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Complex modelling has meant that options management has
been little influenced by the available literature. However new
attempts to find a methodology reveal how the various
approaches can significantly alter the decisions made by:

® the use of replicating portfolios or market assets;

® the use of two investment types; and

@ the use of a new integrated method to make the best choice
in the real options environment.

The right decision in real options can have a great effect, so it
is vital to go about making it in the best possible way.

page 10

Branding is one of the best methods of establishing business
success both externally and internally. The article looks at
new approaches to branding, with special reference to:

©® maintaining a brand’s place in the customer’s mind; and
® the profits to be made from industrial branding and brand
co-operation.

Making intelligent use of branding can reinforce both the
outside consumer perception of a company but also the
internal one of employees, leading to increased profit.

page 14

A leader has great influence over the way an organisation
works, but the demands of his or her job can be high. Leaders
should take note of contextual factors:

@ the function which they operate in the business;
® their position socially, geographically, and politically; and
® their personal impact on their followers.

Executives also need to consider their style of leadership in
relation to other staff in matters such as training, and the
ethical attitude of the organisation.

page 19

Corporate failure is very common, but what causes it and can
it be stopped? There are steps that can be taken to minimise
the likelihood of a crisis:

@ careful analysis of local and global market positions;
@ ensuring maximisation of competitive advantage; and
® proactive and alert leadership which looks out for warnings.

Being aware of risks and allowing for crises within the main
business plan with help inure a company against failure. The
manager must take care not to react by making things worse.



Choosing
options that
maximise
cash-flow is
crucial to the
success of
projects

The values of
options can
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How to evaluate real

options

The notion of ‘real options’ applies option pricing theory to non-financial
assets. The complexity of modelling investments as options means that,
to date, options literature has had relatively little impact on management
practices. Here Roger Mills, professor of accounting and finance at
Henley Management College, examines recent attempts to find an
optimum methodology for evaluating real options.

We have reviewed ‘real options’ in past issues.
The term, coined by Stewart Myers in 1977,
refers to the application of option pricing the-
ory to the valuation of investments in non-
financial or ‘real’ assets, where much of the
value is attributable to flexibility and learning
over time. This means that the opportunity
inherent in a capital project can be viewed as
implied contracts that allow management to
choose only those actions that have positive
cash flow effects. Where a difference arises,
however, is that the underlying assets of the
options in a capital investment decision are
real assets like the development of a new
plant, rather than financial assets, like stocks
and shares. Thus, the options imbedded in
the investment decisions are referred to as
‘real options’ as opposed to financial options.

Research undertaken in the last two decades
has shown that managers in diverse fields
tend to make the same kind of decision-mak-
ing mistakes. The single most common is
known as ‘frame blindness’: setting out to
solve the wrong problem because a mental
framework has been created for a decision
that effectively means that the best option is
often overlooked." Here, the word ‘option’ is
extremely relevant because practitioners and
academics have argued in recent years that
traditional discounted cashflow models do
not, in fact, capture the value of options
embedded in many corporate decisions.
These options need to be considered explicit-
ly because their value can be substantial.

Options literature has, until now at least, had
relatively little influence on management
practices. That’s partly because modelling
investments as options is a highly complex
subject that is generally presented in a

technical fashion. However, options are of
great potential relevance to managers, given
that the manager’s role is to use his/her skill
to maximise shareholder wealth.”? Ownership
and control of an investment project can
often generate follow-on opportunities in
addition to the project’s cash flows.

For example, along with the assets there may
also be the chance to acquire less tangible
benefits such as learning about other similar
companies for sale. The company may also
include highly skilled individuals who could
be used to produce extra at little cost but with
high wvalue. Such follow-on investment
opportunities are relatively intangible and
speculative and their expected cash flows are
rarely examined directly. Nevertheless, these
opportunities may clearly be of important
value.

Thus, advocates of the real options approach
have maintained for years that it can arm
executives and also investors with a superior
method of taking decisions aimed at value
improvement. Yet many feel that it has never
lived up to its promise because of reasons
such as its technical complexity and an
absence of consensus among analysts.

Georgetown challenge

A conference at Georgetown University in the
US in 2003 resulted in demand for a single,
generally-accepted real options methodology.
In response, Copeland and Antikarov pro-
posed a four-step process.’ The first step is to
calculate the standard net present value of
the project assuming no managerial flexibili-
ty, which results in a value estimate (and a



MANAGER UPDATE February 2006

‘branch’ of a decision ‘tree’) for each year of
the project’s life. The second step estimates
the volatility of the value of the project and
produces a value tree designed to capture the
main sources of uncertainty. The authors
focus on the uncertainty about overall project
value, which is driven by uncertainty in rev-
enue growth, operating margins, operating
leverage, input costs and technology.

Their key point is that, in contrast to many
real options approaches, none of these vari-
ables taken alone is assumed to be a reliable
surrogate for the uncertainty of the project
itself.

For example, in assessing the option value of
a proven oil reserve, the relevant measure of
volatility is the volatility not of oil prices, but
of the value of the operating entity — that is,
the project value without leverage. The third
step attempts to capture managerial flexibili-
ty using a decision tree that illustrates the
decisions to be made, their possible out-
comes, and their corresponding probabilities.

The authors illustrate various kinds of appli-
cations, including a phased investment in a
chemical plant (which is treated as a com-
pound option) and an investment in a peak-
load power plant (a switching option with
changing variance, which precludes the use
of constant risk-neutral probabilities as in
standard decision tree analysis).

The fourth and final step uses a ‘no-arbitrage’
approach to form a replicating portfolio with
the same payouts as the real option. Yet this
is only one approach to real options and, as
Borison* notes, others also exist. He reviewed
the various alternative approaches to their
valuation and provided the following classifi-
cations.

The classic approach (no arbitrage,

market data)®

This approach represents the direct applica-
tion of classic option pricing from finance
theory to non-financial or real investments,
based on the existence of a traded replicating
portfolio , and building on data drawn from
that portfolio to develop option values, i.e. in
much the same way as a share option can be
priced by making reference to data drawn
from share prices provided by the market. It
assumes that capital markets are complete,
and therefore that all corporate investments
have equivalents in the capital markets and
can be effectively hedged through this traded
replicating (tracking) portfolio.

L ACcoUNTIl

The subjective approach (no arbitrage,
subjective data)®

This approach is based on the existence of a
traded replicating portfolio, but built on data
that is subjectively assessed (although the use
of this data is not explicitly justified).

The marketed asset disclaimer (MAD)
approach (equilibrium-based, subjective
data)’

This approach, outlined earlier with reference
to Copeland and Antikarov, does not rely on
the existence of a traded replicating portfolio,
but the same assumptions used to justify the
application of net present value (or discount-
ed cash flow) to capital investments are used
to justify the application of real options
analysis.

