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FOREWORD



It has become clear from the rumblings and soul-searching in the field of competitive strategy that a revolution is brewing. Managers and strategy researchers are discovering that existing models of strategy are nearly obsolete in the intensity of today’s fast-paced competition. Some have called for a more dynamic approach, even questioning the sustainability of competitive advantage in this new environment. But so far, this revolution-waiting-to-happen has had no leader. Now it has.


In this book Richard D’Aveni offers a powerful model that addresses the emerging realities of competing in intense and dynamic environments, what he describes as “hypercompetition.” Revolutionary technology, globalization, new business methods, radically new communication and information-processing techniques, flexible manufacturing equipment, and low-cost foreign labor are all conspiring to heat up markets everywhere in the world. Hypercompetition is an environment of intense change, in which flexible, aggressive, innovative competitors move into markets easily and rapidly, eroding the advantages of the large and established players.


Hypercompetition represents a fundamental shift in thinking necessary for coping with these changes. Whereas managers and researchers have operated on the assumption that companies should try to sustain their advantages, D’Aveni, for the first time, shows that no organization can build a competitive advantage that is sustainable. Every advantage erodes. So in this environment the company must actively work to disrupt its own advantages and the advantages of competitors. Efforts to sustain advantage in the current business environment may actually undermine the true competitiveness of the firm. If you accept this view of reality—and D’Aveni makes a thoroughly convincing case for it—this represents a turning point in the development of strategic thinking.


A generation of managers exhorted to sustain advantages or increase commitment by investing in large plants or equipment may find this book surprising. We have been taught to seek consistency and long-term strategies, but D’Aveni shows that this makes companies more inflexible and predictable in this environment. Today’s strengths become tomorrow’s weaknesses so quickly that sustaining advantages is nearly impossible. We have been taught to select one of the generic strategies, such as being a differentiator or low-cost producer. But firms using new manufacturing technologies and product designs actually maneuver between these positions or occupy both positions at once. We have been taught that large companies have monopoly power, but we see the growing power of small, flexible firms. We have been taught that entry barriers sustain advantage, but D’Aveni shows how aggressive firms are beating down entry barriers right and left. We have been taught that companies can become more profitable by being more cooperative, but he shows how reaching oligopolistic bargains decreases a firm’s long-run competitiveness. He suggests that profits from all the traditional advantages are a short-lived fantasy that dissolves in the face of even a single hypercompetitive (usually foreign) rival.


D’Aveni clears away the cobwebs of theories that are no longer relevant in dynamic markets. He makes it clear why these strategies fail and proposes a new model and new techniques to take their place. He provides insights into the dynamic movement of competition through a series of “escalation ladders” in four arenas of competition. At every step along the way, he backs up the discussions with vivid examples of corporate actions to illustrate the dynamic evolution of competition. Finally, he provides a series of tools for managers to use in analyzing competition in their industries and describes a set of “New 7-S’s” companies are using to succeed in hypercompetition.


For those who think hypercompetition is something that only happens to high-tech industries, this book will be a wake-up call. It chronicles the spread of hypercompetition into such unlikely industries as toys, cat food, grains, and hot sauces. In fact, Jeffrey Williams, in his insightful article on the sustainability of advantages, had cited hot sauces as an example of a slow-moving industry. But, as D’Aveni discusses, even here the advantage of the industry leader for over one hundred years is now under attack by aggressive competitors. If your industry is not in hypercompetition today, there is a good chance it will be tomorrow.


This book forces us to rethink how we study strategy, how we teach it to students, and how we practice it. It provides the basis for a wide variety of research studies and a textbook for students who wish to extend their understanding of competition beyond the foundation work of Michael Porter. It offers a training manual for managers out on the front lines of competitive actions who want to outmaneuver those using traditional strategic methods. The book enables managers to use intellectual judo to take advantage of the weaknesses created by traditional strategic thinking. Finally, the book poses a challenge to U.S. policymakers and antitrust regulators. Just as hypercompetition undermines traditional strategic thinking, it also makes traditional antitrust policy obsolete.


To tackle issues of theory, practice, and policy in a single book is nothing short of a monumental task. Richard D’Aveni is the ideal person to take it on. He brings an extensive knowledge of current business practice tempered by the broader perspective of theory. I have had the pleasure of working with him on research projects and supporting his work for nearly a decade. He has an impeccable academic record of careful, systematic, and relevant research. We also have shared consulting clients among the Fortune 500 corporations. So I know Richard has a close association with and concern for management practice. You too will find that what he has to say is directly applicable to current strategic action and that this book is on the cutting edge of strategic thinking worldwide.


This book has the power to revolutionize how we study, practice, teach, and regulate strategy. It is so relevant, so timely, and so close to the reality of today’s competition that no manager can ignore it. Anyone who hopes to survive and succeed as a competitor into the year 2000 and beyond should be interested in the principles and approaches described in this book.


Ian C. MacMillan


George B. Taylor Professor of Entrepreneurial Studies


Director, Sol C. Snider Entepreneurial Center


The Wharton School of the University of Pennsylvania





PREFACE



NEW REALITIES OF HYPERCOMPETITION


In the old days in science, the universe was fairly simple. Nearly every science museum has a huge, old model of the solar system in which all the movements of the planets are represented with clockwork gears. Then we realized that reality was much more complex. All motion was relative. The universe is a system in dynamic motion and flux with all motion being determined by the forces of inertia, complex gravitational interactions of heavenly bodies and even unseen gaseous clouds, random collisions, millions of asteroids, and the overall movement of galaxies toward the outer boundaries of the universe.


Business has also entered an age of new realities. It is essential to understand and take advantage of the dynamic motion and flux of our global markets and technological breakthroughs. In this book I examine four traditional sources of competitive advantage and explain how each is eroded by the unrelenting maneuvering of companies. I describe how this maneuvering has resulted in a new type of competition, which I call “hypercompetition.” Then I examine a system of seven strategies for competing in this environment, the “New 7-S’s” (whose title is derived from McKinsey’s original 7-S’s). Unlike the original 7-S’s, the New 7-S’s are designed to help firms cope with hypercompetition by creating and controlling the dynamic fluxes in their marketplaces through intentionally disrupting the status quo and using hypercompetitive methods to one’s own advantage.


Hypercompetition results from the dynamics of strategic maneuvering among global and innovative combatants. It is a condition of rapidly escalating competition based on price-quality positioning, competition to create new know-how and establish first-mover advantage, competition to protect or invade established product or geographic markets, and competition based on deep pockets and the creation of even deeper pocketed alliances. In hypercompetition the frequency, boldness, and aggressiveness of dynamic movement by the players accelerates to create a condition of constant disequilibrium and change. Market stability is threatened by short product life cycles, short product design cycles, new technologies, frequent entry by unexpected outsiders, repositioning by incumbents, and radical redefinitions of market boundaries as diverse industries merge. In other words, environments escalate toward higher and higher levels of uncertainty, dynamism, heterogeneity of the players, and hostility.


Under these conditions, it would seem that the most logical course for most American firms would be to liquidate or exit their industries because sustained advantage is impossible and low profitability would seem to be inevitable. American corporations will be forced to ask themselves, Why are we in business, to make profits or build the U.S. economy? As more and more industries go hypercompetitive, boards of directors will have to ask whether their companies will just give up because Wall Street doesn’t want to invest when the going gets tough or fight to survive in this much harsher world. Competing in hypercompetition is a tremendous challenge, but it is better than the alternative—a downward spiral of declining U.S. competitiveness and market position. To stop this spiral, we must rethink why our post-World War II corporate giants are failing, how our concepts of good strategy have failed us, and what we must do to win in the dynamic world of the next millennium.


THE NEW STRATEGIC TOOLS FOR COPING WITH HYPERCOMPETITION


My goal is to provide managers with a better understanding of the process of competitive strategic maneuvering and to help them make better strategic decisions in a world of dynamic motion where no action or advantage can be sustained for long. In doing so, I point out weaknesses in many of the traditional “myths” that underlie strategies used in today’s America. Strategic concepts such as fit, sustainable advantage, barriers to entry, long-range planning, the use of financial goals to control strategy implementation, and SWOT analysis all fall apart when the dynamics of competition are considered.


This book is designed to help managers understand hypercompetitive markets and act effectively and aggressively in them. Each chapter concludes with a section on management challenges that explores some of the implications of the discussion for management decisions. In addition, several sections of the book focus more intently on describing the application of the principles examined. This is both to illustrate the discussion and to demonstrate the usefulness of these approaches.


Throughout the book, examples of actual companies are used to illustrate the dynamic strategic interactions discussed in the text. On occasion, this book cites companies that appear to be doing poorly or succeeding well at a given point in time. It is important to note (with the human penchant for ranking and categorizing) that these examples should not be viewed as simplistic attempts to single out “winners” or “losers,” nor are they a reflection of the current performance of these firms, because one of the fundamental premises of this book is that everything changes. A poor performer today may be a star tomorrow, and a stellar company may be brought quickly down to Earth if it fails to keep moving forward. Moreover, I have worked with publicly available information, so new facts may come to light. I would like to make it clear from the outset that this is not an attempt to assess the excellence of companies, but rather to describe and illustrate effective strategies for hypercompetitive markets.


