down to the sand below. I admire their strength, ambition, and tenacity.


Climbers call such boulders “problems” and describe the toughest part as “the crux.” In the case of the Cul de Chien, you cannot get up with just strength or ambition. You have to solve the puzzle of the crux and have the courage to make delicate moves almost two stories above the ground.


Sometime later, I see a talented climber work through the crux. To get off the ground, she toe-dances up about three feet and presses a finger of her right hand into that small dent. Using that amazingly poor hold, she swings her left heel over her left arm to cam on a tiny ledge, gaining support from the muscular tension in her body between her right finger and left leg. She arches her back to match the angle of the roof and extends her left hand to a small indent on the edge of the roof, large enough for one finger. (Figure 1 shows Asya Grechka successfully making that reach.) This is where most people fall off. Pulling straight up will put her chest against the lip of the overhang and push her fingers off the tiny grips.2


For the next move, hanging by a finger or two on each arm, she swings a bit in and then out… then snaps upward into space, clearing the edge, and slapping her left hand onto a round hold the size and shape of a half cantaloupe. Hanging onto the smooth round hold with finger strength and friction, she swings her leg up to press her right toe into a small indentation in the rock and then is finally able to use leg strength to reach a small niche. Another lunge, an invisible toehold, a mantelshelf, and she is on the top. Watching, my palms sweat.


Seeing these and other climbers in the Fontainebleau forest, one cannot help but marvel at this hidden reservoir of pure excellence. Beyond a pair of shoes, it is flesh, muscle, and nerve against stone and gravity. There are no stock options, no teams or owners, no audience but other climbers. No TV cameras or fan clubs. No million-dollar contracts or product endorsements. There are just people pushing themselves to their very limits for the private joy of doing something that, to the ordinary person, looks impossible.


FIGURE 1. Le Toit du Cul de Chien—at the Crux
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Source: From a video by Konrad Kalisch. See adventureroutine.de and clixmedia.eu.


Near another boulder I stop to chat with two French climbers who are having lunch. They are from a town in southern France. I ask them why they have driven past the Alps to come climb these boulders in Fontainebleau.


“These are the best boulders in Europe,” one replies. “In the Alps,” he continues, “I attempt the most interesting climbs where I think I can solve the crux. Here, I can get to a crux move in ten seconds and…”


“And fall off five times until you get it!” his partner says, smiling.


In France there are many mountains and boulders, each promising a different mixture of difficulty and reward, whether in terms of height, beauty, significance, or other measures. The first climber said that he chooses the climb having the greatest expected reward and whose crux he believes he can solve. In a flash of insight, I realize this describes the approaches of many of the more effective people I have known and observed. Whether facing problems or opportunities, they focused on the way forward promising the greatest achievable progress—the path whose crux was judged to be solvable.


I began to use the term crux to denote the outcome of a three-part strategic skill. The first part is judgment about which issues are truly important and which are secondary. The second part is judgment about the difficulties of dealing with these issues. And the third part is the ability to focus, to avoid spreading resources too thinly, not trying to do everything at once. The combination of these three parts lead to a focus on the crux—the most important part of a set of challenges that is addressable, having a good chance of being solved by coherent action.


As with climbers, every person, every company, every agency faces both opportunities and obstacles to their progress. Yes, we all need motivation, ambition, and strength. But, by themselves, they are not enough. To deal with a set of challenges, there is power in locating your crux—where you can gain the most by designing, discovering, or finding a way to move through and past it.
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One of entrepreneur Elon Musk’s passions is populating Mars. He imagined promoting this idea by sending a small payload there. In a 2001 visit to Russia, Musk tried to buy an old Russian rocket but was unhappy with the style of bargaining and how the price tripled during the negotiations. He began to look at the problem of why it cost so much to put payloads into orbit.


Studying the challenge, the cost was clearly due to the fact that rockets are not reusable. One payload takes one rocket. Musk came to believe that the crux of the cost issue was reentry. How could the rocket avoid the fiery furnace of blasting back through the atmosphere at eighteen thousand miles per hour? To make the old space shuttle reusable, the large wings had thirty-five thousand separate thermal tiles. Each had to perform perfectly, and each had to be inspected after each flight and then fitted back into its unique slot. The shuttle boosters were supposed to be reusable but became too damaged by the fall into the ocean to refurbish. It seemed to be cheaper to throw a rocket away than build it for reuse.


Think of this challenge as having a one-finger and left-heel hold on Cul de Chien with your body arched up to face the roof: What is the trick for letting those fingers go and lunging up to that half-cantaloupe hold? The concept of a crux narrows attention to a critical issue. A strategy is a mix of policy and action designed to overcome a significant challenge. The art of strategy is in defining a crux that can be mastered and in seeing or designing a way through it.


Focusing on the problems of reusability and reentry, Musk had an insight. Fuel was a lot cheaper than vehicles. It might make sense to avoid the huge complexity of super-high-heat reentry by carrying more fuel and using it to slow the rocket’s return to Earth. Like many old science fiction stories, Musk imagined a rocket turning around and slowing down by firing its engine, softly landing. No violent reentry furnace, charring the outside of the vehicle. The process could be automated—no necessary human to fly it. The key would be engineering a rocket engine that could reliably start and stop and accurately throttle and direct its power.


For organizations, the usual way through the crux will be via intense focus, bringing many elements of power and knowledge and skill to bear. For the strategist, focus is not just attention. It means bringing a source of power to bear on a selected target. If the power is weak, nothing happens. If it is strong but scattered and diffused across targets, nothing happens. If power is focused on the wrong target, nothing happens. But when power is focused on the right target, breakthroughs occur.


When Musk started SpaceX in 2002, he created focused, coherent policies. SpaceX rockets would be complete redesigns and done in a low-cost, spare manner. They would not be adapted intercontinental ballistic missiles. SpaceX would not be one of thousands of contractors. Its vehicles would not try to satisfy the US Air Force by flying around the globe. There would be no complex of scientists wanting to explore the universe. No fancy R&D (research and development) labs. Musk saw the challenge as engineering, not high science. Unlike NASA, SpaceX would not be charged with the mission to inspire children to study science and math. The first step on the quest would be an intense single-minded focus on getting the cost down.


Many people challenged Musk that a low-cost approach would sacrifice reliability. His answer was pure engineer:


We’ve been asked “if you reduce the cost, don’t you reduce reliability?” This is completely ridiculous. A Ferrari is a very expensive car. It is not reliable. But I would bet you 1,000-to-1 that if you bought a Honda Civic that that sucker will not break down in the first year of operation. You can have a cheap car that’s reliable, and the same applies to rockets.


To get costs down, Musk focused on simplicity in engineering and manufacturing and on limiting the number of subcontractors. The Falcon 9 used an Ethernet data bus rather than a custom design. The in-house machine shop fashioned special shapes for much less than the cost of an aerospace contractor.


Working at big contractors was basically boring because most of the job was running subcontracts and dealing with the government. The engineers at SpaceX were stressed but not bored.


SpaceX’s first commercial flight was in 2009, putting a Malaysian observation satellite into orbit. But the revolution began in 2015 with the Falcon 9 being the first rocket to ever gain orbit and then turn around and fire its engines for a slow reentry and a soft landing on its tail. By 2018 the Falcon 9’s cost per pound into low-Earth orbit was twenty-three times cheaper than the old space shuttle. Its bigger brother, the Falcon Heavy, cut the Falcon 9’s cost per pound in half.