The revised classic approach (two
investment types)®

The three approaches above are all examples
of alternative ‘one-size-fits-all’ views; their
proponents argue that they are applicable in
the same basic fashion to all types of corpo-
rate investments. The revised classic
approach, on the other hand, is based on the
view that there are two different types of cor-
porate investments, each requiring its own
approach. In particular, real options analysis
should be used when investments are domi-
nated by market-priced or public risks, and
dynamic programming/decision analysis
should be used when investments are domi-
nated by corporate-specific or private risks.

The integrated approach (two risk types)’
The four approaches described so far originat-
ed with practitioners in finance looking to
expand to real — as opposed to financial —
investments. The integrated approach, on the
other hand, originated with practitioners in
management science looking to incorporate
capital market considerations, and sharehold-
er value in particular, into their evaluation of
corporate strategy.

The integrated approach begins by recognis-
ing two types of risk associated with most cor-
porate investments: public (or market) and
private (or corporate). Unlike the classic or
revised classic approaches, though, the inte-
grated approach neither views private risk as
a source of error (as does the former) does it
assign investments entirely to one of two cat-
egories (as does the latter). Instead, it
acknowledges that most investment problems
encountered in practice have both kinds of
risk — and it is designed to address that very
situation.

Different
investments
need different
approaches

All kinds of
risk must be
addressed,
and an
integrated
method does
this best
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approaches to
modelling
lead to
differences in
valuation and
then in
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Value as a management tool?

Some, such as Copeland and Antikarov, have
criticised Borison’s classification of approach-
es. However, the problem from a managerial
perspective is that while they are all intended
for use in assessing real options they all
appear to differ markedly in their assump-
tions. Unsurprisingly, general managers are
often confused by the use of a single term
‘real options’ when it seems open to different
interpretations.

How then do the approaches differ in terms
of assumptions and, more importantly per-
haps, does it matter if they do? As regards the
assumptions, Borison identifies two key
issues: the nature of capital markets and the
source of data. The classic approach is distinct
in the manner described on the preceeding

page.

The one difficulty with this though, as
Borison points out, is that a major reason that
corporate investments may be made is that
they are not duplicated in the capital mar-
kets, and it is important for a valuation
process to reflect this reality. The subjective
approach also assumes that capital markets
are complete, but draws the data for estab-
lishing a ‘no-arbitrage’ value for the invest-
ment from subjective judgment. The advan-
tage is that this eliminates the task of finding
the ‘replicating portfolio,” but has the disad-
vantage of substituting a lack of consistency
for the lack of accuracy in the classic
approach. Common sense should dictate that
if a replicating portfolio exists, it would make
sense to find the name of the company and
use the available market data to value the
investment and the option using the classic
approach, rather than relying on subjective
judgment informed only by general industry
information.

Does, then, the selection of one approach
rather than another matter? Borison argues
the different assumptions underlying the var-
ious approaches lead to different mechanics.
What are these mechanics? The mechanics of
the classic and subjective approaches make
use of the Black-Scholes algorithm, where the
following five factors are used to determine
the project’s option value:

® exercise price;

® stock price;

@ time to expiration;

® project volatility; and
® risk-free rate.
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The application of these five factors has been
illustrated with reference to the application of
the approach at Merck as follows:"

® exercise price — this represents the capital
investment to be made approximately two
years hence;

® stock price — this represents the value of the
underlying asset or the present value of the
cash flows from the project (excluding the
capital investment to be made and the pre-
sent value of the upfront fees and develop-
ment costs over the next two years);

® time to expiration — this varied over two,
three and four years, with the option being
exercisable in two years at the earliest. The
option was structured to expire in four
years because Merck thought that compet-
ing products, making market entry unfeasi-
ble, would exist by then;

® project volatility — this was represented by a
sample of the annual standard deviation of
returns for typical biotechnology stocks
obtained from an investment bank; and

® risk-free rate — a US Treasury rate of 4.5%
was used over the two- to four-year period
referred to in the time to expiration of the
model.

The mechanics of the classic approach also
involve the added task of actually finding the
replicating portfolio. The MAD and revised
classic approaches both require some effort in
spreadsheet modelling and option pricing,
whilst the integrated approach requires per-
haps the most work, since spreadsheet mod-
elling is required and each individual risk
must be evaluated and modelled separately,
using either option pricing or decision analy-
sis. The results obtained from the different
approaches following these mechanics are
summarised in Table 1 (opposite)

According to Borison, the differences dis-
cussed above as far as applicability, assump-
tions and mechanics are not simply a matter
of semantics or academic correctness. Instead,
they lead to dramatic differences in valuation
- that is, differences in orders of magnitude
and even in sign. And they lead to dramatic
differences in strategy; each of the three alter-
natives (investment, option, neither) is the
recommended alternative on the basis of at
least one approach. Borison concludes that
there is confusion in the current state of real
options analysis. While the various approach-
es are philosophically similar, they differ in
fundamental and contradictory ways and,
when applied, they provide fundamentally
different and contradictory results.
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Net value of maximising Net value of option Value-
Approach investment recommendation
Clas.sic. (18) (1) Neither
Subjective 50 51 Option
MAP ) 147 93 Investment
Revised classic 299 280 Investment
Integrated 50 105 Option
HHHHW
i
Model Asset value (t=0) Volatility Exercise price Call value

Borison Adjusted Project Option Borison Adjusted

Classical $157 $225 25% $175 $20 $19 $66.8
Subjective $225 $225 30% $175 $20 $71 $70.3
MAD $322 $237 25% $175 $20 $113 $66.1
Revised $474 $237 25% $175 $20 $300 $68.7
classical
Integrated $225 $229 25% $175 $20 $125 $58.4

As noted above, Borison’s classification of
approaches has elicited criticism, including a
response from Copeland and Antikarov
(2005) in the same journal. The wide range of
real option values observed by Borison seems
to converge significantly when calculations
rely on a mutually consistent set of assump-
tions among the five different methods.
Revising Borison'’s calculations, Copeland and
Antikarov bring the range of option values
from $279 million down to $12 million, an
average difference of roughly 5%. Table 2
(above) summarises the key assumptions in
Borison and the relative adjustments in
Copeland and Antikarov.

Copeland and Antikarov attribute most of the
differences to differences in assumptions —
rather than difference in real option method-
ology. This implies that a taxonomy of real
options based on valuation approach does
not really matter as far as the practising man-
ager is concerned because the five different
valuation approaches result in a marginal dif-
ference in real options values that falls with-
in a 5% range.