This book discusses many aggressive strategies, but this discussion should not be misconstrued as encouraging companies to break any laws, particularly not antitrust laws. Each company’s situation is different. Each industry has unique characteristics. So, it is impossible to say whether the tactics discussed here are universally applicable. Companies should be sure to check with their attorneys before pursuing any strategy to ensure that it is in compliance with the law.


I also present two key tools managers can use to apply this new strategic approach to competition in their own industries:


Four Arenas Analysis


The first four chapters of Part I offer a model for understanding competition based on dynamic maneuvering in four arenas of competition, each based on a different competitive advantage that is continuously destroyed and recreated by the dynamic maneuvering of hypercompetitive firms. Chapter 5 offers an explicit exploration of how this Four Arena model can be used to analyze an industry, competitor, or specific competitive move. This Four Arena analysis is used to determine the position of companies in each of the four arenas, while a Four Lens analysis is used to determine the impact of a single strategic action in each of the arenas. MBA students and managers in executive programs at the Tuck School, after having studied earlier drafts of this book, have used these analyses to clarify their firms’ next move or to anticipate the next moves of competitors.


The New 7’S’s Analysis


After Part II discusses why hypercompetitive markets are different, Part III then describes the New 7-S’s, a set of approaches that can be used to change the company’s position in the arenas and disrupt the balance of power by restarting the cycle within each arena or shifting to a new arena. A New 7-S’s analysis can be used to analyze industries and competitors and to identify one’s own strengths and weaknesses in meeting the challenges of hypercompetition.


THE NEW IDEOLOGY OF HYPERCOMPETITION


Hypercompetitive methods like those presented in the New 7-S’s highlight a basic tension in the U.S. view of business. On the one hand, Americans are afraid of the power of large companies and try through regulations to keep them in line. On the other hand, Americans believe in the Darwinian struggle of free-market competition, preferring to see the efficient and creative win. Depending on one’s viewpoint, those who use hypercompetitive tactics can be perceived as (1) using aggressive, strong-arm tactics that force the “small guy” out of the market, or (2) striving to provide the best product at the best price with the most convenience and service to the public. Thus, hyper competitive actions also have been paradoxically called anti competitive.


Traditionally, American corporations have sought to establish monopolies and stable oligopolies, but these have become increasingly scarce in a world of numerous global competitors. Some strategists have proposed openly cooperative arrangements (such as alliances) as an escape from hypercompetition, hoping that cooperation will help them avoid the difficult and dangerous competitive struggle inherent in constantly moving forward to build new temporary advantages. This strategy is a return to the past, a last attempt to create a genteel and less competitive environment. As discussed in Chapters 10 and 11, cooperation in hypercompetitive markets ultimately is not sustainable and leads to more intense levels of competition.


Similarly, hypercompetition has undermined the usefulness of U.S. antitrust laws. These laws, designed to promote competition, now actually have become obstacles to the aggressive competition that is demanded in hypercompetition. As discussed in Chapter 11, the restraints designed to limit the power of once monopolistic or oligopolistic companies now are holding back the most aggressive and successful U.S. companies in world markets. Companies such as American Airlines and Wal-Mart have been charged by competitors or government regulators with antitrust violations.


Maintaining existing antitrust regulations in hypercompetition is like driving a Model T on an expressway. It worked in the old environment but now is a threat to the survival of U.S. firms in aggressive global competition. Similarly, maintaining a “chivalrous” view of strategy and competition focused on seeking profits by reducing competition is likewise unsuited to the rigors of the all-out war of hypercompetition.


In sum, America must resolve its conflicts about competition. It must define what constitutes “fair” competition in a way that fits with the harsh realities of hypercompetition. This book proposes some new antitrust laws and strategic views that help do just that.


THE ORIGIN OF THE HYPERCOMPETITION CONCEPT


I have heard from executives about the challenges of wrestling with hypercompetition during executive education courses taught at the Tuck School at Dartmouth and the Wharton School of the University of Pennsylvania. These managers have seen their formerly brilliant strategies turn to dust and have felt growing uncertainty about the best way to meet the future. These executives have also helped to extend and clarify my models in the crucible of real-world experience.


I also owe a debt to the many brilliant strategy researchers and thinkers who identified key features of this emerging environment or laid the foundation for our knowledge of strategy. These include Ian C. MacMillan, James Brian Quinn, Donald Hambrick, Michael Porter, Peter Drucker, Tom Peters, Gary Hamel, Kenichi Ohmae, C. K. Prahalad, George Stalk, Karl von Clausewitz, Sun Tzu, Liddell Hart, and many others. When ideas have become so well known that they are “general knowledge” among educated and savvy business executives, I don’t credit the ideas to every author who has ever mentioned one. Instead, I hope that, by describing the bigger picture of how all these specific pieces of the theory come together, I have done more than just restate the ideas of others. I build on their work to design a new dynamic strategic theory that is accessible to managers and deals with the current business environment. As Sir Isaac Newton once said, “If I have seen further, it is by standing upon the shoulders of giants.”


Building upon the insights of researchers who have pointed out the weaknesses of current static approaches to strategy, I have proposed a new framework using a more dynamic view. As one of the first, if not the first, model of this type, it can without doubt be further refined by more extensive and rigorous research. But its basic structure and approach have much to offer as a tool for understanding strategy.


I have based my thinking on many theories, particularly those developed by the economist Joseph Schumpeter. I have also built on the work of his predecessors and followers, those whom Robert Jacobson has identified in a recent article in the Academy of Management Review as the Austrian School.1 This respected but little-known group of scholars created a school of thought that emphasizes the competitive processes occurring within marketplaces, not the static structure of industries. Their ideas have gone largely unnoticed or unused by industrial economists and strategists who relied on the static structure-conduct-performance model until Michael Porter’s book The Competitive Advantage of Nations.2 In this book and a recent article in the Strategic Management Journal,3 Porter published his latest views, suggesting that the dynamics of the marketplace are crucial to strategic theory because the most competitive firms were those spawned by “vigorous domestic rivalry.” He noted that nations that encouraged unvarnished local rivalry and avoided limiting vigorous competition tended to perform best. In addition, the recent work by Ming-Jer Chen4 and Ken G. Smith, Curtis Grimm, and Martin Gannon,5 which looked at short-term tactical responses to strategic maneuvering, stimulated me to look for longer-term trends and cycles that develop as firms maneuver against each other many times over sustained periods of time.


The strategic concepts underlying this book generally are consistent with the tenets of the Chicago School of Industrial Economics (even though the book doesn’t necessarily subscribe to all the beliefs of that school of thought). I agree with Chicago’s view that natural market processes maintain competition better than government intervention, but only in hypercompetitive markets. (With markets increasingly moving into hypercompetition, Chicago may have been slightly ahead of its time.) But while Chicago sees static efficiency resulting from market competition, I stress another view. Chicago and I agree that markets correct themselves because, even though some companies may seem to have an inordinate amount of power at a particular moment in time, that power will erode due to the entry and the force of firms fighting for dominance. However, I do not expect static efficiency or a stable equilibrium to result in hypercompetition. Instead, I argue in the appendix that four types of dynamic efficiency result. Stable equilibria are impossible because constantly shifting technology, global competitors, and strategic positioning will result in frequent or almost constant disequilibrium in which new entrants and established competitors disrupt the balance of power and gain temporary superiority.


Thus, many people’s ideas have contributed to my effort to develop a new, more dynamic view of strategy. This book has deep intellectual and economic roots that have not been extensively applied to strategy before but that offer a fresh view of strategy with vastly different implications about competitive advantage, methods of competing, and even the definition of strategy itself.


I would also like to thank the many individuals who contributed specifically to the development of this project. I especially thank Ian C. MacMillan for his pathbreaking work, his willingness to share ideas concerning the instability of competitive advantage, and his personal support for the project. David Ravenscraft provided valuable assistance on the antitrust implications of this book’s thesis. I would like to thank research assistants Greg Berzolla, Henri Bichet, Greg Capitolo, Ravi Kushan, Evan Ladouceur, Steve Mendola, Brett Rome, and Joanne Tower Roth for their efforts in collecting information. Several students in a seminar at the Tuck School contributed much-appreciated critiques to the book. They are Christopher C. Andrysiak, Jennifer D. Baldwin, Serkan V. Bektas, Henri Bichet, Elizabeth S. Buchan, Marshall F. Cooper, Evan D. Ladouceur, Lucyna A. Litorowicz, Christina M. Takoudes, Myra J. Wonisch, Daniel P. Jacques III, Julie B. Lang, Lisa Leslie-Henderson, Laura A. Posten, John R. Roesset, Joanne Tower Roth, Marat H. Shinkarev, Thomas Wisniewski, and Tracey A. Wyatt. Bette Snyder, Jim Fries, Tom Labruna, Karen Sluzenski, and Jonathan Brown, the professional staff at Dartmouth’s Feldberg Library, did the library research that provided stacks of information on specific company actions, and Peg McGann kept this project moving through many phases of its development. I thank them for their very valuable assistance. My wife Anne’s continuing support, love, and help on this project were greatly appreciated. I would like to acknowledge my literal debt to Wharton’s Sol C. Snider Center for Entrepreneurial Studies and the Amos Tuck School of Business Administration for their support of this project.