On May 30, 2020, SpaceX carried two NASA astronauts to the International Space Station. In early June, NASA approved SpaceX’s plan to reuse its Falcon 9 launch vehicle and its Dragon crew capsule on future missions.


FIGURE 2. Cost into Low-Earth Orbit (2018 dollars per pound)
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NASA had estimated it would cost $200 billion to go to Mars. Musk estimated $9 billion. The key to such advantage would be more of the same—coherent policies aimed at simplicity, reusability, and cost. If Congress or bureaucrats design the mission, costs will explode, as hundreds of different agendas and payoffs will be tacked on to the project.


I cannot tell you that SpaceX will be a great success in the future. Going into space is risky, and rockets are risky. The current media climate would turn any fatal accident into a circus. Under current norms, there would have never been the development of aircraft during the twentieth century—someone might get hurt. I can tell you that the key to SpaceX’s advantage in rocketry arose from Elon Musk’s grasp of the crux of the problem and his insight into how to surmount it. Plus, advantage is created by the company’s coherent policies, all directed reliably at putting mass into orbit at the lowest cost possible.
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Effective people gain insight through finding and concentrating attention on the crux of a challenge—the part of the tangle of issues that is both very important and addressable (which can be overcome with reasonable surety). To act effectively, you must fully examine the mix of problems and opportunities, identify the crux, and take actions aimed at overcoming it. Ignoring it doesn’t work.


The “art of strategy” is not decision making—that discipline assumes that you have been handed a list of possible actions from among which to choose. The art of strategy is not finding your one true goal and passionately pursuing it with all your heart and soul in everything you do—that is a type of mental illness called monomania. The art of strategy is not setting higher and higher performance goals for people and using charisma, carrots, and sticks to push them toward attaining those goals—that presumes that someone somewhere knows how to find a way through the thicket of problems the organization actually faces.


To be a strategist you will need to embrace the full complex and confusing force of the challenges and opportunities you face.


To be a strategist you will have to develop a sense for the crux of the problem—the place where a commitment to action will have the best chance of surmounting the most critical obstacles.


To be a strategist you will need persistence because it is so tempting to grab at the first glimmer of a pathway through the thicket of issues.


To be a strategist you have to take responsibility for external challenges, but also for the health of the organization itself.


To be a strategist you will have to balance a host of issues with your bundle of ambitions—the variety of purposes, values, and beliefs that you and other stakeholders wish to support.


To be a strategist you will have to keep your actions and policies coherent with each other, not nullifying your efforts by having too many different initiatives or conflicting purposes. These facts are rarely written or spoken about with honesty. We are told that strategy is about having an advantage (duh!). That it is about having a long-term vision of where you want to be. We are told that by adopting method X or mind-set Y, the average business can become as successful as the very best—your consultant has charts comparing you to the very best (and shakes her head at the chasm).


The honest facts are that we do not live in Lake Wobegon and that the majority of businesses, no matter what methods they adopt, cannot be above average. The honest facts are that some situations are irretrievable, that there is not always a clever way out. The honest fact is that organizations cannot change direction on a dime—yes, we would like to be in the Web-services industry instead of trying to sell look-alike Vietnam-made jeans in overbuilt shopping malls, but here we are. The honest facts are that some situations are so locked up with competing political interests that there is not enough executive power anywhere to break the logjam. Strategy is not magic.


What is true is that to meet a challenge, you should first work to comprehend its nature. You cannot improve a failing school system unless you have a clear idea about why it is failing. To supply shoppers with a better shopping experience, you need to know about their wants, habits, and needs, as well as the technologies of selling. Don’t start with goals—start by understanding the challenge and finding its crux.


Heraclitus said, “Character is fate.” People with character speak plainly. They may gamble and take risks, but they are clear about the nature of the bet. You build trust in your company’s longer-term results by having a story—a strategy, a narrative—about how your actions today fit into a plan to create a better future. The logic of the strategy should be sensible to other level-headed people. Saying “We are always increasing sales and cutting costs” is just not convincing. Saying “Our paint company is going to beat all the other paint companies because we are customer focused” doesn’t work either. To have someone believe you and trust in your strategy, there has to be a logic and argument, and some evidence, as to how you are dealing with the challenges you face.
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This book’s immediate impetus was a December 2019 fall while skiing the Aspen Mountain black-diamond FIS mogul trail. The resulting back injury kept me from most skiing and hiking over the next several months. Then the COVID-19 virus kept me from traveling. This quiet time allowed the development of ideas and themes that had been brewing within for some time.


The quiet time in 2020 let me write down these ideas and learnings. My own personal experience is that I don’t actually know what I know until I work to write it down. The process of writing reveals contradictions, weak arguments, and places where more data is needed to back up an opinion. And it helps sort out the important from the less important. Mentally, it reminds me of combing out the knots and tangles in my eight-year-old daughter’s hair.


In this book I tend to use the first-person I a great deal. Some readers feel that this sounds a bit self-promoting. It is not. I am uncomfortable with writers who present their ideas as facts and their models as reality. Economists tend to write textbooks about what “the firm” does in certain circumstances. They don’t qualify that they are talking about their model of the firm, not actual firms. Business writers often express their opinions as facts. One author writes, “There are two ways to specialize: by selecting a target market segment or by having a limited range of products.” Is this a theory? Did this author learn this from experience? Is it taken from some other writer? If the author had expressed this opinion (which is false) in the first person, readers might be more vigilant in comparing it to their own experiences.


I use the first person to explain how I have come to know and believe certain things. These “things” are often not facts or logical arguments. They are conclusions and views I have developed over a lifetime of work. If, for example, the issue is the relationship between strategic goals and strategy itself, I explain and describe the situation that first clarified my thinking on the subject. If the issue is the uncertainty in cash-flow estimates, I recount my personal experiences with executives making such estimates.
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I explore four themes in the pages that follow. First, the best way to deal with strategic issues is by squarely facing the challenge. Too many people start with goals and other visions of a desired end state. Start with the challenge, and diagnose its structure and the forces at work. Once you do that, your sense of purpose and the actions you consider will change. In that diagnosis, find the crux. That is the most critical part of the challenge that you can actually expect to solve. Don’t pick a challenge you cannot yet deal with—attack the crux of the situation, build momentum, and then reexamine your position and its possibilities.


Second, understand the sources of power and leverage that are relevant to your situation. To punch through the crux, you will use one or more of them. Willpower is not enough.


Third, avoid the bright, shiny distractions that abound. Don’t spend days on mission statements; don’t start with goals in strategy work. Don’t confuse management tools with strategy, and don’t get too caught up in the ninety-day chase around quarterly earnings results.


Fourth, there are multiple pitfalls when executives work in a group, or workshop, to formulate strategy. By starting with the challenge, and avoiding a too rapid convergence on action, a group can define the crux and design coherent actions to overcome it.


I hope that this book can help you understand the power of challenge-based strategy and the power gained by finding the crux of the challenge.