Further confirmation that different approach-
es yield similar results was provided in pre-
liminary research undertaken by Favato, et al.
It was conducted to demonstrate the relative

impact of the choice of any real option con-
tinuous pricing model compared to the sensi-
tivity to fundamental inputs on the option
value. In an attempt to avoid methodological
bias, he used a biotechnology business case
published by Villiger and Bogdan."

The case was related to a stop/go develop-
ment decision of an experimental drug at the
beginning of its clinical phase of develop-
ment (Phase IIT) for which the inputs were as
follows.

Expected DCF from marketed product:
$42.7 million

Value of R&D Phase III investment:
$70.0million

Volatility of Phase III: 30%

Expected length of Phase III: three years
Risk-free rate: 5%

Dividends: 0.0

Favato et al input the above data in 13 differ-
ent real option continuous pricing models.

The choice of the model had a +/- 2% impact
on the option value and while a 2% differ-
ence may be statistically significant, is it real-
ly relevant from a management point of
view? To answer this question, Favato et al
proceeded to verify the sensitivity of all 13
models to inputs, calculating option prices

Differences in
research
results are not
always the
fault of the
methodology



Methods of
calculating
shareholder
value have
become more
manager-
friendly
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for inputs changing one at a time by an inter-
val of 1% (from +5% to -5%). These values
were then compared to the ones obtained
from the base case, to measure the magnitude
of difference. All 13 models behaved very
consistently.

A 1% change in inputs was found to have the
following impact on the base case option
price ($42.7 million):

Value of the asset: +3.50%
Option price: -2.59%
Volatility: 2.01%

Time: 1.39%

Risk-free rate: 0.38%

The key observation from Favato et al’s work
was that, given the similarity of results from
the 13 different approaches and the sensitivi-
ty analysis undertaken, changes to the inputs
were far more significant than the option
pricing approach used.

While this outcome represents progress
towards meeting the Georgetown challenge,
the jury is still out on real options. With con-
fusion on the choice of models in many areas
unresolved — not least on results — it's unsur-
prising that management is cautious.
Furthermore, even once this choice is
resolved, much remains to be done to make
the real options approaches appeal to man-
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agement that wishes to use them to support
decisions.

Traditionally, large spreadsheets were used to
drive calculations concerning developments
in shareholder value, but with the passage of
time the models became increasingly manag-
er-friendly with the adoption of, and analysis
by, the key value drivers such that the key
influence(s) could be recognised and captured
in prospective scenarios. There is a strong
feeling that this convergence of approaches
to accommodate manager-friendliness is
essential.

Whilst the valuation method may be very
important, it is only a part of the manageri-
al challenge, in much the same way as in
capital investment appraisal the evaluatory
technique is only a small part of what is
known as capital budgeting.

Identification of the options open to man-
agement is implicit in applying the valua-
tion methods and our experience suggests
that this is a critical issue that warrants
greater attention than, until now at least, it
seems to be receiving. The linkage of frame-
works, like scenario analysis, with the valua-
tion methods available is an essential part of
the manager’s option toolkit; knowing
exactly what is to be valued is a prerequisite
for a successful outcome. MU
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Broadening the scope of

branding

Research into brand equity and the role of branding in diverse sections
demonstrates its central importance — a finding confirmed in a recent poll
of top managers. New approaches to describing brand value have been
developed, including a psychological approach which considers the
brand as though it were a ‘share’ of the customer’s mind, while others
consider branding in the industrial context. Susan Foreman, professor of
marketing at Henley Management College, explores the issues.

Over the last two decades, marketing managers
and academics have considered and debated
the influence of marketing on management
practice and business performance. Recent
papers in journals like the Sloan Management
Review and the Journal of Marketing continue
this trend, reflecting on issues such as the role
of marketing, its breadth and scope, its devel-
opment and relationship with society and its
future.

In one such article, Webster, Malter and
Ganesan' discuss the perceived decline of mar-
keting, arguing that movement to a cross-func-
tional approach to marketing and the role all
employees play in the marketing effort and cus-
tomer-focused ethos may have led to a decline
in the discipline. Webster, Malter and Ganesan
show particular concern for the future of brand-
ing. Marketers, they argue, need to be much
better at measuring their own performance as
the current level of ambiguity can, in difficult
times, lead to reductions in marketing expendi-
ture. This in turn may lead to less work on
brand development, thus diluting the power of
brands, lowering levels of innovation and mar-
ket power.

Despite challenges to marketing over the last
two decades, the significance of branding
seems undiminished. Webster, Malter and
Ganesan quote a Grant Thornton survey in
the US which shows that 73% of senior man-
agers think strong brands are more important
now than two years ago. This article shows
the development of thinking in brand equity
and also how branding plays an important
role across diverse sectors, from commodities
to consumer goods.

Brand equity, market share and the mind
of the customer

The long-term potential of a brand in the mind
of the customer is the focus of recent work by
Baker, Nancarrow and Tinson,> who look
beyond the traditional methods of assessing
brand equity. They have produced a new and
practical approach, which can be used in differ-
ent markets to help managers measure the sta-
tus, potential and value of brands. Their specif-
ic interest is in the psychological connection
between the customer and the brand.

In assessing brand equity, they describe the dif-
ferent methods that have been developed in the
past, to show managers how to build strong
brands. These existing models tend to examine
brand equity in terms of the brand value (the
figure on the balance sheet), brand strengths
(consumer attitudes and behaviour) and brand
descriptions and associations. The authors sug-
gest a parallel between the health of a brand
and that of a person. Thus, just as each person
has a different age and physiology, they say that
it’s possible to identify the basic characteristics
and nature of a brand and whether brands in
different markets have a brand equity surplus,
deficit or parity.

To measure brand health, they draw on work by
Dick and Basu,®* who work in the areas of cus-
tomer loyalty and state that there are two key
dimensions to consider; behavioural (purchase
habits, share of wallet, recommendations, loy-
alty scheme and so forth) and attitudinal dispo-
sitions (brand preference, premium pricing,
intentions to purchase, satisfaction and creduli-
ty). When this is applied to brands, it is clear to
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see that if there are high behavioural disposi-
tions and there are positive attitudes the result
is true loyalty to a brand. At the low end of each
dimension, though, no commitment to the
brand is identified.

Baker, Nancarrow and Tinson also suggest that
measuring a consumer’s attitude towards a
brand and comparing it to market share allows
one to gauge whether the equity level is posi-
tive, negative or neutral. Essentially, you are
comparing ‘share of mind’ with market share.
‘Share of mind’ is the predisposition or inclina-
tion of consumers towards a brand and the
potential for them to make future purchases.
Therefore, if you can measure ‘share of mind’
and compare it with actual behaviour, man-
agers can identify whether equity is likely to
increase or decline and plan accordingly.