Finally, if it were not for James Brian Quinn’s support and his introduction of me to Bob Wallace of The Free Press, this manuscript would not be as well thought out or polished as it is today. I want to thank Brian, Bob Wallace, and the rest of The Free Press staff for their generous and thorough contributions to this book. They made a big difference.


Although I am a special consultant to the Federal Trade Commission, the contents of this book and the opinions contained herein represent the views of the author only, not the policy or views of the Federal Trade Commission.


RICHARD A. D’AVENI


Hanover, New Hampshire





INTRODUCTION



We have seen giants of American industry, such as General Motors and IBM, shaken to their cores. Their competitive advantages, once considered unassailable, have been ripped and torn in the fierce winds of competition. Technological wonders appear overnight. Aggressive global competitors arrive on the scene. Organizations are restructured. Markets appear and fade. The weathered rule books and generic strategies once used to plot our strategies no longer work as well in this environment.


The traditional sources of advantages no longer provide long-term security. Both GM and IBM still have economies of scale, massive advertising budgets, the best distribution systems in their industries, cutting-edge R&D, deep pockets, and many other features that give them power over buyers and suppliers and that raise barriers to entry that seem impregnable. But these are not enough anymore. Leadership in price and quality is also not enough to assure success. Being first is not always the same as being best. Entry barriers are trampled down or circumvented. Goliaths are brought down by clever Davids with slingshots.


This book provides insights into this process of the destruction of traditional advantages and the building of an entirely new set of advantages. It charts the evolution of industries through a series of competitive moves and countermoves that we label “dynamic strategic interactions.” We look at these dynamic strategic interactions in four arenas of competition: (1) cost and quality competition, (2) timing and know-how competition, (3) competition for the creation and destruction of strongholds, and (4) competition for the accumulation and neutralization of deep pockets. As firms have made moves and countermoves in each arena, they have sought to destroy, neutralize, or render obsolete their rivals’ competitive advantages. Traditional approaches to strategy stress “creation of advantage”; we take the alternative view that strategy is also the creative destruction of the opponent’s advantage.


Competition in these four arenas has grown increasingly aggressive and rapid. While there are many complex interactions among firms, one can observe patterns of movement and response, punches and counterpunches, in each of these arenas.


HYPERCOMPETITION


While cost and quality, timing and know-how, strongholds, and deep pockets have always played a role in competition, the difference today is the speed and aggressiveness of interaction in these arenas. Part I of the book will examine patterns of interactions in each arena and show how they have taken on an increased ferocity and speed. This creates an environment of hypercompetition—an environment in which advantages are rapidly created and eroded.


Microsoft is a hypercompetitive firm. It has moved from a dominance in operating systems to a strong position in applications programs. Although Business Week reported that Microsoft held 90 percent of the market for personal computer operating systems in 1992, Microsoft sank $100 million into developing the next generation of programming, Windows.1 Then it moved from that success to developing Windows NT, using an operating system that will replace its own MS-DOS. Instead of trying to protect its advantage with DOS, Microsoft is actively trying to erode it. It knows that if it doesn’t, a fast-moving competitor will. Microsoft realizes that its success with MS-DOS, Windows, and many applications programs doesn’t guarantee that it will lead in the next generation of software. Even though its large size can be an advantage, Microsoft is far from invincible. Critical markets remain in the hands of competitors. Business Week reported that Novell still held 70 percent of the networking market in early 1993.2 In just one year, Clarisworks won 77 percent of the $50 million integrated software market for Apple Macintosh computers, which Microsoft had held virtually by itself, according to Business Week.3 Microsoft CEO Bill Gates commented in a 1993 interview, “This is a hypercompetitive market. Scale is not all positive in this business. Cleverness is the positive in this business.”4 Success depends not so much on how large the company is but rather on moving aggressively to the next advantage.


The airline industry is another industry that is clearly in hypercompetition. American Airlines is both a cause of the hypercompetition and one of the most successful players in this environment. It has developed a series of temporary advantages that have made it a leader in the industry. Competitors duplicated these services fairly quickly, but American was already moving on to its next innovation. Instead of trying to sustain an advantage, American focuses on jumping to new advantages.


In May 1981 the airline launched its frequent-flyer program, AAdvantage, creating a trend that rapidly swept across the industry. American’s SABRE reservation system gave it an advantage in keeping track of bonus miles for the program. It took some time, but other carriers developed their own frequent flyer programs. No problem, because American had already moved on to extend its frequent-flyer program to cover rental mileage, hotels, and flights on British Airways. In 1987 American—this time following the lead of other airlines—hooked up with Citibank to offer a credit card that also earned frequent-flyer points. It offered a frequent flyer gold card with additional perks for high-mileage travelers. In 1990 American broke new ground again when it began offering other outlets for frequent-flyer miles, including rebates on cars, computers, jewelry, and financial services. For trans-Atlantic flights, American now boasts extra-roomy seats, personal video players, lobster fajitas, and award-winning wines. Even so, there is intense price competition in the industry, some of which was driven by American’s announcement of new fare structures in 1992.


As CEO Robert Crandall commented in a 1992 Business Week article, “This business is intensely, vigorously, bitterly, savagely competitive.”5 American’s success depends on moving quickly from one advantage to the next.


American’s leadership in the industry, like all advantages in hypercompetition, is precarious. Smaller, nimble competitors such as Southwest Airlines and Reno Air used their cost advantages to drive down the price of travel to a point where American could not follow. In 1993, after three years of losses in its airline business, Crandall announced that he was cutting routes, retiring planes, and downsizing the work force. American may have been unable to move quickly enough to its next advantage. According to an article in The New York Times, it appeared that there is “the real possibility that Crandall built the wrong kind of airline for the 1990’s: a high-cost carrier that provides plenty of customer service.”6


While Gates and Crandall perceive their moves as geared to serving customers better, creating new advantages, and surviving in bitterly contested markets, their competitors and the government have scrutinized and criticized the actions of both companies as being anticompetitive. Microsoft is the target of a several-year probe of anticompetitive behavior by the Federal Trade Commission.7 American has been sued by competitors for predatory pricing, and Crandall had to face a Senate committee to explain American’s actions in 1992.8


These are two divergent views of competition. The government’s view that society is best served by limiting aggressive competition may be outdated; this question is examined in more detail in the appendix to this book. The traditional approach of limiting aggressive competition no longer creates the benefits it was intended to create. In global markets hypercompetition cannot be stopped or slowed by national regulations. The escalation in the four arenas described in Part I is a market phenomenon that is inevitable and that cannot be artificially stopped by government regulation without adverse effects on the competitiveness of America’s best companies. If U.S. companies are forced to compete with one hand tied behind their backs, they will have a much harder time succeeding in a world where they face global competitors whose governments support their hypercompetitive behavior.


HYPERCOMPETITION IS WIDESPREAD


It is not just fast-moving, high-tech industries, such as computers, or industries shaken by deregulation, such as the airlines, that are facing this aggressive competition. There is evidence that competition is heating up across the board, even in what once seemed the most sedate industries. From software to soft drinks, from microchips to corn chips, from packaged goods to package delivery services, there are few industries that have escaped hypercompetition. As Jack Welch, CEO of General Electric, commented in 1992, “It’s going to be brutal. When I said a while back that the 1980s were going to be a white-knuckle decade and the 1990s would be even tougher, I may have understated how hard it’s going to get.”9


There are few industries and companies that have escaped this shift in competitiveness. Competition is escalating in several arenas of competition described in Part I of this book. Once placid firms are now fighting harder on price and quality, timing of entry and creation of new technical and business know-how, invasion and defense of product/market strongholds, and the use of deep pockets. Even such seemingly comatose industries as hot sauces or such commodity strongholds as U.S. grain production have been jolted awake by the icy waters of hypercompetition.


Competition on price and quality has intensified across a wide range of markets. Industries such as electric lamps, gasoline engines, refrigerators, paper products, and broiler chickens have faced moderate pressure, with prices dropping at annual rates of 0.7 percent to 2.8 percent. Industries such as home electronics, microwave ovens, integrated circuits, electronic wristwatches, and computers have faced intense price pressures, with prices falling at an annual rate of as much as 29 percent in the early 1980s.10


Powerful brands, once considered a “sustainable” advantage, have been shaken in the winds of hypercompetition as quality has been driven up and price driven down. This increases the volatility of competition. In 1992 brands such as Kraft Cheese slashed prices 8 percent, Frito-Lay cut prices on snack foods by as much as 15 percent, and Marlboro shocked the industry and investors by announcing price cuts. Procter & Gamble lowered its diaper prices by 12 percent as a result of increasing pressure from private-label brands.11


Competition on timing and know-how has intensified. Product life cycles and design cycles have been compressed, and the pace of technological innovation has increased. New models of computers that once had product life cycles of five years now turn over every six months; car models that once were introduced every decade are now changed in five years or less. Design time for new models of cars has been cut almost in half, from 5 1/2 years to 3 years. Even an industry that has seen few product launches in more than a century is suddenly heating up.