6 




















PART I



Challenge-Based Strategy and the Crux


A strategy is a mixture of policy and action designed to surmount a high-stakes challenge. It is not a goal or wished-for end state. It is a form of problem solving, and you cannot solve a problem you do not understand or comprehend. Thus, challenge-based strategy begins with a broad description of the challenges—problems and opportunities—facing the organization. They may be competitive, legal, due to changing social norms, or issues with the organization itself.


As understanding deepens, the strategist seeks the crux—the one challenge that both is critical and appears to be solvable. This narrowing down is the source of much of the strategist’s power, as focus remains the cornerstone of strategy.















1



Carolyn’s Dilemma


How Do I Create a Strategy?


My 10:00 a.m. appointment is with a student in the UCLA Anderson Fully-Employed MBA program. About thirty-five, she has responsibility for business planning at a health-products company. She works full-time (as do her fellow students), attends classes on Fridays and Saturdays, and is in my fifth-floor office at the Anderson School to talk about a problem at work.


“We have a new CEO,” Carolyn begins, explaining that the chief executive officer has asked her to rethink her division’s business strategy. He wants a new approach to deliver at least 15 percent annual profit growth. He indicated that her success at this could really influence her trajectory in the company. She says she “likes the strategy course and is getting a lot out of the case discussions…” She pauses and then explains that she needs to “jump on some specific tools to create the strategy my boss wants.” She is looking for help in filling the gaps between where the company is and where the boss wants to go.


We talk for a bit about her business and about the course concepts. I encourage her to identify what makes her business different, or special, compared to its competitors. I ask her about the particular challenges and opportunities it faces. She replies haltingly at first, in generalities.


“We have good people,” Carolyn says. “We try to keep our products up to date.” She pauses and then spills out her concern. The company’s strategic plans are short documents that describe financial goals and show the milestones for getting there. She is looking for a “simple road map… a plan the CEO can take to the board, with steps for achieving the goals.”


I nod, but don’t say anything.


“There must be some system for creating a logical business strategy,” Carolyn finishes.


I get a sudden mental flash—a visual picture of an imaginary “strategy calculator,” something like Figure 3. I keep it to myself, as Carolyn is not in the mood for humor.


In truth, Carolyn is in a tough spot. She has put her finger on what has been the great missing piece in the foundation of almost all writings and teachings about strategy. This weakness was well captured more than a decade ago by strategy authority Gary Hamel: “Of course, everyone knows a strategy once they see one—be it Microsoft’s, Nucor’s, or Virgin Atlantic’s. Anyone can recognize a great strategy after the fact. We also understand planning as a ‘process.’ The only problem is that process doesn’t produce strategy—it produces plans. The dirty little secret of the strategy industry is that it doesn’t have any theory of strategy creation.”1 (By “strategy industry” Hamel means the cadre of academics and consultants who opine about and are hired to work on strategy.)






FIGURE 3. Strategy Calculator
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Carolyn’s problem is that her boss has not wrapped his head around the crux of his situation. He is focused on performance goals and outcomes rather than opportunities and problems.


A STRATEGY WALKTHROUGH FOR NETFLIX


The key steps in dealing with a strategic challenge are a diagnosis of the situation—a comprehension of “what is going on here,” finding the crux, and then creating reasonable action responses. To take a closer look at these steps, I am going to look at the situation Netflix faced a few years back, in early 2018. In what follows, I am going to simulate the process of diagnosis and the creation of action responses.


Netflix began in 1998 and soon established itself as the leading company in the DVD rent-by-mail business. Its clever Cinematch system for predicting customers’ orders and its efficient logistics were broadly admired. Then, starting in 2010, in one of the most dramatic pivots in business strategy, CEO Reed Hastings moved the center of the company’s activity to online streaming, gradually leaving the DVD rental business behind. It signed important content deals with Starz, Disney, Lionsgate, MGM, Paramount, and Sony.


In 2013 Netflix offered its first “original” productions, House of Cards and Orange Is the New Black. These shows were commissioned to be produced solely for Netflix. By the end of 2017, it had distributed twenty-six originals on its streaming service. In addition, Netflix was growing internationally. At the start of 2018 it had fifty-eight million international subscribers compared with fifty-three million in the United States. Revenue was $11.7 billion and was growing at a good pace. On the other hand, the company was burning cash, showing a net cash outflow of negative $1.8 billion in 2017.


As can be seen in the second part of Figure 4, Netflix’s monthly cash costs exceeded its revenue per subscriber. The discrepancy between cash profit and accounting profit arose because the company amortized, or spread, its content costs over several years, creating the appearance of an accounting profit as long as it kept growing. Most of this outflow was financed with additional debt. Its expenses were also high due to the company’s aggressive marketing campaigns.


FIGURE 4. Netflix Financial Results
















	 


	2017


	2016







	Dollars in Millions


	 


	 







	Revenues


	11,693 


	8,831 







	Cost of revenues


	7,660 


	6,030 







	Marketing


	1,278 


	991 







	Technology and development


	1,053 


	852 







	General and administrative


	864 


	578 







	Operating income


	839 


	380 







	Other income (expense):


	(353)


	(119)







	Income before income taxes


	485 


	261 







	Provision for income taxes


	(74)


	74 







	Net income


	559 


	187 







	Dollars per Subscriber per Month


	 


	 







	Revenue 


	9.38 


	8.64 







	Production of content 


	1.51 


	1.44 







	Licensed content 


	5.92 


	5.73 







	Marketing 


	1.20 


	1.03 







	Technology 


	0.80 


	0.89 







	General and administrative 


	0.36 


	0.60 







	Other 


	1.36 


	1.02 







	Total cash cost 


	11.15


	10.71







	Cash profit 


	(1.77)


	(2.07)








Among paid streaming services, Netflix’s market share was about 76 percent, far ahead of Amazon Prime at about 17 percent, Hulu at 4 percent, and HBO’s 3 percent.


In 2011 Netflix faced a significant upset. It had been paying $30 million per year to Starz for access to its shows. At contract renewal, Starz asked for an increase to $300 million per year. Netflix had to raise subscription fees by 60 percent, and its stock price took a nosedive.


The Starz moment was a harbinger of things to come. Content suppliers began to ask for higher fees, and some began to pull their content back in the hopes of establishing their own streaming services. In particular, Netflix faced the loss of its two most popular TV series: Friends and The Office. WarnerMedia was taking Friends to its own streaming service (HBO Max), and The Office was being recalled by owner NBCUniversal for its planned Peacock streaming service.


Further storm clouds were the rising costs of original productions and the coming entry of new competitors. Disney was merging with 21st Century Fox and was planning an aggressive entry into streaming. It announced that it would remove its content from Netflix in 2019. Importantly, Disney planned to put all its archive and future theatrical releases on a new streaming platform. That would include properties from Lucasfilm, Marvel, Pixar, Fox, ESPN, and its own materials, everything from Fantasia to Dumbo to Frozen. As one observer put it, “Disney has 75 years of cultural capital to bring to the table.”2


To make matters worse for Netflix, Apple announced it was joining the streaming wars. Its new Apple TV+ service would be priced at five dollars monthly and provide a growing list of titles. And Apple had very deep pockets to pay for new programming.