Consequently, if ‘share of mind’ is greater than
market share then there is an equity ‘surplus’
and marketers need to devise strategies to
realise the potential by, for example, developing
and extending the brand. In a deficit situation —
where share of mind is less than market share —
defensive strategies may be needed to turn the
brand around. The brand is vulnerable and
needs revitalising. This model of brand equity,
though imperfect, does provide insights that
can help managers develop brand strategies.

Branding in industrial markets

Branding is so closely associated with consumer
markets that it’s often perceived as inappropri-
ate or difficult to do in industrial or business-to-
business markets. Yet branding here has existed
for many years. Du Pont Cisco, SAP and logisti-
cal companies like Eddie Stobart have created a
distinctive corporate brand and are pioneers,
proving that despite limited research and few
role models, it is possible to use branding with-
in this sector.

Increasingly, industrial goods and services
organisations are trying to differentiate them-
selves. Two inspirational stories showing the
value of branding have been published recent-
ly. McQuiston* shows that a commodity prod-
uct can be branded and achieve successful
results whilst Bengtsson and Servais® examine
the role of co-branding in purely industrial mar-
kets. By assessing each situation it is possible to
build up a picture of the issues that affect brand-
ing in industrial markets.

Complex buying processes
These exist when purchasing industrial, techni-
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cal and high-value products. In this scenario,
Bengtsson and Servais state that the complexity
can lead the decision-maker to select a familiar
supplier. This familiarity can be fostered
through branding in partnership with relation-
ship marketing. For other routine and sched-
uled purchases, branding still has a role but the
promises a brand makes has to have a broad
reach through the company.

Value

Both value and ‘value-added’ are important to
industrial buyers. In addition to the core prod-
uct — which may be complex and technical —
buyers are looking for reliable support, services,
excellence in distribution capability and a
equivalent corporate reputation. The combined
performance of each element helps to build
confidence in the buyers.

Personal, corporate risk/uncertainty

These factors are prevalent in industrial buying
situations. Thus the perceived reliability a brand
can provide can shape decisions. As Bengtsson
and Servais state, emotional brand values can
have an impact and industrial purchasers are
not immune to something as ‘fuzzy and irra-
tional’ as a brand.

Relationships

These are an important part of branding in con-
sumer markets. It can be argued that they are
more important in a business-to-business con-
text. A series of successful purchases can be the
starting-point for developing trust in the long
term, which leads to mutually successful and
enduring partnerships.

Networks

Networks of partners and intermediaries need
to be managed to ensure that they are deliver-
ing value and promises made to buyers.

Reputation and the corporate brand

Buyers do not just buy products — they want
reliability and thus they buy peace of mind
when they buy an industrial brand. This in turn
helps to build loyalty. They buy from people
who are well-known and reputable.

Bengtsson and Servais suggest that a branding
strategy can work in the industrial sector. It can
be successful when two suppliers work together
by linking their separate products and then pro-
mote them as one package in a co-branding
strategy. By collaborating, they are promising
that together they can add value, going beyond
the basic functionality of the product. They are
making promises to the buyer, by stating that
the two products are compatible, and that the
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co-brand has additional benefits for the buyer.
They imply a level of quality derived from com-
patibility and reduce the amount of work buy-
ers need to do when sourcing and testing prod-
ucts. The result is reduced effort risk and uncer-
tainty for the buyer. For their part, the suppliers
decrease the chance of buyers switching to
alternatives and thus improve their own com-
petitive position compared with their rivals.

Some industrial goods are complex, distinctive,
technically interesting and make a fascinating
basis for branding. However, can simple com-
modities be successfully branded? McQuiston
has investigated the branding of basic flat hot
rolled steel produced by a company called
Rautaruukki. They started a branding exercise
by talking to their customers. Their research
helped them to understand that the customers
really wanted more than just steel: they also
wanted a ‘bundle’ containing a high-quality
core product, a logistical solution and customer
support services.

The company therefore developed a ‘total solu-
tion’ for the customer, was able to build on its
existing reputation and produced ‘one package
with a single identifiable brand’. They simpli-
fied the buying process, assured quality, and
reduced the buyers’ uncertainty, anxiety and
perceived risk. The result was an increase in
sales from approximately 10,000 to 80,000 tons
in eight years.

Branding to attract talent

The use of corporate branding to attract talent-
ed employees is also generating considerable
interest. Managers are now being urged to
invest in a branding strategy that will appeal to
the sort of employees who can bring a compa-
ny the intellectual and creative capabilities it
needs to develop its competitive advantage.
This can lead a company to have three levels of
branding: the corporate brand, the product
brand and the employee brand. This is leading
some managers to see their employees — rather
than the customer — as the organisation’s first
customer. The simple logic suggests that if the
internal customer (the employee) is happy and
motivated then they will be able to satisfy the
needs of the external customer.

Berthon, Ewing and Hah® build on the existing
work in internal marketing that advocates care-
ful matching of employees, their jobs and the
goals of the company and suggest that brand-
ing strategies should be used to attract the best
employees.
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They develop this and add that companies
should differentiate themselves in the eyes of
new recruits by highlighting the attributes of
the company and the job roles and emphasis-
ing emotional benefits which might reduce part
of the perceived risk and uncertainty of moving
jobs.

It is this notion of developing such employer
attractiveness that becomes the focus of their
research as they develop a questionnaire that
employers can use to help them understand
what factors are attractive to talented people.
This can then be used as a basis for developing
a brand position that would appeal to the
recruits they need. An employer, they argue,
should consider:

® interest value — whether the recruit perceives
the company to be an exciting, novel, cre-
ative and innovative place to work;

® social value - the perception of working
atmosphere, whether it is noted for its colle-
giality, teamwork. Is it known as a ‘fun’ place
to work?

® economic value — the financial benefits and
overall package associated with working for
one company when compared to another;

® development value — whether a company has a
good reputation for staff development and
for valuing people; and

® application value — the extent of the learning
environment. Where a graduate can, for
example, apply their learning or more experi-
enced employee can pass on their experience.
As Berthon, Ewing and Hah state, there is a
‘customer-orientated and humanitarian’ per-
spective.

Companies can develop their job offering, tar-
get recruits and create advertising messages and
hopefully get noticed in the marketplace ahead
of their competitors once they understand how
they are perceived. According to Berthon,
Ewing and Hah the management strategy of
human talent is very important. Therefore, a
branding strategy can augment the work of the
Human Resources department.