The hot-sauce industry-—in which Mcllhenny’s Tabasco sauce has had a seemingly unshakable 125-year hold on the market—has been cited as an example of a “slow-cycle” industry and a demonstration that “first-mover advantage is highly sustainable” in some industries.12 But a Wall Street Journal article comments in 1993 that “Tabasco’s hot-sauce hegemony is being threatened as never before.”13 Rival companies are developing new tastes that are weakening Mcllhenny’s hold on the market. The Journal reports that Mcllhenny’s Tabasco’s market share slipped from 32.5 percent during a thirteen-week period in 1989 to 27.5 percent during a comparable period in 1992. Private-label rivals nearly doubled their share of the market in the same period. For the year ending November 1992, second-place Red Hot had gained more than 25 percent of the market compared to 28 percent for Tabasco, and smaller rivals were gaining rapidly.


Entry barriers, which once exerted a stabilizing force on competition, have fallen in the face of the rapid changes of an information age, leaving companies exposed to the full force of hypercompetition. Economies of scale, product differentiation, capital investments, switching costs, access to distribution channels, and government policy have all weakened as barriers to competitors, as will be discussed in Chapter 3. Even such seemingly unassailable government-sanctioned monopolies as telecommunications, postal services, and electric power generation have been broken by consumer pressure, changes in regulations and shifts in technology.


The international grain industry was once dominated by U.S. growers. But aggressive foreign competitors knocked down U.S. grain exports by 24 percent from 1981 to 1991. A combination of farm subsidies by foreign governments, and high-tech advances in new high-yield grains and fertilizers has shifted the rules of competition. The traditional U.S. response to the decline—dumping surplus and propping up prices—no longer works in this environment. With growing world grain production, U.S. attempts to control the market had little or no effect—except to reduce American grain production by 7 percent during the 1980s.14


Market definitions are also shifting. Consulting companies, which are helping other organizations to deal with intensifying competition, are facing similar pressures of their own. Consulting firms are developing know-how that moves them into new markets, and innovations in the scope and structure of consulting companies are rapidly imitated. Andersen Consulting’ computer consulting is facing new challenges from hardware manufacturers such as IBM, and Unisys has expanded its consulting to include management consulting and business process reengineering to create an all-in-one consulting practice. This in turn has placed greater competitive pressure on McKinsey & Company and Boston Consulting Group. Andersen faces great risks in redefining itself, and if it succeeds, it will only face a more intense competitive battle against a wider set of big, well-established firms. As a Business Week article comments, “About all Andersen can be sure of is that if it does succeed, there will be plenty of competitors feverishly drafting one-stop consulting plans of their own.”15


Deep pockets, which were once a powerful source of advantage, have increasingly been susceptible to being outmaneuvered by rivals. Firms are joining together to create alliances to give them the deep pockets to take on more powerful rivals. Many companies have used such alliances to take on larger, more powerful competitors. Small companies have used such alliances to ride into the Fortune 500. They have also used a variety of other legal and competitive tactics to undermine the advantage of larger companies.


Intel grew to dominate the chip-making industry through its alliance with IBM. Eventually however, it became so powerful that IBM joined forces with Apple and Motorola to work on the next generation of chips. This alliance will help the three companies compete against Intel and also against the Japanese companies with deep-pocketed alliances based on keiretsus such as NEC. It is one of many shifting alliances among companies that compete against other groups of firms.


Intense competition is also reflected in the competitive rhetoric of corporate leaders. S. Robert Levine, CEO of Cabletron—one of the hottest companies developing and selling computer network technology—reportedly ends his pep talks to sales recruits by plunging a combat knife into a beach ball emblazoned with the name of the company’s rival.16 Fortune reports that Mitchell Leibovitz, CEO of the highly successful auto parts store Pep Boys, burns and buries baseball caps bearing his competitors’ corporate logos and videotapes the process to show to his employees.17 He also reportedly keeps a collection of snapshots of rival stores that Pep Boys has helped drive out of various locations. Pep Boys more than doubled its sales to over $1.1 billion between 1986 and 1993.


The presence of just one hypercompetitive firm, or even the threat of entry by just one hypercompetitive firm, is enough to drive the industry into hypercompetition. Other competitors are forced to react to the advances of the hypercompetitive firm. As their advantages are eroded, they must react to create new advantages or lose their position in the market. Their responses then force the initial aggressor to build new advantages. This restarts an endless cycle.


As can be seen from the above discussion, hypercompetition requires a fundamental shift in the focus of strategy. Instead of seeking a sustainable advantage, strategy in hypercompetitive environments now focuses on developing a series of temporary advantages. Instead of trying to create stability and equilibrium, the goal of strategy is to disrupt the status quo.


The need for this shift in strategic direction has been recognized by groundbreaking work on “strategic intent” by Hamel and Prahalad and other researchers on strategy.18 This work has indicated a new focus for strategy, but it has yet to be shaped into a truly dynamic approach to the creation and destruction of traditional advantages. Nor has it developed into a coherent theoretical framework that ties together competencies, capabilities, and tactics. This is the goal of this book.


NEW WAYS OF THINKING ABOUT COMPETITIVE ADVANTAGE


Every Advantage Is Eroded


The pursuit of a sustainable advantage has long been the focus of strategy. But advantages last only until competitors have duplicated or outmaneuvered them. As will be seen in the discussions of Part I, protecting advantages has become increasingly difficult. Once the advantage is copied or overcome, it is no longer an advantage. It is now a cost of doing business. Ultimately the innovator will only be able to exploit its advantage for a limited period of time before its competitors launch a counterattack. With the launch of this counterattack, the original advantage begins to erode (see Figure 1-1), and a new initiative is needed.
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FIGURE 1-1 EVERY ADVANTAGE ERODES EVENTUALLY





As shown in Figure 1-1, the cycles for launching and exploiting initiatives (new product introductions, for example) offer only a limited window of opportunity during which the firm can earn profits. Eventually, at the end of the cycle, the advantage is eroded by a counterattack. The competitive advantage of the firm is then lost. In the past, competitive advantage has always eroded, but it used to be over longer product life and product development cycles. Traditional strategic thinking has been to find ways to extend the plateau in Figure 1-1. Companies like IBM, GM, and Caterpillar all developed entry barriers and power over buyers and suppliers that extended for decades. But, as described in Part I, these cycles have compressed, and maintaining a sustainable advantage has become increasingly difficult. Obviously, advantages in cost and quality or timing and know-how are eroded by the actions of competitors. But even such seemingly unbeatable advantages as geographic or market entry barriers and deep pockets are proving to be little match for aggressive and innovative competitors, as examined in Chapters 3 and 4 of Part I.


Sustaining Advantage Can Be a Deadly Distraction


Of course, if companies can extend these plateaus of sustainable advantage, they can reap profits. So what is the harm of trying to sustain an advantage for as long as possible? In an environment in which advantages are rapidly eroded, sustaining advantages can be a distraction from developing new ones. It is like shoveling sand against the tide rather than moving on to higher ground.


Trying to sustain an existing advantage is a harvest strategy rather than a growth strategy. It is designed to milk what assets you have now rather than to seek new assets to build on. Even in high-growth markets old advantages based on old assets may not be the ones that will be the source of future success. A strategy of sustaining the advantage created by your existing assets creates a danger of complacency and gives competitors time to catch up and become strong.


The declining power of brands, described above, may be a result of firms seeking to sustain their static competitive strategies. Companies have rested upon the sustainable advantage of brand equity rather than building new advantages. Gillette’s success at rebuilding its brand through the launch of the Sensor razor and Lever Brothers’ success with Lever 2000 soap show the power of brands if they are coupled with a dynamic competitive strategy.


Both companies were able to shake up the status quo of their industries. Gillette introduced a technologically superior, upscale razor in a market dominated by disposables. Lever combined moisturizing, deodorizing, and antibacterial qualities into one bar of soap, crossing over the traditional divisions among products in the industry. “This proves people want new brands, especially in a category like soap that’s saturated with old ideas,” commented Al Ries, chairman of the marketing firm Trout & Ries, on the launch of Lever 2000.19


Gillette, in particular, didn’t stand still after Sensor’s success, but introduced a radically redesigned Sensor for women and a new line of personal care products. The company’s relentless pursuit of new advantages left some observers bewildered. As the Economist commented in describing Gillette’s launch of “a better version” of the Sensor razor in Europe: “Analysts were mystified. The original Sensor is still selling well.”20 But Gillette has learned that rather than milk its current advantage for all it is worth, it must move on to its next advantage—or its competitors will.


Attempting to sustain an old advantage can eat up resources that should be used to generate the next move, thereby inviting attack by savvy competitors who realize that complacency has set in. Sustaining advantage is effectively a defensive strategy designed to protect what a firm has. In hypercompetition the better defense is often a strong offense.


Digital Equipment Corporation tried to sustain its advantage in minicomputers. It had posted a 31 percent average growth rate from 1977 to 1982 by focusing on the minicomputer. But the company clung so tenaciously to its advantage in minicomputer technology that it failed to develop a strong position in the emerging markets for microcomputers and personal computers. As CEO Kenneth Olsen commented in a 1984 Business Week article, “We had six PCs in-house that we could have launched in the late ’70s. But we were selling so many [Vax minicomputers], it would have been immoral to chase a new market.”21 By 1992 Business Week notes, DEC had “ousted” Olsen and took $3.1 billion in charges over two years, to cut 18,000 jobs and close 165 facilities.22 Its pursuit of a sustainable advantage may have left it without the series of temporary advantages it needed to thrive in a hypercompetitive market where competitors just destroyed Digital’s advantage by outmaneuvering it.