The Snare of Long-Term Goals


The advice often given to leaders such as Carolyn and her boss struggling to create a strategy is to first clarify your goals. Alice in Wonderland–like parables are told about Cheshire cats and about how it doesn’t matter what you do if you don’t know where you are going. And, most likely, you will be advised to first write mission and vision statements before you define your strategic goals. Guidance from the authors of a leading strategy textbook is typical:


The first element of a coherent strategy is a clear set of long-term goals toward which strategy is directed. These long-term goals typically refer to the market position or status that the firm hopes to achieve through its strategy. For example, long-term goals might be to “dominate the market,” to be “the technology leader,” or to be “the premium quality firm.” By “long term” we mean that these goals are enduring.3


Take a moment and reflect on that advice. In this very common framework, strategy is portrayed as a set of actions directed at attaining certain “first element” long-term goals. But where do such goals come from?


Apparently, they somehow pop into existence. They magically appear before any analysis has taken place. If you haven’t analyzed your business, its competitors, the dynamics of competition, and more, claiming that you want to “be the technology leader” is just vague bloviation. It certainly does not help your organization understand how to move forward. (See Chapter 14, “Don’t Start with Goals,” for more on this point.)
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The idea that a person or organization has one or two primary driving goals is simply not true. It is a fantasy invented by economists and certain management thinkers. The reality is that most people and organizations have “a bundle of ambitions.” That is, they have multiple intentions, visions of the future, and things they would like to see or achieve. Some things in this “bundle” conflict with one another—not all can be achieved together.


When I was twenty-five, I wanted to be a top researcher, advise senior executives on strategy, have summers off to make ascents in the high mountains of the world, learn to fly, backcountry ski in the winter, master the mathematics of statistical decision theory, be a teacher who could inspire my students, run 10Ks, drive a Morgan Plus 4 Drophead, easily move from the wilderness to the boardroom, marry a woman in a prestigious profession, have happy and talented children, have time to spend with my family, and make enough money to retire early and buy a town house on the Îsle Saint-Louis. During my life I got to make progress on a few of these. As opportunities and challenges arose, new ambitions grew and old ones were moved to the back shelf. Along the way, as I decided what to do next, I had to pick and choose among the items in my bundle of ambitions.


If I were Reed Hastings in early 2018, my ambitions would, likewise, be many:




• I would want the company to survive and prosper.


• I would be worried about the too-high stock price.


• I would want to preserve the wealth, most in paper, that I have accumulated.


• I don’t want to lose the position of being the leading streaming service in the United States.


• I would also dream about becoming a real intellectual property factory, like Disney, making my own movies and finding ways to reuse the content and characters like Disney and Viacom do (toys, books, theme parks, and so on).


• I would like to be different from that “old guard” and find a new and fresher way to work with talent and production people. I would want to keep growing my international footprint, especially in larger countries that can also create content (United Kingdom, Germany, Italy, Brazil, Mexico, South Korea, Japan).


• The European Union (EU) Parliament is considering a streaming-service requirement that at least 30 percent of content be local—I want to push that and exploit the rule against Disney in the future.


• India is a huge market, and I would want to find a way to stream there at low subscriber rates.


• I also have dreams of being more like a TV station, with daily news streaming and covering sports events.


• Could I take a cue from YouTube and have a separate streaming “channel” for contributed content? From time to time I sometimes wish I could somehow sell out my holdings and start something new again, with a small team and not have to manage thousands of employees.


• Or I want to take a year off to be with my family.





Reed Hastings is a talented entrepreneur and, in reality, probably had some of these ambitions, perhaps even more. These kinds of intents and dreams are precursors to strategy, but they cannot all be accomplished, or at least not all at once. Effective strategy emerges out of an exploration of challenges, ambitions, resources, and competition. By confronting the situation actually being faced, a talented leader creates a strategy to further some elements out of the whole bundle of ambitions. Importantly, your ambitions are not a fixed and given starting point. In crafting a way forward, strategists will often have to choose among their values and ambitions. The ambitions made salient in a particular situation are as much outcomes as givens. In 2015 General Electric had an ambition to be a “top-10 software company by 2020.” Today, it can’t cut GE Digital fast enough. Cruise-ship lines that strove to be the most “fun” in 2020, now, after COVID-19, strive to be the “cleanest.” For the Gap, being the leader in trendy denim has been replaced with simple survival.


Diagnosing the Challenges


Diagnosis is the starting point in creating a strategy. At Netflix there are a lot of opportunities for analysis—prices, costs, competitors, buyer behavior, changing tastes, and so on. There is a meaty role for consultants here in analyzing the company and comparing it to competitors. The behavior of buyers (subscribers) is central, and there is much to learn about how different people and different cultures respond to variety, novelty, story lines, change, and pricing. And, importantly, we should look at how others have dealt with similar situations.


Still, after going over the typical two-hundred-page report on costs, prices, markets, buyers, and competition produced by your consultants, how do you then create a strategy to face a future where leadership in streaming is being contested?


One frequently hears that managers are decision makers. The theory of decision is highly developed. In one sentence, it says that you should choose the action that provides the highest expected payoff (utility). If you conceive of strategy as decision making, then your job would be to examine each alternative and select the best. You don’t have to be an experienced executive to see that this is nonsense. Where do these “alternatives” come from?


The reality is that creating a strategy is not simply pure goal seeking or decision making, unless there are fairly well-structured causal connections between actions and results. If we knew how each possible chess move changed the probability of winning, it would be easy to step through a game. But we don’t have that kind of mapping. Instead, to play chess we memorize patterns of clever moves and search for the crux—the place where the patterns of forces may allow us to take advantage of an opponent’s (apparent) weaknesses.


Gnarly Challenges


Strategy creation is a special form of problem solving. By a form of problem solving, I mean that it treats much less structured and much more complex problems than you found in the traditional homework problems of your school days. When talking and writing about strategy, it seems better to say “challenges.” People associate “problems” with math puzzles, “problems at home,” and other unpleasant situations. I also want to emphasize that a strategic challenge may be triggered by a large opportunity—the challenge being how best to grasp it.


I think of strategic challenges as arising in three basic forms: choice, engineering design, and gnarly. Most that I see are gnarly, perhaps because companies don’t ask for help with easier ones.


A choice challenge occurs when we know the alternatives, but there are uncertainties and nonquantifiable aspects that make choosing among them difficult. Situations of strategic choice usually arise when there are large long-term commitments of capital or contract at stake. If you own coal in Australia, and China is buying more each year, should you invest in a railroad to the sea and a harbor? How big a harbor? What kinds of supply contracts?


An engineering-design challenge arises when one has to create something new, but you have methods for evaluating your creation before implementing it. If you go to engineering school, you may learn how to analyze the stress on the steel members and cables of a bridge. Later, asked to design a new bridge, you probably copy a previous design. But when Norway asks for a design-build offer on the world’s longest floating bridge, over the 550-meter-deep Bjørna fjord, you have to create the design—you have to imagine a way of shaping steel and concrete into a floating bridge. Unlike the choice challenge, there are no predefined alternatives. Still, the wonderful thing about modern engineering is that we have good models of structures and water and loads and winds. You can test your imagined designs mathematically and by simulation before making a choice.


A more difficult situation is the gnarly-design challenge. Here there are no given alternatives, and there are no good engineering-type models to test your designs against. There is no guarantee of a solution of any kind. There are not clear causal connections between actions and outcomes.