Corporate branding and reputation

A corporate approach to branding has existed
since branding’s early days. For some compa-
nies (such as IBM, Nokia and Virgin) it is a key
part of their strategic marketing approach.
Others, like Unilever and Sony, have developed
dual strategies for building the corporate iden-
tity, image and brand alongside individual
product brands.
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Interestingly, Argenti and Druckenmiller’
have identified a resurgence in the emphasis
on corporate branding. In their investigation,
94% of senior executives said that it was
becoming more important and of that num-
ber, 30% were actively working on their cor-
porate branding strategy. The reasons behind
this resurgence are interesting. Argenti and
Druckenmiller state that:

® product markets are changing and with the
need to introduce new products to the mar-
ket quickly, the corporate brand can provide
the credibility other newly introduced
brands cannot supply. Furthermore, the pace
of change for technology companies has
emphasised the corporate brand’s role in pro-
viding consistency and continuity;

® corporate communications need to be managed
carefully as managers are increasingly aware
that existing communications to customers
need to be matched with an equally sophis-
ticated approach to shareholder, investors
and analysts;

® at a time of structural change (such as a merg-
er or acquisition), a strong corporate brand
for the new identity sends clear messages to
employees, stakeholders and the market-
place; and

® activism is more prevalent now than ever
before and to address these concerns, Argenti
and Druckenmiller suggest that a corporate
approach is easier to manage and more effec-
tive at a corporate level than at an individual
product brand level.
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One of the more compelling reasons behind
the development of corporate brands for
Argenti and Druckenmiller is the crucial role
they are playing in developing reputation.
Corporate brands can also allow companies to
express their contribution to society or corpo-
rate social responsibility. The authors found
69% of the executives they contacted said cor-
porate social responsibility was fundamental to
future success, credibility and profitability.
‘When customers get what they expect from a
company time and time again (ie, the corporate
brand promise is kept), reputation is strength-
ened.’

Just as marketing has broadened its scope,
branding too is seen to provide benefits beyond
its traditional and dominant role in consumer

. . Keeping the
markets. It has a role to play in developing cus- brand
tomer relationships both inside companies and ‘promise’ is
outside them. As branding theory and practice key to
develops and matures it may also be applicable continued
to other areas of marketing. success

Webster, Malter and Ganesan state that brand
value and equity models are being used to help
managers develop marketing strategies and
assess marketing’s contribution to shareholder
value. Further work on equity, metrics and
measures to assess the effectiveness of market-
ing actions — and demonstrating its contribu-
tion to financial performance and customer
satisfaction — will help not only to reinforce the
importance of branding but also support the
wider marketing cause. MU
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Leadership - influences

and outcomes

How does the broader context of a leader’s job demands affect
performance? Recent studies have located the chief influences on
leadership in the environment, and successful leaders are those who best
understand and adapt to this environment, who possess ‘contextual
intelligence’. But most scholars agree that the executive environment has
changed significantly from the early 1990s. Richard McBain, director of
distance learning programmes at Henley Management College, examines
the increasing pressures on executive performance.

The study of leaders — and leadership - is an
enduring, if ever changing, business topic.
According to Turner and Muller’ six main
schools of leadership theory have emerged
over the last 70 years. These include the
‘trait’ school which focuses on the abilities,
personality and physical appearance of lead-
ers; the ‘contingency’ school, for which
effective leadership depends on the situa-
tion; and the ‘visionary’ school, which has
been characterised by the distinction
between transactional and transformational
leadership.?

This article will consider some recent
research into leadership. It begins by con-
sidering the impact of the broader context
on leaders and their success, and also the
perceived demands of the job of the leader,
as a factor explaining strategic actions and
behaviour.

The article will also consider some new
research into the relationship between lead-
ership, successful projects and change pro-
grammes and finally, examine research into
the outcomes and influences on transforma-
tional leadership and its link to the rela-
tionship between leaders and followers.

The importance of reading the context

Mayo and Nohria® argue that great leader-
ship is a ‘function of the circumstances in
which businesses and their top executives
operate’ (p. 49). They call the leader’s abili-
ty to understand this backdrop ‘contextual
intelligence’. In a study of 1000 successful

business leaders in the US between 1900
and 2000, they found that this contextual
intelligence was key to their success and
that three distinct leadership archetypes
could be identified:

® the entrepreneur: often ahead of their time,
skilled at sensing emerging opportunities
- or the potential of nascent technologies
— and who build successful enterprises
through perseverance and determination;

® the manager: skilled at reading and
exploiting the context of their times,
spotting opportunities to expand the
scale and scope of an established business
through disciplined resource allocation
and execution; and

® the leader: confronted change and identi-
fied latent potential in businesses, find-
ing ways to breathe new life into them.

The authors say that six contextual factors
are particularly influential: government
intervention, global events, demographics,
social mores, technology and labour. Yet,
they argue, if context influences business, it
is also the case that great leaders can influ-
ence the context. One practical implication
is that an organisation seeking to fill a key
leadership position should both understand
the contextual environment behind a can-
didates’ record and also consider the con-
text it currently faces.

Thus, the ‘manager’ type may be the most
suitable type of candidate for CEO if a com-
pany is seeking to maximise growth, while
in times of crisis or decline the ‘leader’ type
may be the more obvious choice.
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Explaining strategic actions and
behaviour of leaders

For Mayo and Nohria the current context has
changed significantly since the 1990s.
‘Executives at the beginning of the new mil-
lennium face the potential for increased regu-
lation, reticent consumers, constant global
uncertainty and vast demographic changes.
The euphoria and delirium of the 1990s have
been replaced with caution, pragmatism, and
conservatism’ (p. 60). An increasing focus on
competence and results may be accompanied
by increasing pressure on executives to per-
form. Hambrick et al* note that a time of
greater vulnerability to dismissal and increas-
ing executive incentives is also one in which
CEOs have been criticised for aggressive and
even dubious acts.

The authors argue that the difficulties execu-
tives experience in their jobs have often been
largely ignored, so they have developed the
concept of ‘executive job demands’ (EJD) to
help to understand executive behaviour. The
view that executives can comprehend their
strategic situation - and pursue logical
actions to address these — may be most appro-
priate when executive job demands are low to
moderate. Assumptions of ‘bounded rational-
ity’ on the other hand - according to which
executives filter and interpret the overwhelm-
ing stimuli confronting them either by rely-
ing on their personal experiences or by imi-
tating the actions of others — may be most
appropriate under conditions of high execu-
tive job demands.

Executive job demands represent the degree
to which a given executive experiences his or
her job as difficult or challenging in terms of
workload, rather than qualitative demands
such as role ambiguity or conflicting obliga-
tions. They will depend on the degree to
which the executive’s capabilities are appro-
priate for the context, and three sets of char-
acteristics (two contextual and one personal)
impact on EJD:

® task challenges: conditions that make it dif-
ficult for an executive to attain a given
level of performance, arising from environ-
mental factors (especially scarcity, com-
plexity and dynamism) or from the organi-
sation itself (resource limitations and com-
plexity);

® performance challenges: relating to the level
of performance required of the executive,
arising principally from the firm’s owners
and directors; and
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® executive aspirations: the executive’s drive to
perform, arising from personality factors or
internal locus of control.