Even such a successful competitor as Matsushita, which has been cited as a paradigm of successful management and competition, stumbled in hypercompetitive markets by not moving on to new advantages. The Wall Street Journal reported consolidated pretax earnings in 1992 tumbled by 39 percent. The Journal notes, “To ensure its long-term health, what Matsushita really needs to do is start looking for new areas of growth. Yet the company traditionally has been a laggard at developing pathfinding new products with world-wide appeal. . . . Matsushita also hasn’t been aggressive in developing an emerging new wave of products combining consumer electronics with computers and telecommunications, even though it produces most of the components.”23 Even for the largest and most successful of competitors, past advantages are no guarantee of future success.


The Goal Is Disruption, Not Sustaining Advantage


If companies are not seeking a sustainable competitive advantage, what is the goal of strategy in hypercompetitive environments? The primary goal of this new approach to strategy is disruption of the status quo, to seize the initiative through creating a series of temporary advantages.


If a company’s goal is to sustain advantage, it tries to create an equilibrium in its industry at a point at which it has an advantage. Part I will demonstrate the futility of this approach. In hypercompetition, however, the company’s goal is to disrupt the industry to create new advantages and erode those of competitors. By creating a series of these disruptions, companies can keep one step ahead of their competitors, moving from one temporary advantage to the next.


A survey of the fifty oldest U.S. companies found that they have persisted not by exploiting a single advantage but “by ceaselessly altering and renewing their technologies and products and sometimes, too, their capital structures.” These oldest companies have done more than survive; they outperformed the Standard & Poor 500 in 1991. To take just one example, the oldest U.S. public company, the Dexter Corporation began as a cloth mill in 1767, moved to turning rope into wrapping paper, and then moved to producing teabags and meat casings, as well as automotive gaskets. It is now moving into new areas such as aerospace and medical fabrics.24


Strategies such as “stick to your knitting” and “build off your core competence” may maximize short-run performance and profitability by using the same assets over and over again. But these approaches do not provide the guidance for true long-run survival. While they may generate short-term profits, these strategies ultimately leave companies with a tired, outdated asset base that is not adapting to the future. Instead a new approach is needed.


Seizing the Initiative with a Series of Small Steps


As competitive cycles have shortened, the need to rapidly develop new advantages has increased. It has become more important for companies to focus on generating their next advantages even before their current advantages erode. The traditional goal of strategists has been to find a grand and long-term strategy that sustains itself for years or even decades. Today this is becoming rare, if not impossible. The grand, long-term strategy is often outmaneuvered, so it rarely wins. It often takes too long to create the assets needed to pull off this grand strategy. By the time a firm has the assets in place, they are obsolete or the circumstances have changed so much that new and better alternative strategies have emerged. The days where it is possible to do five- and ten-year strategic plans are coming to an end as changes hasten. It is the rare industry where a firm can predict how technology, customers, regulation, competition will look in ten years. Even five years is difficult. In 1988, who knew that, by 1993


• Russia would be a new capitalist market?


• One of the leaders of the Japanese juggernaut, Matsushita, would stumble?


• Chrysler and Ford would reseize the initiative in the car industry?


• Cold fusion may instead be for real?


Just to name a few of the surprises over the last five years.


Instead of long-range plans and enduring competitive advantages, a succession of small, often easily duplicated strategic attacks are more typically used in rapidly changing hypercompetitive environments. By stringing together a series of these short-term advantages, the firm can effectively create a long-term sustainable advantage in the marketplace (see Figure 1-2).


Both Microsoft and American Airlines have used a series of initiatives to keep bringing their customers back into the fold. Although many of these innovations have been copied by the competition, the steady stream has helped these companies succeed. If Microsoft had rested on its laurels with MS-DOS in the way that Digital clung to the minicomputer, it would have been laying off employees rather than continuing to expand.
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FIGURE 1-2 A SERIES OF SHORT-LIVED ACTIONS ADD UP TO A SUSTAINED ADVANTAGE





American’s advantages were even more easily copied. At each stage in the development of American’s strategy, competitors moved in and duplicated American’s advantage. But by the time the competitors arrived on the scene, American had already built a new advantage through its next innovation. So American, even with its reservation system, has been successful through a series of nonsustainable or imitated actions. Its advantage resulted because it did them first and frequently.


These moves were not a random series of actions. Each created an advantage or disrupted the marketplace by destroying an advantage of its competitors. American seized the initiative by finding ways to serve its customers better than other carriers. It did so by identifying the business traveler as a customer for the first time, searching for new opportunities within its current markets, and shifting the rules of competition from competition on price and service to competition on perks. Each of these actions by American forced competitors onto the defensive because they had to rise to the challenge or be left behind.


OLD WAYS OF THINKING ABOUT COMPETITIVE ADVANTAGE


To be effective in times of change, strategy must look to an industry’s future. It must provide an understanding of possible moves and counter-moves of rivals and offer a map of where the interactions between competitors might be headed. This requires a dynamic view of strategy.


Static models of strategy provide an invaluable set of tools for analyzing the competitive environment and position of a firm at any point in its evolution. They identify some of the key sources of advantage at a given point in time. As firms maneuver to create these advantages and erode the advantages of competitors, these static models provide important insights. However, they fail to recognize competitive advantage as a fluid and dynamic process. Advantages that worked in an industry’s past only continue to work in a relatively static environment.


Static Views of Competitive Advantage


Static views of strategy attribute competitive advantage to success in four key arenas of competition. These are price and quality, timing and know-how, strongholds, and deep pockets. These arenas form the starting point for our discussion of dynamic strategic interactions and success in hypercompetitive markets.


ADVANTAGE 1: COST AND QUALITY


The simplest view of competitive advantage is that firms compete on efficiency (affecting costs and reducing price) or on product characteristics desired by customers (affecting quality and increasing price). Profits are derived from two sources: (1) minimizing costs or increasing price to increase margins or (2) increasing sales volume to improve capacity utilization and spread fixed costs over greater volume. This is a very simple accounting-based view of where profits come from.


Porter outlines three generic strategies for creating advantage that are consistent with the accountants’ view of the sources of profits.25 The first is overall cost leadership. Under this strategy, the firm stresses efficiency and reduces its costs so it can underprice and outsell competitors. This is a low-margin, high-volume strategy. The second strategy, differentiation, is to create a product with distinctive qualities that are perceived as being unique. This added quality allows the firm to sell at a premium price to customers who desire such quality and who will pay for it. The third strategy, focus, relies on segmentation of the marketplace. By concentrating on a small part of the market, the firm carves out a niche that no direct competitors serve as well, allowing the firm to sell a premium-priced product with high quality to a small but appreciative number of customers. The focus strategy is a high-margin, low-volume approach.


A more dynamic model of price-quality advantages would consider how competitors will react and maneuver around the price-quality positions that rivals stake out. It will ask, how do firms change their price-quality ratio (value to customer) or their relative positions over time to create advantage? Companies move from one position to the next and competitors respond to their moves.


In his more recent work Porter himself recognizes the instability of these generic strategies and the need for more dynamic models to explain the competitive dynamics of price and quality. In The Competitive Advantage of Nations, he notes that sources of price-quality advantage are constantly evolving. “The firm competing with a differentiation strategy, for example, must find a stream of new ways to add to its differentiation, or, minimally, improve its effectiveness in differentiating in old ways.”26 The creation and destruction of cost-quality advantages will be examined in Chapter 1.


ADVANTAGE 2: TIMING AND KNOW-HOW


Another model suggests that competitive advantage is based on the unique assets and knowledge of the firm, which can be. used to earn “rents,” or abnormal profits, by charging customers for the use of those assets and knowledge.27 The timing (duration and growth) of these “rents” determines the value created by a firm for its shareholders.


Under this model the firm gains advantage by creating unique assets or knowledge of value to customers. The uniqueness of the resource allows the firm to increase its prices. If customers want its know-how or if they need its assets, they have nowhere else to go. To be unique, the firm has to be the first to develop knowledge or assets that no one else has.


This model doesn’t describe how these rents decline as competitors replicate the advantage, nor does it provide an understanding of how competitors will compete and what they will do to replicate the uniqueness of an opponent’s assets or knowledge. A more dynamic view recognizes that there is a big distinction between the value created for shareholders by an investment that creates a “home run” (one shot that is a very profitable effort over a long duration) versus the value created by a multiple “base hit” approach (several shots, each with its own small impact, that add up to the same stream of returns that a home run would generate), even if the net present value of the two are the same. Both the home run and the base hit approaches could produce the same overall return for shareholders. But they are very different approaches to strategy and have different effects on the firm, on competitive rivalry, and on society. The home run approach may set the company up for future failure if it is riskier and harder to execute than the base hit approach.


This dynamic process of innovation and imitation of unique assets will be examined in Chapter 2, where it will become clear that it is much harder to create a home run than a series of base hits.