You solve a gnarly challenge by beginning to dig into the nature of the challenge—in figuring out “what is going on here.” What is the paradox or central knot of the thing? What constraints might be relaxed?


A Diagnosis of Netflix


Putting myself in CEO Reed Hastings’s shoes, the overall challenge seems to have these elements:


The central tension facing the company was that it had grown by renting other people’s material. But that may not really work in the future. The vast libraries of Disney (including ESPN, Pixar, Lucasfilm, Fox), WarnerMedia, MGM, NBCUniversal, and more will be withdrawn from Netflix and Amazon. There will be a growing war for content.


With new streaming services arriving, each with a monthly charge, and each trying to pin subscribers with “original” content, when will the market saturate from subscriber financial limits and content fatigue? Then what?


Most of Netflix’s so-called original content is produced under contract by the same list of studios that have dominated the industry for a century: Warner Bros., Lionsgate, Paramount TC, Sony, and so on. How long can this supply arrangement last?


If Netflix tries to make high-quality movies, ones that would normally go first to theaters, it would be in direct competition with its suppliers. Does that mean it is trapped into making B-grade movies?


International margins, especially outside Europe, remain low.


Some of the series offerings have been A-grade, but as Amazon, Disney, Apple, Hulu, and more begin to compete for them, won’t the price to license or hire talent drive out profits?


Netflix’s cost of gaining each new subscriber is rising, from about $300 in 2012 to about $500 in 2017.


Cash flow is strongly negative—Netflix has been continually adding new debt to finance its growth.


It can only grow its way to cash profit if its costs of production and content can be spread over a larger subscriber base that has broad common tastes in content. Can international expansion provide this base?


In order to show the value of the crux, of getting to the heart of the matter of the strategic challenge, let me quickly describe some of the alternative policies and actions Netflix could take that easily come to mind. With regard to defending domestically, it could go right up against Disney with a $4 per month limited subscription. This version of Netflix could provide a secondary lower-priced plan aimed at phones and pads, with cartoons and other kids’ entertainment. For another $10 per month, the full subscription would also be available for adults.


It could strive to build the “new” Hollywood, breaking from the financial and cultural burdens of the old Hollywood’s politics, power plays, and focus on “stars.” One of the important lessons of series like The OA and Orange Is the New Black is that one doesn’t need existing stars to make popular content. Going down this expensive and risky road would require a very large subscriber base and continued support from the capital markets—no major mistakes allowed.


With a market value close to $90 billion in early 2018, Netflix could buy a studio, like MGM, and get access to its library and production capabilities. This would, of course, be inconsistent with the idea of being a “new” Hollywood.


Netflix could aim at creating a few huge blockbusters, like HBO’s Game of Thrones. Content like this can pull in millions of subscribers just to view this one show. There is no formula for doing this.


Netflix could offer more than one streaming service, tailoring each to a different group of subscribers. There is a lot of room here for exploring ways of subsetting the audience and arranging prices.


With regard to expanding internationally, Netflix could focus on the developed world outside the United States, particularly the Anglosphere (Canada, Australia, New Zealand, and the United Kingdom). These and a few similar areas have tastes broadly in common and income levels sufficient to pay for a good streaming service. Along this line, with its current presence in these regions, it could have a new-content advantage in drawing on expertise outside the United States in making video entertainment. In contrast to focusing on the Anglosphere, Netflix could be the worldwide streaming-content distributor. It could tone down its spending on creating content and focus on being a worldwide distributor for international content. By early 2018, Netflix had already done well with Dark (Germany), Money Heist (Spain), Sacred Games (India), 3% (Brazil), and others.


THE CRUX OF THE CHALLENGE


Think of a set of gnarly challenges as a large tangle of sticks and wire. It blocks your way forward. You could hack at it for days. But find the right spot and cut one thick wire, and the tangle may break into smaller chunks that are manageable. That wire is the crux of the tangle.


Netflix’s overall challenge is that it can no longer count on contracting for existing good TV and studio films at reasonable prices. When it comes to streaming, both access to material and subscriber scale are important. With more subscribers, one can pay more for material, and the ratio of needed shows to subscribers falls—you don’t need twice as many different shows for twice as many subscribers. So, subscriber scale seems key. But, of course, subscribers will gravitate to good material unless one is playing a pure cost game for an audience with little taste for variety, such as children.


In competition it is useful to look for asymmetries—ways in which competitors differ. Going back to Fontainebleau’s Le Toit du Cul de Chien, the crux of a boulder for a short muscular climber may be easy for a taller climber. Or one army may be larger, the other more experienced. One business may have better technology but poorer distribution, and so on. In the case of Netflix, my attention is drawn to its stronger position in the international arena, an interesting imbalance. Netflix had an early start there with good subscriber growth in the English-speaking world as well as parts of Europe and Turkey. Disney and others will try to take their services abroad but will predictably try to use production bases in the United States. Can Netflix gain advantage by leveraging foreign production to a global audience?


In my view, the crux of Netflix’s situation is the opportunity to use its current international advantage to create sufficient material to feed both its domestic and its growing international markets.


[image: image]


The move from diagnosis to alternatives requires audacity, especially in a gnarly situation such as that which Netflix is facing. Alternative actions are not given but must be imagined or constructed. Then you do your very best to choose among the alternatives you have created. Finally, you need to translate the idea into specific and coherent actions. In shaping and evaluating an alternative course of action, we have to make judgments. And to invent a solution, we have to judge, or assume, or believe, certain things to be true.


For Netflix, the crux analysis leads one to seek a mechanism for stimulating the international creation of good content while, at the same time, making Netflix the favored distribution channel. Scale will help it pay well, but there is more. Creating content that slides across borders is not easy. Can Netflix create and share knowledge about how to do this? Can that be tied to financing? Could it even set up an international academy, teaching skill in scripting, acting, and production? Will developments in artificial intelligence make language translation easier and cheaper? I could lay out other designs for alternatives, but I am not going to take this simulation of strategy making any further. I hope you can see the value of a careful diagnosis and the identification of a crux.


[image: image]


This process of diagnosing the challenge and then creating a response is the best theory we have for strategy creation. You analyze the challenge and your resources, and you try to think of ways to surmount the challenge and realize some of your ambitions. A myriad of tools exist to help you analyze the challenge. And there are ways of stimulating and helping you think of a response—analogies to other situations, altering the point of view, doing again what worked last time, and so on. But these are only stimuli. You don’t “pick” a strategy; you create it. Then you do your very best to choose among the alternatives you have created. Finally, you need to translate the idea into specific and coherent actions.
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Untangling the Challenge


Finding and Using the Crux


Very early in my career I thought of strategy work as analysis. I would gather data, impose frameworks borrowed from consultants and academics, and look in detail at products and prices and regions and competitive behavior over time. I worked to quantify competitive advantage. If it was an airline, I would disentangle the drivers for one airline’s profit advantage over another. For a magazine, I created slides detailing the cost per story, photograph, and so on. But, over time, I came to realize that all of this analysis, while useful, did not really produce a strategy—a way forward that would improve things.


Trying to learn from corporate leaders, I observed many who saw their jobs as pushing people to “make their numbers.” Others were well spoken, but really had little idea about the guts of the business they had somehow come to lead. There were some who saw strategy as planning or financial engineering or as long lists of “things to do.” Some were insightful but lacked the courage to act.