The authors have developed a number of
propositions for further research into the con-
sequences of EJD for strategic decision-mak-
ing and leadership behaviours, including the
following:

® the greater the level of EJD, the more an
executive’s personal characteristics will
impact upon strategic choices. There is also
the greater tendency to imitate the strate-
gic actions of other firms and to more
extreme and variable strategic behaviours.
Those executives who have performed well
under conditions of high job demands will
become more confident and will engage in
riskier strategic behaviours; and

@ in terms of leadership behaviour, high EJD
will be associated with greater pressures
being placed on others and the greater the
executive’s attention will be to convey con-
fidence and calm. In contrast, the lower the
job demands, the more an executive will
seek to enhance the impression of having
high job demands.

The practical implications of the notion of
EJD could be to understand their potentially
counterproductive effects and to develop
appropriate executive compensation plans. It
could also aid the understanding of top man-
agement team dynamics and the rise of exec-
utive stress.

Leadership behaviours and the success
of projects and change

How does leadership behaviour impact upon
the success of projects and change pro-
grammes? Turner and Muller® note that while
there has been a revival of interest in project
success factors, the literature rarely focuses on
the leadership style and competence of the
project manager, in marked contrast to gener-
al management literature.

This may be because of the unique, novel and
transient nature of projects, or because many
studies are based on project managers’ opin-
ions, and project managers do not recognise
themselves, their leadership styles or their
competence as a contributor to success.
Nevertheless, much has been written on the
project manager and his or her leadership
style and competence. The key conclusions
from their review of the literature include:

Analysing the
job demands
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® the project manager’s competence, includ-
ing personality and leadership style, is
related to success as a project manager;

@ different project leadership styles are
appropriate at each stage of the project life
cycle;

® specific leadership styles are appropriate for
multicultural projects;

® project managers have a leadership role in
creating an effective working environment
for the project team;

® project managers prefer task-oriented to
people-oriented leadership styles; and

® the project manager’s leadership style
influences his or her perception of success
in different situations.

The recent study by Higgs and Rowland®
throws more light onto the relationship
between leadership behaviour on the success
of change initiatives — a particularly relevant
question given both the growing need for
change in organisations and the failure of
many, if not most, change initiatives.

Their case study research of 40 informants in
seven organisations provided 70 ‘change’ sto-
ries, which were analysed to identify
approaches to change and leadership behav-
iour. Change, they say, is not necessarily a lin-
ear process and organisations are systems
tending to states of stable equilibrium.
Change is a complex and often emergent
process, which cannot necessarily be imple-
mented on a top-down or uniform basis in an
organisation.

Based upon the level of complexity and con-
trol involved, we can distinguish four
approaches to change:

@ directive: seeking high control and adopting
a simplistic top-down approach;

® master: recognises complexity and seeks a
planned and uniform implementation
across the organisation;

® DIY: involving localised and opportunistic
initiatives and a simplistic approach; and

® emergent: adopting low levels of central
control, a recognition of complexity, it is
characterised by the use of networks, often
informal, uses innovation and experimen-
tation, and involves groups that may lie
outside the mainstream of an organisation.

Furthermore, the research identified three
clusters of leadership behaviours:

® shaping behaviour: involving directive
behaviours and a leader-centric focus;
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® framing change: the leader is a sense-giver
and sense-maker who establishes starting
points for change, designs and manages the
change journey, and communicates guid-
ing principles; and

® creating capacity: the leader creates an over-
all framework for change, creates individ-
ual and organisational capabilities, through
coaching for example, and by communica-
tion and creating connections.

This research identifies a number of key
points:

® an ‘emergent’ approach is the most effec-
tive in high-magnitude changes impacting
on a large number of people and multiple
parts of the organisation;

@ framing change is the most effective style
both for high-magnitude change, account-
ing for 52% of the variance in change suc-
cess, and in short-term change, accounting
for 42% of the variance;

® in long-term change initiatives within
organisations facing continuing change, a
‘master’ approach — combined with leader-
ship behaviours that create capacity -
appears most effective;

@® approaches to change based on a simplistic
model (the DIY and directive approaches)
are less effective in most scenarios than
more complex models (the master and
emergent approaches). An emergent
approach is the most successful in most
contexts, while the simplistic DIY
approach appears to be unsuccessful in any
context; and

® the shaping behaviour approach to leader-
ship can impair the success of an interven-
tion.

This study demonstrates the relationship
between change approaches and leadership
behaviours. It supports the view that top-
down programmatic change based on
assumptions of linearity does not work.
Recognition of the complexity of change is
important for effective change strategies.

An emergent approach is strongly related to
success in most contexts, although it often
arises in the context of a more structured and
planned approach to change that is going off
course.

Finally, this study supports the view that
the top-down leader-centric model of lead-
ership is less appropriate than a more sup-
portive and transformational approach to
leadership.
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Transformational leadership and
leader-member exchange - influences
and outcomes

We can identify two contrasting perspectives
on leadership. One is ‘leader-focused’ and
seeks to explain individual, group and organ-
isational performance by reference to leader
behaviours. The other focuses on the rela-
tionship between the leader and follower.’
Transformational leadership (TL) theory is an
example of the former. Transformational
leaders develop a compelling vision of an
organisation’s future. Through processes of
identification and internalisation followers
align their values, beliefs and attitudes with
that vision. Leader-member exchange (LMX)
is an example of a relationship-based
approach and involves the processes of role
making and social exchange.

Managers or supervisors develop close rela-
tionships with only a few subordinates, and
while social exchanges in low-LMX relation-
ships are limited to the requirements of the
employment contract, high-LMX relation-
ships develop mutual trust, respect and oblig-
ation. Such relationships result in support
beyond that specified in formal job descrip-
tions.® A subordinate may gain access to the
leaders’ network of trusted relationships, and
may be given more autonomy and responsi-
bility. These intrinsic and extrinsic rewards
play a role in shaping employee behaviour
and attitudes and may contribute to higher
task performance and organisational citizen-
ship behaviours (OCB).

Wang et al’s’ study of 162 leader-follower
dyads in organisations in the People’s
Republic of China, integrates the transaction-
al leadership and LMX literatures by examin-
ing whether transformational leadership
works through LMX to impact on follower
task performance and OCB. Their findings
support this view and suggest that the effect
of transactional leadership depends on how
each follower personally experiences and
interprets these leadership behaviours.