ADVANTAGE 3: STRONGHOLDS


Another view of competitive advantage asserts that firms earn profits if they can restrict the number of competitors through creating a stronghold surrounded by entry barriers that block competitors out of a marketplace, industry, segment, or geographic region. Free entry leads to pure competition and lower profits. Advantage is created by raising entry barriers that exclude potential players or limit buyers and suppliers who might enter the industry through vertical integration. Porter identifies six major barriers to entry: economies of scale, product differentiation, capital requirements, switching costs, access to distribution channels, and cost disadvantages (other than scale).28 The firm’s advantage derives largely from monopolizing protected strongholds with high entry barriers.


A more dynamic view of advantage considers how strongholds are created and eroded over time. Rivals can maneuver to circumvent or overcome entry barriers. Then the incumbent firm is forced to respond to this new entrant. Porter’s model provides a valuable framework for competitor analysis, but it does not lay out any view of what specific actions are likely to be undertaken. For example, if the firm increases its power over suppliers too much, what will the suppliers do? If the firm increases its power over dealers, what does the dealer alienation mean to the firm’s long-run future?


While Porter’s approach relies heavily on the strength of entry barriers, traditional entry barriers have become much more vulnerable to attack because of severe changes in the business environment, as will be described in Chapter 3. Trade barriers can be shifted by agreements and trading zones. Barriers such as high-tech investments can be minimized through research consortia or alliances. Economies of scale can be undermined by advances in the production process; product differentiation barriers can be undermined by rapid design cycles. A dynamic view looks at why strongholds fall or fail, and it looks at the series of moves and counter-moves that result from building and breaking them, as examined in Chapter 3.


ADVANTAGE 4: DEEP POCKETS


In its simplest form the military model of competition analogizes competing firms to warring armies. It asserts that competitive advantage is derived from a larger resource base and the superior concentration of force inherent in this large resource base against a smaller foe. The larger firm can crush the smaller one by brute force since it can sustain greater losses and invest more resources in the battle for customers. This model is based on common sense and centuries of experience in fighting wars, especially wars of attrition, which are fought until the last man is left standing.


The view that bigger is better is simplistic. Every company that has deep pockets today started out as a small company. Companies change their resource levels. A relatively small company such as Honda rapidly became a giant with deep pockets. A small company may also unseat a giant through clever tactics, as PepsiCo was able to grow from a small player to rival Coca-Cola.


Bigger firms do enjoy some advantages over smaller companies, but they must use their additional resources effectively or lose them. A company with deep pockets may have more options in developing strategic interactions, but more options do not guarantee success. The building and erosion of the deep-pocket advantage will be examined in Chapter 4.


BEYOND STATIC COMPETITIVE ADVANTAGE


The theories of strategy and competitive advantage described above have been helpful in focusing the attention of managers and researchers on strategic decisions. But have they enabled managers to improve their strategic viability? As Gary Hamel and C. K. Prahalad note, strategy, as it is currently practiced, may be a distraction from real strategic action.


As “strategy” has blossomed, the competitiveness of Western companies has withered. This may be coincidence, but we think not. We believe that the application of concepts such as “strategic fit” (between resources and opportunities), “generic strategies” (low cost vs. differentiation vs. focus), and the “strategy hierarchy” (goals, strategy, and tactics) have often abetted the process of competitive decline.29


Static models of strategy describe competition at one point in time. This is effective in an environment in which changes are slow and sustaining advantage is the goal. But in hypercompetition, where change is rapid and the goal is disruption, effective strategy has to have a more dynamic focus. Strategy requires a theory that pays attention to the sequential moves and countermoves of competitors over long periods of time. As competition has heated up, this dynamic interaction among competitors has become the key to competitive success. Success depends not on how the firm positions itself at a certain point in time, but on how it acts over long periods of time. So the shift from static thinking to dynamic focus is crucial to understanding strategy in the long run.


Michael Porter recognized this need in a 1991 speech in which he noted, “The frontiers of the strategy field lie in integrative frameworks that address the dynamics of strategy choice over time, and which help us better understand the strategy/organization interface.”30


A dynamic view is based on three major principles. The first is that all actions are really interactions. This is examined below in the discussion of dynamic strategic interactions. The second principle is that all actions are relative. The value, risks, and effectiveness of every move must be seen in relation to the actions of competitors. The third is that competitors need to project out the long-term trends and trajectories of competitive maneuvers to see how they evolve and to understand where these actions lead. Simply looking at one or two interactions is not enough. These trajectories are examined later in this introduction.


Dynamic Strategic Interactions


In a basketball game a team’s performance is much more than a composite of the stats of individual players. It is how the players understand the game and react to the opposing team that determines their scoring ability. It is a rapid series of moves and countermoves that propel the game forward.


In the discussion of strategy in the following chapters, these moves and countermoves are labeled “dynamic strategic interactions.” In each dynamic strategic interaction one firm acts to gain a temporary advantage over its competitor. The competitor then responds to neutralize that advantage or to build a new advantage. The first company is forced to respond to this new action. Each interaction modifies the nature of competition between firms, often moving the industry to more intense levels of competition. Through these moves and countermoves companies attempt to disrupt the status quo in the industry to gain advantage.


The term interactions, as opposed to actions, is key to the understanding of strategy presented here. Economists have long recognized the interdependence of firms in oligopolies, industries with a small number of large players. Under such conditions the success of a strategy depends on how competitors interact. Economists, however, have overlooked the inter-dependency of firms in fragmented industries, those with a large number of small players. These firms are just as engaged in interactions in struggling over markets, niches, or even specific customers.


These are dynamic strategic interactions because, as mentioned above, these interactions evolve over long time frames. The organizations that survive and thrive over decades don’t remain static. They change their position in the marketplace and undertake new initiatives or change their strategic focus to outmaneuver the competition. They maintain a flexible posture that allows them to be dynamic.


No single play will work in all situations. Instead the team with resources that allow for flexible responses and a variety of moves over the course of the whole season will most likely win. Even the specific resources needed to achieve flexibility will change over time as firms compete to become more flexible than others. Thus, dynamic competitive advantage is not due to a single item. Winning results from many nonsustainable plays. Once used, each play loses its effectiveness because it becomes known to competitors, so winning depends on having a deep bench, the imagination to invent new plays, and the flexibility to be able to carry out those plays in an unpredictable way.


Strategy Is Relative


There are no absolutes in strategy. A company’s competitive position and the sustainability of its advantage are related to the moves of its competitors. For example, consider Figure 1-3. Is position A the low-cost producer? The answer depends on where competitors are positioned. If competitor B is positioned in the upper right (B1), the answer is yes. A offers the low-price-low-quality product, while B offers the premium product. If, on the other hand, the competitor is in position B2, the answer would be no. Here, A offers the premium-priced-high-quality product.
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FIGURE 1-3 STRATEGIC RELATIVISM





Moreover, A can become the low-cost producer without changing its strategy at all. Look what happens when B switches from position B2 to position B,. Without doing anything, firm A has now suffered a change in its strategic position. When Frank Perdue brought heavily advertised, premium-priced chickens into the poultry market, he transformed other branded chickens into low-cost producers. Without moving an inch, their relative position had been transformed.


This movement by competitors also affects the sustainability of a given strategy. Competitors’ moves determine whether a given high- or low-cost position will produce profits for a long or short period of time. If competitors do not act aggressively to respond to a company’s actions, then it can enjoy the competitive advantage it has gained. But if competitors act quickly to neutralize the company’s advantages, then it will also have to adjust its strategy to meet these new assaults. Suppose a firm is at B1 in Figure 1-3. It looks like a premium-priced-high-quality differentiator. However, if several firms move into that position, the initial firm is no longer differentiated, and its old differentiation advantage is lost because of the relative position of its competitors.


Relativity is important because a given price-quality strategy cannot be labeled as “low cost” or “differentiated” without knowing the positions of competitors. Once labeled, the strategy still may change because of changes in the actions of competitors or in the environment. A specific advantage cannot be labeled “sustainable” without considering whether competitors will allow the advantage to be sustained.



Trajectories in Four Arenas of Competition



The strategic position of a firm is not only relative to the position of competitors, it must also be taken in the context of the historical sequence of interactions undertaken by competitors. Each action is embedded in a series of actions that can affect counterresponses in ways that are unforeseen. So it is possible to win the battle and lose the war. For example, JFK may have won the Cuban missile crisis, but the long-run effect was to motivate the Soviets to undertake the most massive buildup of nuclear arms in their history, leading to nuclear parity with the United States by the early 1970s.


The same is true in business. The traditional doctrine for business strategy is that a firm should use its competitive advantage (its strength) to attack where the competitor lacks an advantage (its weakness). Hardly anyone would disagree with this piece of common sense. Using strength against weakness is the clearest way to gain superiority in a marketplace. Only a fool would attack the strength of a competitor. Only an even bigger fool would attack with his weakness.


This doctrine is, however, faulty if one considers the dynamics of strategic interaction. Consider a tennis match between two players with strong forehands and weak backhands. Player No. 1, following traditional strategy, uses his strength (forehand) to attack his opponent’s weakness (his backhand). This strategy appears to work brilliantly over the short term.


But consider what happens after two hundred volleys. Thanks to all the practice from player no. 1, player no. 2 has now improved his backhand. Player no. 1 suddenly is facing an opponent with a strong forehand and a strong backhand. At the same time player no. 1 has become very predictable; he will always play to his opponent’s backhand. The winning strategy for the short term ultimately results in disadvantage and loss in the long run.