Luckily, I was able to watch and learn something from leaders who were skilled strategists:




• like Pierre Wack, the legendary head of strategy at Shell, who taught me to see the correlations among the elements of a situation and to be alert for whipsaws as trends overshoot and rebound


• like Steve Jobs of Apple, whose brutal honesty let him cut through layers of baloney and grab the crux of a situation (and annoy many people around him)


• like Andy Marshall (Office of Net Assessment/Department of Defense) who had a fine instinct for defining the competition at just the right level to change the conversation for the better (his paper on redefining the Cold War situation as a long-term competition between the United States and the Soviet Union was pivotal in moving US policy makers away from an armaments view to one that encompassed economic and social dimensions)


• like Andy Bryant, the board chair of Intel who understood how size and complexity can compete with having the technological edge


• like Simon Galbraith of Redgate Software, whose natural talent for diagnosis led him to a canvas larger than a single business





These general managers, and others, did things differently, and, over time, I began to get a feel for the broad outlines of that difference.


Skilled strategists are happy to look at analysis and data, but they are also able to identify and focus on a critical challenge or opportunity and then create a way to address it. They had a “nose” for what was vital and an ability to concentrate energy on such issues. They cared about performance but didn’t confuse results with actions. They did not pick a strategy from some popular list or consultants’ matrix or from the three choices on a PowerPoint prepared by staff. Perhaps most important, they did not see strategy as a fixed description of “where we want to be” in the future. Of course, they had obvious ambitions of winning, and profit, and success, but they saw strategy as dealing with on-the-ground challenges and with important new opportunities that arose.


The truth is that gnarly challenges are not “solved” with just analysis or by applying preset frameworks. Rather, a coherent strategic response arises through a process of diagnosing the structure of challenges, framing, reframing, chunking down the scope of attention, reference to analogies, and insight. The result is a design rather than a choice. It is a creation embodying purpose. I call it a “creation” because it is nonobvious to most others, the product of insight and judgment rather than an algorithm. It is not a deduction, but a design. Implicit in the concept of insightful design is that knowledge, though required, is not, by itself, sufficient.


Writing about how hard design problems are solved, industrial design specialist Kees Dorst nicely described zeroing in on the crux of a problem:


Experienced designers can be seen to engage with a novel problem situation by searching for the central paradox, asking themselves what it is that makes the problem so hard to solve. They only start working toward a solution once the nature of the core paradox has been established to their satisfaction.1


The skilled designer-strategist recognizes the crux of a challenge as something evoking a sense of blockage or constraint. It is a thing blocking easy solution. A strategist-designer’s attention is drawn to it because it hints at leverage—that if we could only just move the keystone, the whole wall can be breached. Attention is particularly drawn to a crux that seems similar to those in other situations or where there is a hint as to how to solve it.


THE TRAP OF TRYING TO DEDUCE A STRATEGY


You cannot deduce a strategy from some set of always relevant preset principles. An example of a group of executives making this mistake was ‘Paradigm Corp.’2 The CEO, ‘Carl Lang,’ of this medium-size manufacturer of specialty paper products asked me to appraise his strategy. “The board,” he explained, “wants an independent check on what we have developed.” Most of my work would be to interview a few managers and look at various documents they had generated.


Lang’s first step had been to clarify the company’s purpose. He told me, “Our aim is to produce measurable tangible results. In particular, we want to achieve a return on total assets of at least 9 percent, a market share of at least 25 percent, and reliable sales growth of 10 percent per year.”


The top management team had turned to Michael Porter’s book Competitive Advantage. Their primary tool was his breakdown of strategy into four types, as shown in Figure 5.






















	

FIGURE 5. Porter Generic Strategies
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Carl Lang’s strategy team had chosen the broad-differentiation strategy for Paradigm because the company had a history of competing based on having the broadest variety of specialized shapes and sizes.3


An article in a business journal was then cited as the source of these (so-called) “operational strategies”:




• continuous improvement


• capacity utilization


• just-in-time


• outsourcing


• new-product time to market





Carl’s team had chosen “new-product time to market” because the other operational “strategies” seemed impractical to them. Their production facilities were old, in another state, and unionized, and they had little control over the details of production.


Carl wanted to have a strategy created by a logical process that could be defended to the board or even in a court of law. And he wanted me to testify to the board that having “broad differentiation” and “new-product time to market” strategies were reasonable and had a good chance of producing a return on assets of at least 9 percent and sales growth of at least 10 percent per year. Of course, I couldn’t do that because Carl’s strategy had nothing to do with the challenges Paradigm faced.


Paradigm’s basic problems were that it had no effective control over manufacturing and that its largest customers were slowly growing firms. Once we had identified and focused on these issues, the group began to gradually generate ideas about how to deal with them. Over several months, Carl Lang developed a reasonable strategy for shifting marketing and sales efforts to smaller firms that were growing and splitting the manufacturing activities into standard and special items. My contribution was getting them to look at actual challenges instead of financial goals and generic strategies.


DEDUCTION VERSUS DESIGN


Carl Lang was attempting to deduce a strategy from strategy “frameworks” such as Porter’s “Five Forces” or Kim and Mauborgne’s “Blue Ocean Strategy Canvas.” But such frameworks are designed to call attention to what might be important in a situation. They do not, indeed cannot, guide one to specific actions.


Others try to deduce strategies from desired performance goals, such as “grow profitably by 20 percent each year for the next five years.” It doesn’t work that way because the goal, by itself, has no action implications. If you begin to add nuance, like “focus on the largest potential accounts,” that proposed action has a complex set of challenge-based implications hidden within it. Why haven’t we been going after larger accounts? What makes that harder? What changes have to be made to be able to sell to larger accounts?


To see the issues more clearly, it is helpful to dig into the difference between deduction and design.


We are all familiar with deduction, first formalized by Euclid in his book The Elements (300 BC). In high school, we study his presentation of the axioms of geometry (things equal to the same thing are equal to each other, all right angles are equal, and so on) and learn how to deduce geometric relationships from these axioms. The idea of deduction is close to that of logic itself. Given certain assumptions, certain other relationships, or facts, follow.


Given Newton’s law of gravity, and knowing the positions and orbit of Mars and Earth, one can deduce the velocity needed for a spacecraft to leave Earth and impact Mars. Given your history of music listening, a Web service can make a good guess as to what you might like to hear next. Deduction is one of the most powerful reasoning tools our civilization has created, especially its huge successes in mathematics and physics.


After the atomic bomb showed that physicists scribbling on blackboards could blow up cities, economists and some other social scientists shifted their attention away from looking at actual behavior toward creating a deductive system like the physicists had. One result was a modern economics that had little to do with actual behavior. In it people and firms all act to maximize their expected value, called “utility” because it is not necessarily measured in monetary terms.


Herbert Simon received the 1978 Nobel Prize in Economics for observing that, contrary to this modern economic theory, people don’t actually maximize when they make choices. They are not the perfectly rational creatures imagined in economics. Rather, their rationality is bounded. This, of course, was obvious to all but academics.


People make local judgments about what action will make them a bit better off at the moment. Better chess players, he found, were able to recognize more chessboard patterns than weaker players. They had access to a wider range of challenging situations and possible responses. Having chess experts verbalize their thinking, it was found that they could not really explain their thought patterns. “My attention is drawn to square QB5…,” one would say, unable to explain how he identified the crux of the situation.