The practical implications of this research are
that LMX-enhancing TL strategies should be
part of leadership development programmes,
because it is through developing stronger
social bonds that transactional leaders impact
on follower performance, and that leadership
programmes which seek to develop the quali-
ty of leader-follower relationships may also be
enhanced by incorporating training in trans-
formational leadership skills.
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Another factor which influences the quality
of leader-member relationships are the
schemas or ‘implicit leadership theories’
(ILTs), representing traits and abilities (such
as sensitive, dynamic, strong and intelligent),
characterising the ideal business leader and
which are developed through socialisation
and past experiences with leaders.

Individuals use them as benchmarks to help
them to understand and respond to manage-
rial behaviour. In a longitudinal study of
employees in seven British companies,
Epitropaki et al showed that the closer
employees perceived their actual manager’s
profile to be to the ILTs they endorsed, the
better the quality of LMX. In addition, a dif-
ference between implicit and demonstrated
leadership traits impacts on employee job sat-
isfaction, organisational commitment and
well-being. The longitudinal study design
suggests that it is the implicit-explicit leader-
ship traits difference that affects LMX and not
the other way around.

Managers could benefit from this research by
learning which traits are included in their
subordinates’ implicit leadership profile and
how their subordinates expect them to
behave. Management training programmes
that increase managers’ awareness of the
importance of ILTs - and training pro-
grammes that develop managers to achieve
organisationally-accepted leadership proto-
types — might also be a useful supplement to
less formal socialisation processes.

The final piece of research considered seeks to
establish if there is a relationship between
transformational leadership and the develop-
ment of an ethical climate in organisations,
and to explore the link between altruism,
integrity and transformational leadership
(Engelbrecht et al'"). The ethical climate of an
organisation is its moral atmosphere. It com-
prises shared perceptions of right and wrong,
as well as assumptions about how moral con-
cerns should be addressed.

There are good reasons for arguing for a link
between transactional leadership, altruism,
integrity and the ethical climate of an organ-
isation: the transactional leader may be seen
as a role model displaying the behaviours
required to reinforce ethical behaviour.
Altruism is a core value of transactional lead-
ership, not only because the transactional
leader should sacrifice his or her own gain so
that others may gain, but because such lead-
ership should motivate followers to transcend
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their own self-interests for the sake of the
organisation. Likewise, integrity (which is the
consistency of personal beliefs and values in
daily working behaviour and in organisation-
al aims), is a core value of such leadership.

The key findings from their study of 200
responses medium to large South African
companies from a wide range of sectors are
that:

® altruism and transactional leadership are
significantly related, with the former
explaining approximately 40% of the vari-
ance in the latter;

@ transactional leadership explains approxi-
mately 23% of the variance in ethical cli-
mate — the more unit leaders demonstrate
transactional leadership, the stronger the
ethical climate in their units; and
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® the integrity of the leader doesn’t seem to
impact on the relationship between trans-
actional leadership and ethical climate,
although integrity accounts for 22% vari-
ance in transactional leadership.

Ethical values, therefore, seem to play a posi-
tive role in developing transactional leader-
ship. In turn, transactional leadership has a
positive relationship with the ethical cli-
mate in an organisation.

This suggests that organisations should cre-
ate and develop ethical leaders. Top man-
agement, therefore, must be committed to a
clear code of ethical conduct; recruit, select
and promote leaders with core ethical val-
ues; develop performance standards that
reward ethical behaviour and encourage
training in ethical leadership skills. MU
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Analysing the reasons for

corporate failure

What are the causes of corporate failure, and can they be avoided?
Numerous studies reveal the alarmingly high failure rate of business initia-
tives, and corporate survival rates have recently declined across the major
European economies. lan Turner, professor of management studies and
director of graduate business studies at Henley Management College, looks
at the range of explanations for failure, before considering whether failure

can sometimes even be ‘good’.

After addressing growth strategies in the last
article, we’ll now review recent writing on cor-
porate failures. What are the causes of compa-
ny failure and how can these be stopped? In
what ways can companies learn from failure?
Of course, not all failures in business actually
lead to the failure of the business. There are,
though, many examples in recent times of
growth strategies that failed. Unilever, for
example, embarked upon its well-publicised
Path to Growth strategy in 2000. Since then, it
has not only failed to grow profitably but has
also seen its European sales decline. Part of the
problem was in not being quicker to address
emerging market trends, such as the one for
low-carb  diets. Similarly, Volkswagen
embarked on a burst of growth in the late ‘90s
by acquiring other well-known automobile
brands, only to find these began competing
against each other as competition intensified
by the middle of this decade.

Do successful growth strategies automatically
lead to a boost to profits? Not necessarily. As
Greenwald and Kahn' point out in a recent
article, multinational media giants like Disney,
Viacom and Time Warner often posted spec-
tacular annual revenue growth in the decade
between 1994 and 2004, while the low accom-
panying shareholder returns indicated that in
fact, they weren't generating true shareholder
value. Why? The authors maintain that com-
panies operating in global markets are often
destined to have lower returns than more tra-
ditional companies operating in ‘local mar-
kets’. They contrast the performance of these
big media companies with traditional US
newspaper companies, whose revenue growth
was much more modest, but who managed to
generate positive shareholder returns over the
same period.

The authors’ definition of local, though, may
not necessarily be that of most people. They

define markets as local, both in the literal geo-
graphic sense of the term but also in the sense
of markets limited to a single product or hand-
ful of related products. Competitive advan-
tage, they argue, occurs through capturing cus-
tomers, proprietary technology or economies
of scale which are easier in narrow local mar-
kets than on a global scale.

Thus, if advantage depends on economies of
scale — and this requires a producer to operate
above a certain level of production - this min-
imum efficient scale is more likely to be
achieved in large-scale markets. In a restricted
market, on the other hand, economies of scale
are much less easy to achieve, as they tend to
require a much larger percentage of the mar-
ket. This can be difficult to reach without com-
peting against incumbents. Indeed, they
would maintain that many sustainable sources
of advantage are based upon local or regional
presence, even in industries such as retail,
pharmaceuticals and consumer goods, which
are ostensibly global. Moreover, more and
more of what we purchase is made up of ser-
vices rather than products and as services tend
more often to be provided on a local basis,
strategy and competitive advantage will
increasingly depend on a local presence.

The prevalence of corporate failure

Many corporate observers need no reminding
of the failure rate of business initiatives such as
acquisitions, business process re-engineering
or diversification. But, as Paul Ormerod
reminds us: ‘Failure is the most fundamental
feature of both biological systems and human
social and economic organisations.