Now consider what happens when an American consumer electronics company uses traditional doctrine against an opponent. Each has several hundred or even a thousand products, the equivalent of numerous volleys in a tennis match. The American company learns to apply its strength against weakness and is rewarded for it in the short run. But the opponent wins the war because he builds new competitive advantages as his weaknesses are tested and rectified. Thus, it is crucially important to track the volleys between firms. Otherwise, a firm will win the battle and lose the war.


As outlined above, traditional theories of strategy define four dimensions of competitive advantage for which firms compete. These dimensions provide a useful framework for tracking the dynamic strategic interactions among competitors over long periods of time and for understanding the evolution of industries. As mentioned above, these arenas are based on competition with respect to


• cost and quality


• timing and know-how


• strongholds


• deep pockets


Part I of this book will examine in detail how each of these sources of traditional competitive advantage play out over decades, based on two years of research on hundreds of industries and considerable anecdotal evidence from extensive case studies. This section describes common patterns of moves and countermoves as competitors struggle to gain control in each of these arenas. Below is a brief outline of the trends of these moves and countermoves in each arena.


THE TREND IN THE COST AND QUALITY ARENA


The first arena is competition based on cost and quality. Product positioning can be a source of strategic advantage. Usually firms compete by offering differing levels of quality at different prices because if they all offer the same-price and -quality product, they will have created a commodity market. When quality is not a factor, firms are forced to engage in price wars because this is the only dimension in which they can compete. As hypercompetition escalates, firms use new dimensions of quality and service to differentiate themselves. Some firms try to cover all the ground between being a high-priced-high-quality differentiator and low-priced-low-quality cost leader by becoming full-line producers. For example, General Motors offers products that range from Chevys to Cadillacs, and Microsoft makes DOS, Windows, and NT software.


But competitors still have room to join the industry at the high end or low end with niche or outflanking strategies. The competition often moves to these areas. Moves into the upper and lower segments of the market then raise the top of the market or lower the bottom of it. Firms also attempt to carve out specialty markets to fill holes in the middle. The full-line competitor must respond by raising quality or lowering price. This tends to drive the costs down and quality up until the industry approaches the point of “ultimate value.” This is the optimal ratio of cost and quality that can be delivered by firms seeking to offer high-quality-low-priced goods. As all firms in the industry converge on this point, advantages become increasingly difficult to develop, because all firms have the same ratio of price and quality and the same product offerings. Thus, price war ironically reemerges after a series of hypercompetitive maneuvers are played out to avoid a price war among firms that initially offered very similar products.


When American restructured its fares for “value pricing” in April 1992, lowering coach fares by as much as 38 percent, it touched off a violent price war. A month later Northwest announced a two-for-one promotion, and American responded with a 50 percent cut in fares. On the quality side companies have offered new seating arrangements and improved amenities to set themselves apart from the competition. These advantages are, of course, quickly copied by competitors. Once the cost-quality advantage is eroded, the company must move on to the next one.


THE TREND IN THE TIMING AND KNOW-HOW ARENA


One way to escape this cycle of competition on price and quality is to enter a new market or launch a new product. Timing of market entry and the know-how that allows entry form the second arena for competitive interaction. A first mover can seize control of the market but often invests heavily in establishing a product or service that can be imitated and improved upon by competitors. To foil the imitators, the first mover may create impediments to imitation. But the followers then attempt to overcome these impediments. The followers become faster at imitation, forcing the first mover to change tactics. The first mover may then use a strategy of leapfrogging innovations, building on large technological advances that require entirely new resources and know-how. This makes it harder for an imitator to develop the same resources, but eventually the imitators do catch up. This forces the first mover to seek new leapfrog moves, which become more expensive and risky with each leap.


These cycles of innovation and imitation eventually lead to a market in which the last available leapfrog move is exploited and imitated and continuing the leapfrogging strategy becomes unsustainable because the cost of the next-generation leapfrog is too high. At this point, even if a new technological leapfrog jump can be made, it takes so long that competitors have time to catch up. In addition, when imitators become very fast at imitating, the first mover doesn’t have time to recapture its investment in R&D. Thus, as can be seen in the personal computer industry, technology-based first mover advantage still ends up converting what was once a market of many differentiated products into a market that is largely a price-competitive market.


Microsoft has introduced a series of new products, building on its know-how. But the costs of development continue to rise. Windows cost one hundred million dollars, and analysts expected that Microsoft’s new database, Cirrus, could lose money for years because of its high costs of development.31 American Airlines’ innovations, even its computerized reservation system, have been copied by competitors. Some entrepreneurial travel agents have even reverse-engineered the data output by computer reservation systems to produce analyses of fare changes that benefit their corporate clients. This has eliminated American’s listing advantage and helps customers to defeat American’s efforts to manage its “yield,” forcing it to come up with new innovations to stay ahead of competitors.


THE TREND IN THE STRONGHOLDS ARENA


As the move toward ultimate value and rapid imitation tends to level the playing field, competitors seek to gain advantage by creating strongholds that exclude competitors from their turf. By creating entry barriers around a stronghold in a certain geographic region, industry, or product market segment, the firms try to insulate themselves from competitive attacks based on price and quality or innovation and imitation.


While firms build entry barriers that keep others out of their markets, this tactic is rarely sustainable over the long run. Entrants eventually find ways to circumvent entry barriers. After building a war chest in their own strongholds, competitors can fund forays into the protected strongholds of others. These expeditions usually provoke a response from the attacked companies. Such responses often go beyond defensive actions in the attacked market by leading to a counterattack against the initiating firm’s stronghold. These attacks and counterattacks often erode the strongholds of both players. This process can be seen on a large scale in globalized markets where huge businesses based on one continent attack the strongholds of large companies based on other continents until it becomes hard to tell whether competitors are American or Japanese (or any other nationality) anymore. As entry barriers have come down and markets integrate, the playing fields again begin to level out and the old competitive advantages provided by having a protected stronghold are no longer viable.


In launching its NT software, Microsoft is using the momentum of its stronghold in DOS operating systems to invade Novell’s stronghold of networking software. Competitors are countering with their own software. Each change in systems shakes up the market boundaries. For example, the launch of Windows allowed Microsoft to gain ground in spreadsheets from market leader Lotus. The battle to invade Microsoft’s core market has yet to begin, but the world has not yet seen how IBM and Apple will seek to regain the initiative from Microsoft.


American Airlines has used its stronghold in the United States to move into European markets. From 1988 to 1992, it increased its overseas revenues from 12 percent to 26 percent.32 Although European governments have responded by trying to protect their national airlines, the European Community has begun long-haul deregulation. This promises to increase opportunities for American Airlines and other U.S. competitors. In response British Airways is seeking entry opportunities into the United States via acquisition. If this process continues, one global airline market will eventually emerge with only a few very large players dominating the trunk lines between continents.


THE TREND IN THE DEEP-POCKETS ARENA


After firms exhaust their advantages based on cost and quality, timing and know-how, and after their strongholds have fallen, they often rely upon their deep pockets. The fourth arena in which firms try to develop strategic advantage is based on financial resources. Well-endowed firms can use their brute force to bully a small competitor. These large firms have greater endurance, using their resources to wear down or undercut their opponents. But the small competitors are not completely defenseless. They can call upon government regulations, develop formal or informal alliances, or step aside to avoid competition with the deep-pocket firm. With these moves and countermoves, or even with the erosion of resources over time, the large firm eventually loses its deep-pocket advantage. When small firms build their access to resources through joint ventures or alliances, power tends to equalize and balance out, and large-scale global alliances of megacompetitors create the business equivalent of King Kong versus Godzilla. Eventually the deep-pocket advantage is neutralized.


American Airlines’ deep pockets have given it an advantage in price wars with competitors, but American’s size has also made it vulnerable because of the high operating costs associated with managing an older, more complex, and geographically dispersed fleet. Although much smaller than American, Southwest has a 43 percent cost advantage over its larger competitor, allowing it to continue to expand its services. Similarly, Microsoft’s deep pockets, built on the profits from DOS and Windows, have been used for research to build the next generation of software, but the alliance between IBM and Apple creates a very formidable deep pocket for funding the design of the next generation of software.


THE BIG PICTURE: ESCALATION LADDERS AND HYPERCOMPETITION


Two Types of Escalation


Research of the trajectories within each arena of competition reveals two types of escalation. The first is the escalation within each arena. As outlined in the discussion of trends in each arena, moves lead to counter-moves, and the competition continues to escalate. Firms move to higher and higher levels of conflict in each arena, as if they are escalating up a ladder with each rung representing the new level of competition introduced by the last competitive maneuver. So, for example, firms escalate by increasing the level of quality or lowering the price of their goods. They also escalate their efforts to develop new know-how, move faster, invade or create new strongholds, and build deep pockets. Part I of the book will examine this process of escalation in each of the four arenas. It will look at the strategic insights provided by each of the four static views of competitive advantage, and it will consider the implications of a long-term dynamic view of the moves and countermoves that are typically observed.