In general, economists were annoyed that Simon’s award was in “economics.” Most had abandoned the study of actual economic behavior in favor of deducing actions from their complex mathematical system.


Importantly for us, Herbert Simon was fascinated by the difference between deduction and design. He explained that normal science is about understanding the natural world. “Design,” he argued, “on the other hand, is concerned with how things ought to be” in order to carry out human purposes. His insights into my own career in professional education struck me with special force. He observed that it was “ironic that in this century,” natural sciences drove design considerations from the curricula of professional schools. He noted, “Engineering schools gradually became schools of physics and mathematics; medical schools became schools of biological science; business schools became schools of finite mathematics.”4


My own life experience supports Simon’s comment about the replacement of design with deduction in professional schools. For the academics who currently populate top professional schools, design is a bit like shop class, akin to automobile repair or welding, and residing at a far remove from respectable activities like the mathematical modeling of stochastic processes and the statistical analysis of selection bias.


Study marketing in most masters in business administration (MBA) programs and you will be exposed to theory about consumer behavior and the concept of market segments, but will have little insight into the wide variety of actual company marketing programs. The students will find that they cannot deduce a real-world marketing program from the theory of consumer behavior.


Study finance and you will learn a great deal of theory about security prices, but if you want to be an investment banker you will have to go elsewhere to learn about the fascinating complexity of real-world deal structures. You cannot deduce a deal structure from finance theory.


Take an MBA course on strategy, and you will be exposed to a few case studies of classic business-strategy success stories. But, increasingly, your instructor will use these cases as “examples” of his or her favorite concepts from industrial organization economics. Again, you cannot deduce a good strategy from theory. Much of design is a combination of imagination and knowing about many other designs, copying some elements of each. The problem for modern professional schools of engineering and business is that you cannot know about the vast variety of designs if all you have learned is deductive logic.


My interest when I was a senior at the University of California at Berkeley, studying electrical engineering, was in large power systems—the big turbine generators that supplied everyone’s electricity. I took the only course on generators and motors available. The professor had us study tensor analysis.5 We never even saw a picture of a generator. The idea was that with tensor math, you could model some of the electrical output performance of generators. But this kind of analysis gave no clue as to what a generator actually was or how to design or build one. It was all math, not engineering. I switched to computer design and then to feedback-control systems design because those subjects actually included a smattering of design.


A few years later, I was a systems design engineer at the Jet Propulsion Labs. My work was the initial design of future spacecraft. On visiting my alma mater, I told my former adviser that one big problem we had was that many spacecraft components failed over time. There were no interplanetary repair people for spacecraft, so we were constantly trying to figure out how to compensate for sensors gone bad and radios that wouldn’t start up. Yes, we could calculate reliability numbers, but we didn’t really understand why these things failed in the first place. He shook his head and said, “Unless you can find a way to mathematicize it, we cannot research it in the engineering department.”


GNARLY SITUATIONS


I introduced the idea of gnarly challenges when discussing Netflix in the previous chapter. Drilling down further to be a bit more precise, gnarly problems have these characteristics:6




• There may be no clear definition of the problem itself. Studying various concepts of “the problem” and working to identify or choose a crux issue can be a large part of the work of creating a strategy. In many gnarly situations, there is not really a given “problem.” Rather, there is simply a sense of things going wrong or of opportunities just around the corner.


• Most of the time you do not have a single goal but a bundle of ambitions, such as those I had when I was twenty-five or those I ascribed to Reed Hastings—that is, a group of desires, goals, intents, values, fears, and ambitions that may conflict with one another and that cannot normally be all satisfied at once. Forging a sense of purpose out of this bundle is part of the gnarly problem.


• Alternatives may not be given but must be searched for or imagined. Much of the time the apparent alternatives—invade or blockade, acquire “BuyCo” or not—have been made artificially sharp by shortsighted staff or parties with vested interests. There are almost always other ways to proceed.


• The connections between potential actions and actual outcomes are unclear. Opinions will differ sharply, even among experts, about the efficacy of various proposed actions. In gnarly situations, there are multiple interpretations of the facts and only weak connections between desired results and specific actions to be taken.





How, then, does one deal with gnarly challenges and develop a solution when unsure about what the challenge really is? Neither individuals nor organizations can attend to everything at once. So, we work to isolate the crux of the overall mix of challenges and opportunities. The crux is an important part of the mixture of problem and opportunity that can (almost) surely be surmounted if we focus resources and efforts on it.


We follow effective strategic leaders because they have done this work—they have replaced the buzzing confusion of reality with a call to attack and conquer a part of it where we can actually win. Faced with a gnarly challenge, the strategist recognizes or forges an embedded solvable problem—not the whole gnarly challenge, but one with kinship to its key elements. And it is a problem that we are capable of addressing.


For example, in 1999 Marvel had just come out of bankruptcy with a comic-book and toy business and with a huge debt burden. The company had an avid following among comic-book readers, but no general audience. Much of the debt was paid off by licensing out characters just for toys and games. The next opportunity lay in making Marvel characters into feature films. One problem was classic chicken-and-egg: Studio licensing offers were low because there had not yet been a successful major film based on Marvel characters. And because there had been no major feature film, the characters were essentially unknown outside the comic-book crowd. Another difficulty was that although Marvel had forty-seven hundred comic-book characters, Hollywood was chiefly interested in Spider-Man and the X-Men.


After licensing Spider-Man to Sony Pictures and the X-Men to Fox for very low fees, Marvel president Kevin Feige identified the crux of the problem as making the rest of the Marvel characters worth something. To attack that crux, he devised a plan to create value for a large group of Marvel characters by having them all inhabit the same fictional “universe.” Marvel raised money from Wall Street to pay for an independent studio. Its first successful film, Iron Man, was followed by twenty-eight more feature films. Many of the same characters appeared in these films and in eleven television series: Iron Man, Thor, Captain America, the Winter Soldier, the Black Widow, Hawkeye, Vision, Black Panther, and many more. Marvel was acquired in 2009 by Disney, which continues to develop the Marvel Cinematic Universe.


Mastery over a gnarly challenge arises only after the crux has been exposed when you see or recognize the locus of tension in the web of conflicting desires, needs, and resources. We may want to expand capacity but have no space to do so. The suggested new product may work well for customers but be rejected by distributors because it cannibalizes other streams of profit. Resolution of the crux will usually help resolve major parts of the larger issue. As a number of problem-solving researchers have found, “At the least, problems must be deeply analyzed before an insight solution can be achieved.”7


Locating the crux is the first maneuver in dealing with gnarly challenges. Discovering, or articulating, that solvable problem within the complexity of a gnarly challenge is not easy. Many gnarly challenges seem to pose a bewildering farrago of problems and issues. It seems like there are a multitude of interconnected problems. Some are blessed with an innate talent for teasing out the crux. Andy Marshall, for example, saw that the crux of the Cold War was having a strategy for competing with the USSR, by using US social and economic strengths to greater effect, not with simply piling up weapons. Others simply pretended confidence in the face of complexity. Over several decades, I have seen strategists such as Andy Marshall and Dawn Farrell of TransAlta use the practical tools of collecting, clustering, and filtering to help untangle gnarly situations.