There is a second type of escalation going on as well. As described above, escalation occurs across arenas, as illustrated in Figure 1–4. Companies may begin competing on cost and quality until they exhaust the advantages of that arena. They then move on to know-how in the second arena until the benefits of these advantages are too expensive. They then attempt to create strongholds to limit the competition, but these strongholds are eventually breached. This leads to the use of deep pockets, wherein size is an advantage until firms deplete their resources or find alliances to balance off the resources of competing alliances. As discussed below, this is only one possible scenario for movement across arenas. Jumps across arenas can also be much less orderly, moving back and forth into arenas that offer the best possible opportunities for creating new advantages and seizing the initiative.
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FIGURE 1-4 ONE SCENARIO FOR THE ESCALATION OF CONFLICT ACROSS ARENAS OF COMPETITION





Figure 1-4 points out that the evolution of an industry makes it increasingly harder to gain and maintain strategic advantage. As firms reach the top of the figure, they approach a “perfectly competitive” market. Every firm must offer low price and high quality, so no one has the advantage. Imitation happens so rapidly that everyone offers almost the same product line, and no one has a serious first mover advantage. Firms compete to develop know-how that competitors don’t have, but they find that know-how (as well as products) can be imitated. Global competition has eroded traditional strongholds, so eventually no one has the advantage of a well-protected safe haven. Finally, the deep-pocket advantage is eroded through global alliances and joint ventures until resources are no longer unequal. Firms move up the ladders one step at a time, arriving at a place where no competitor ever intended to go and no one has an advantage.


Although, for convenience, this flow is described as a sequential process, it is often much less orderly than this description would suggest. Some industries follow these patterns fairly closely, but some compete in multiple arenas and at different levels of each arena simultaneously. Some industries get stuck at one level of an escalation ladder for years, and others skip right over that level, depending upon the aggressiveness of competitors in each industry. Thus, in the real environment there is significantly more complexity. The more simplified description here is designed to emphasize relationships within and among the arenas and to stress the broader trends in competition based on these four traditional sources of competitive advantage. This is done for the sake of clarity, not to suggest that the real progression toward a perfectly competitive environment is anywhere near this predictable.


Hypercompetition: Movement toward, but Failure to Reach, Perfect Competition


As illustrated in Figure 1-4, competition escalates in and across these four arenas, moving from a state of relatively less competition to a state of perfect competition wherein no player has an advantage in any of the four arenas and all firms compete on price until no one makes any profits. What this points out is that different grades or levels of competition exist in an industry over time. Figure 1-5 illustrates the various levels that industries may go through.


American corporations have traditionally sought established markets wherein sustainable profits were attainable. They have done so by looking for low or moderate levels of competition. Low and moderate-intensity competition occurs if a company has a monopoly (or quasi monopoly protected by entry barriers) or if competitors implicitly or explicitly collude, allowing each other to “sustain” an advantage in one or more industries or market segments. Collusion or cooperation, while it can be useful in limiting aggressiveness, is limited because there is incentive to cheat on the collusive agreement. An aggressive player can escalate up one or more of the escalation ladders in the four arenas and gain advantage. Entry and mobility barriers are destroyed by firms seeking the profit potential of industries or segments with low or moderate levels of competition. Gentlemanly agreements to stay out of each other’s turf fall apart as firms learn how to break the barriers inexpensively.
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FIGURE 1-5 DIFFERENT LEVELS OF COMPETITION WITHIN AN INDUSTRY





As competition shifts toward higher intensity, companies begin to develop new advantages rapidly and attempt to destroy competitors’ advantages. This leads to a further escalation of competition into hypercompetition, at which stage companies actively work to string together a series of temporary moves that undermine competitors in an endless cycle of jockeying for position. Just one hypercompetitive player (often from abroad) is enough to trigger this cycle.


No matter what pattern competitors follow through the escalation ladders, it is the speed and intensity of the movement that characterizes hypercompetition. At each point firms press forward to gain new advantages or tear down those of their rivals. This movement, however, takes the industry to faster and more intense levels of competition. The most interesting aspect of this movement is that, as firms maneuver and outmaneuver each other, they attempt to neutralize each other’s advantage in all four arenas. This means that they are constantly pushing toward perfect competition, where no one has an advantage. However, while firms push toward perfect competition, they must attempt to avoid it because profits are not at all possible in perfectly competitive markets. In hypercompetitive markets it is possible to make temporary profits. Thus, even though perfect competition is treated as the “equilibrium” state in static economic models, it is neither a desired state nor a sustainable state from the perspective of corporations seeking profits. They would prefer low and moderate levels of competition but often settle for hypercompetitive markets because the presence of a small number of aggressive foreign corporations won’t cooperate enough to allow the old, more genteel levels of competition that existed in the past; for example, the old nonaggressive competition among the Big Four U.S. car companies and planned obsolescences that existed before foreign competitors entered the U.S. market. Part II examines the nature of environments in more detail and how hypercompetition develops when the companies involved often do not desire it.


In one sense, it might seem that hypercompetition is just a faster version of traditional low- and moderate-intensity patterns of competition, but that is like saying that a hurricane is a faster form of summer breeze. The key strategies for survival and success are different. Low- and moderate-intensity competition, which is relatively static for long periods of time, is characterized by long periods of advantage disrupted infrequently by breakthroughs or actions that erode that advantage. Hypercompetition, on the other hand, is characterized by short periods of advantage punctuated by frequent disruptions. The focus thus shifts from managing advantages to effectively managing disruption.


NEW RULES FOR HYPERCOMPETITION: THE NEW 7-S’S


In hypercompetition success depends on developing a series of new advantages that disrupt (not sustain) the status quo and that cope with other firms trying to disrupt the status quo. But what is it that allows companies to rapidly and continuously identify and develop new advantages? What is it that allows them to successfully compete in hypercompetitive environments? Part III explores how firms navigate through this hypercompetitive environment by using a new set of principles, designated as the New 7-S’s. These strategic principles are quite different from those of the traditional 7-S’s.


The Failure of Fit: McKinsey’s Old 7-S Framework


McKinsey’s 7-S framework33 says that competitive advantage arises from creating a proper “fit” among key organizational characteristics and focusing these characteristics on one purpose or mission. This requires a fit between the organization’s strategy and environment as well as the proper fit among seven key internal factors. These factors are structure, strategy, systems, style, skills, staff, and superordinate goals. These 7-S’s can be seen as a way to implement and create the four traditional competitive advantages (cost-quality, timing-know-how, strongholds, and deep pockets).


Fit implies a sense of permanence. It is concerned with maintaining a steady state rather than guiding the constant evolution of new advantages. It is also very predictable, making the company an easy target for competitors. If the organization is so tightly galvanized around a single objective, it can tend to make a firm less flexible and unable to change strategy or the rest of the 7-S’s to meet new needs. In hypercompetition today’s fit becomes obsolete and easy to outmaneuver.


Competitors can also turn the 7-S formula against the firm. When they try to outmaneuver the company, they can easily read its capabilities and weaknesses, given the current configuration of the 7-S’s. Firms need to prepare for hypercompetition in an entirely different way.



The New 7-S’s



Our examination of successful hypercompetitive firms revealed that many utilized some or all of a new set of approaches—the New 7-S’s. These are


• superior Stakeholder Satisfaction


• Strategic Soothsaying


• positioning for Speed


• positioning for Surprise


• Shifting the rules of competition


• Signaling strategic intent


• Simultaneous and Sequential strategic thrusts


The New 7-S’s are concerned with the ability of the company to create disruption, seize the initiative, and create a series of temporary advantages like those shown in Figure 1-2. The first two of these S’s—stakeholder focus and strategic soothsaying—are concerned with establishing a vision for how to disrupt the market. This includes setting goals, setting the firm’s disruption strategy, and identifying some core competencies necessary for the firm to create specific disruptions. The second two—speed and surprise—are focused on key capabilities that can be applied across a wide array of actions intended to disrupt the status quo. The final three—shifting the rules, signaling, and simultaneous and sequential strategic thrusts—are concerned with disruptive tactics and actions in hypercompetitive environments.


Traditional strategic planning has focused only on planning moves in specific markets rather than developing new markets and new approaches. The traditional goal has been to sustain advantage rather than disrupt the market and develop a series of temporary advantages. This has led to a very different approach to strategy.


VISION: GOALS AND COMPETENCIES FOR DISRUPTION


The first two S’s provide the vision and core competencies for disruption. They define the source of new advantages and ways to achieve them. Superior stakeholder satisfaction is the key to winning each dynamic strategic interaction with competitors. The process of developing new advantages or undermining those of competitors begins with an understanding of how to satisfy customers. By discovering ways to satisfy customers, the company can identify its next moves to seize the initiative. But customers are not the only stakeholders that must be satisfied. By empowering employees, the company can gain the internal motivation and vision needed to carry out those moves. It was American Airlines’ understanding of the business traveler and its motivated work force that allowed it to create the business class and to implement its series of advantages. It was Microsoft’s understanding of customers and its motivated work force that allowed it to develop Windows and other successful software systems.


Strategic soothsaying is a process of seeking out new knowledge necessary for predicting or even creating new temporary windows of opportunity that competitors will eventually enter but that are not now served by anyone else. These opportunities can be found by creatively combining products, understanding trends in the business environment that will open up new opportunities, and serving new customer markets with the existing capabilities of the firm. Microsoft’s development of NT software resulted from a combination of reading current market needs and creating new opportunities, and it is already working on the next generation of operating system, Cairo, due in 1995.
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