Collecting—making a list of problems, issues, and opportunities—ensures that you are looking at all the issues, not just the first to come to mind. It will grow longer than you anticipate, just like what you need to take on vacation grows from your initial planning. Your initial sense of problems was not complete. Your initial sense of alternative actions was also constrained. You, or other members of your team, know more than you can immediately say. Collecting is aided by reference to outsiders and competitors. (More on this in Chapter 19.)


Clustering places problems and opportunities into groups. When I work with a team in a Strategy Foundry (see Chapter 20), each participant works on identifying a challenge. We write them on the board or on cards and collect them all—usually about twelve or so. Often, these “challenges” are each really more than one challenge, so we break them apart. As things get broken down, we normally wind up with about twenty challenges and opportunities. We then try to cluster them into somehow related groups. If you are working alone, it is a bit harder, but you can do much the same thing as a group if you try to take different points of view and imagine the voices and opinions of others.


The groups produced by this clustering have fuzzy boundaries. The purpose is not to establish scientifically solid sets but to explore the ways in which challenges differ. Some are harder than others, some are about competition, some are about internal issues, and so on. Some will be more critical than others. Some will be easier to resolve. Some can be deferred to the future.


Following collecting and clustering, you realize that there are too many issues, too many problems, and too many different interests at work. They need to be filtered. The first step is sequencing: bringing to the forefront those that seem to be immediate, while deferring attention on many where action can be deferred. As Desmond Tutu is credited with saying, “There is only one way to eat an elephant: a bite at a time.”


Once these challenges have been winnowed down, the next step in filtering is rating their importance and addressability. Importance is the degree to which the challenge either threatens the core values or existence of the enterprise or represents a major opportunity. Addressability is the degree to which the challenge appears to be solvable. (Chapter 4 covers this in detail.)


The judgment about addressability is the more contentious. Some challenges are clearly addressable. Some are very important yet fairly hard to address—that is where the crux will usually lie.


A critical challenge that does not seem easily addressable deserves great attention. Can it be divided into subproblems? Is it like any similar problem others have faced? Is there anyone who might be an expert on such situations? What is changing that might alter its addressability? What is the single keystone constraint, which if broken, would make it addressable (the crux of the crux!)? Or, more drastically, one can break this critical yet hard challenge into pieces and start the process of collection, clustering, and filtering over again, all focused on just this topic.


The crux of a challenge is a point of tension where a constraint or conflict between resources and issues, or among policies, seems to chafe. When Amazon first opened its Marketplace service, it allowed outside firms to sell their products through the Amazon website. The conundrum was that some of these firms might gain scale and scope to challenge Amazon, even taking their suppliers and products to their own websites in the future. Yet denying these sellers would limit the scope of a company that aimed at being the world’s biggest store. Like so many insights, the solution seems simple in retrospect. Amazon began to greatly improve its logistics system and offered the Marketplace sellers use of its warehouse and shipping services. It was an offer of marriage most could not refuse. And its continued expansion into more and more products countered threats from almost all suppliers.


Another case of seeing the crux was Apple management realizing that Steve Jobs’s devotion to doing everything in-house was in stark conflict with the concept of an app store. They began to realize that opening up the iPhone’s app store to outside programmers would produce enormous competition among app makers, driving down their prices, increasing their quality through comparison, and thereby increasing the value of each iPhone.


You will have a much harder time dealing with a gnarly challenge if you have not distilled it down to a crux. No one solves a problem they cannot comprehend and hold in their mind.


DESIGNING ALTERNATIVES


Formulating a hypothesis about what will work follows from filtering the set of issues and breaking gnarly challenges into components. The design of action alternatives is the second maneuver in dealing with gnarly challenges. You can check the proposed actions against existing knowledge to see if any elements of the idea are ruled out by very strongly supported evidence. For example, a proposal to build more low-income housing should be confronted by the fact that people in such developments have, in the past, been the frequent victims of crime.8 Without a law-enforcement or crime-control substrategy, simply building the project may do more harm than good. Given this history, a new solution to low-income housing requires an audacious leap to a novel mixture of policy, architecture, planning, and action.


Elon Musk, as we noted earlier, saw the crux of the challenge of cheaper cost to orbit as reusability. His audacious leap occurred when he realized that fuel is cheaper than hardware. His new rocket would include extra fuel so it could return to Earth without burning up. Here are some more examples of audacious leaps to action based on a recognition of a crux:




• Like Russia, China had traditionally collected tax and operating revenues centrally and then allocated funds based on various plans. Deng Xiaoping saw that China’s crux economic problem was dulled incentives to be efficient (or profitable, in Western terms). “Being rich is glorious,” he said, a truly revolutionary statement in a country that held up the equality of poverty as a virtue. Deng’s most important new bold action was to allow local communist collectives selling products and services to keep most of their profit. This policy became a coherent strategy for development when it was connected to export-based activity and the careful importing of outside skills.


• In Singapore the 1960 gnarly challenge was horrendous unemployment, with the majority of the population of the small island living as homeless squatters. One approach might have been searching the world for charity. However, Lee Kuan Yew believed that the crux of the challenge was that Singapore was a terrible place to do business. He determined that it could become rich by becoming one of the most attractive places in the world for business. His actions were intensely coherent and, by developed Western standards, draconian. There would be no homeless squatters, no labor unions, no unrest. There would be strong private property law and a stable economic climate. Drug peddlers were executed. Dissenters and union organizers were jailed. Foreign money began to pour in, and employment boomed, creating a trained labor force. Today, more than three thousand multinational firms operate there, unemployment is very low, the gross domestic product (GDP) per capita is $58,000, and life expectancy is eighty-four years.


• In 2003 Jason Fried was struggling to use email to handle the growing collection of contractors, consultants, and designers connected to his Web-design company’s expanding client base. The crux of the problem was having to use email, Excel, memos, telephone calls, and various other management tools that did not talk to one another well. There had been a similar challenge in the early days of spreadsheets when one had to use different tools for calculating, graphing, importing, and exporting data. Fried’s team boldly decided to invest in creating their own tool, now called Basecamp. This software handled to-do lists, message boards, schedules, real-time group chat, questions and answers, and more in a single application. The Basecamp client base grew from forty-five in 2004 to three million in 2019.


• During the 1980s, the Walt Disney Company’s performance began to sag. Both feature films and cable TV operations were bringing in little profit. Corporate raiders began to circle, seeing an opportunity to split the company into its theme-park and movie components and make a quick gain. Michael Eisner was named chairman and CEO in 1984, backed by the oil-rich Bass group. He began to see the crux of the challenge at Disney in its much-admired classic animated films such as Cinderella. These almost defined Disney to each generation when they were rereleased, but they could not be replicated. The costs of the hand painting of each frame, originally borne during the Depression, could not be justified in the 1980s. The solution Eisner and Disney president Frank Wells designed was remarkable. One key was breaking Disney’s culture of handcrafting its films by investing in computer-based animation. The other was expanding the company’s profit and growth beyond animated films to also center on creating new animated characters. Whether it was The Lion King, Beauty & the Beast, or Pocahontas, each new character, or property, generated profits far beyond the film. Toys, games, TV specials, Disneyland rides, and other synergies were carefully exploited. It was a wholly new strategy in entertainment.
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