‘Of all the species that have ever existed
99.99% have failed in the most dramatic way.
They are extinct. In America, more than 10%
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of all companies fail every year, with more
than 10,000 closing every week.”

Knott and Posen’ argue that this 10% figure
needs perspective, as 11% of existing firms in
the US are new each year, so the overall stock
is actually growing at a net rate of 1%.
Moreover, failure is disproportionately skewed
towards newer and younger companies. In the
US, for example, 51% of firms exit the market
within the first four years of their life and there
would appear to be a well-established relation-
ship between the age and size of an organisa-
tion and its risk of failure.

According to Sheth and Sisodia,* corporate life
expectancy across major European economies
has declined in recent years. In Germany, for
example, it has dropped to 18 years from 45, in
France to 9 from 13 and in the UK to 4 from 10
years. While they say much of this is because
of mergers and acquisitions, they argue many
of the acquisitions themselves are prompted
by corporate failure or, to use their expression,
‘distressed selling rather than strategic buying’.
No doubt to the chagrin of consultants and
advisors worldwide, they argue many compa-
nies succeed by accident rather than design.
Take, for example, the early business histories
of many now well-established corporations.
They cite the example of Microsoft, whose cur-
rent world dominance owed much to the suc-
cess of MS-DOS, an operating system which
the infant Microsoft provided for IBM in the
early ‘80s after first acquiring it from a local
software company for a trivial sum and re-
branding it as a Microsoft product.

Companies succeed because by chance or cir-
cumstance their internal capabilities and assets
seem to match the opportunities in the envi-
ronment at that particular time. As such, they
can just as easily fail if they prove unable or
unwilling to change their culture, processes,
systems and structure. This phenomenon, var-
iously described as the dominant logic, active
inertia and blind spots, is the prime cause for
decline and failure, the authors argue. Sheth
and Sisodia also believe that companies which
focus on the narrow interests of a few stake-
holders at the expense of others are unlikely to
achieve long-term success. In the long run,
they argue, success generally requires the
engagement both in a material sense — and on
an emotional basis — of the organisation’s key
stakeholders.

Other reasons for failure include changes to
the environment, including six prime ‘change
drivers’ affecting the business landscape with
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varying degrees of speed and impact, the
authors say. Interestingly, they believe that
many companies focus too much on technol-
ogy and globalisation as the prime drivers for
change. While these are clearly important, it is
generally faster-moving external forces like
regulation, capital markets and competition
which have the most impact upon a compa-
ny’s ability to survive or fail. When facing
major seismic shifts in a company’s business
environment, companies that continue to
practice so-called status quo management are
doomed, Sheth and Sisodia argue. Instead,
they urge ‘anticipatory management’, which
may be fine as a concept but much more diffi-
cult in practice.

This approach requires not only anticipating
trends in advance but also launching major
changes in structure, systems and processes in
an organisation which is currently performing
acceptably.

Sure ways to lose your competitive
advantage

Ma and Karri® argue that top management gen-
erally bears the main responsibility for corpo-
rate failure, usually through ignorance of their
own sources of competitive advantage, gross
negligence, arrogance, overconfidence and
self-aggrandisement. Major environmental
shifts are also caused by pure bad luck, eg,
through acts of God like hurricanes or terrorist
activity like 11 September 2001, both of which
can impact unpredictably but seriously on
companies and their ability to survive. Again,
the key to mastering such shocks would appear
to lie in proactive anticipation and constant
self-critical questioning. ‘Only the paranoid
survive’ as Andy Grove, founder of Intel,
famously once said.

Strategy as active waiting

For Donald Sull,® it is companies’ actions dur-
ing lulls between the periods of radical change
that can determine their long-term success. He
argues that major changes, whether they are
‘golden opportunities’ or ‘sudden death threats’
are relatively rare events that occur just once or
twice a decade. Given their relative infrequen-
cy, Sull argues that companies should engage in
a strategy of so-called ‘active waiting.” ‘Like an
advancing army, a company proceeding into
an unpredictable future can follow a general
direction, probe the future for potential oppor-
tunities and threats, keep resources in reserve,
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remain battle-ready, and, when the big opportu-
nity or threat arises, strike hard.”’

Thus, in addition to engaging in small-scale
experimentation and other grass roots initia-
tives, companies in periods of calm and stabili-
ty should maintain relentless pressure on oper-
ational excellence, cutting costs and improving
efficiency wherever possible. They should also
build up a war chest to deploy rapidly in the
face of either major opportunity or a sudden
death threat to their existence. This clearly sup-
ports the idea that companies which are well-
established and resource-rich are better able to
weather potential sources of failure when they
arise.

Organisational failure as failed
turnaround

To Sheppard and Chowdhury® corporate failure
is not about the environment or the organisa-
tion per se, but rather about a failure of align-
ment between the organisation and its envi-
ronmental realities. Since an organisation gen-
erally has the time and opportunity to make
adjustments when a misalignment occurs -
through, for example, a turnaround strategy —
organisational failure must therefore by defini-
tion stem from a failure to successively imple-
ment the turnaround. Even in industries that
are subject to radical unforeseen shocks, such as
the airline industry after 9/11, there were some
companies which were able to adjust and oth-
ers which went out of business because they
were not properly positioned in the industry or
because their turnaround strategies were inef-
fective, the authors argue.

These authors have developed a four-stage
sequential model of the turnaround process. In
the first stage, performance declines, leading
into the next stage where corrective action is
taken in response to the perceived reduction in
performance, and to a third transitional stage
during which all the necessary actions to effect
a turnaround have to be put in place. In the
fourth and final stage, the outcome of these
interactions becomes apparent and leads either
to a turnaround or corporate failure.

They illustrate this model by reference to the
Canadian retail industry, highlighting in partic-
ular the demise of T. Eaton Co. Ltd., a very well
established Canadian department store which
dominated its market for 130 years, only to suc-
cumb to competitive pressures in the late ‘90s.
The Eaton story is a familiar one to followers of
retail stores on both sides of the Atlantic. The
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company’s position, once supreme in Canada,
was eroded by speciality niche competitors on
the one hand and new entrants piling aggres-
sively into the bottom end of the market on the
other. Attempts to address emerging segments
generally resulted in the loss of its traditional
customer base.

Eaton’s decline proved unstoppable in part,
because it failed to act radically or quickly
enough during the second stage of the turn-
around process. Management failed to perceive
the gravity of the situation or was unable to cull
enough underperforming stores or failed to
raise sufficient new capital quickly enough to
refurbish and revamp the remaining stores and
reposition the company for success. The com-
pany eventually went into receivership in 1999
and lingered on for a few years as a brand with-
in the Sears’ empire, before finally disappearing
in 2003.

At first blush the most striking aspect of the
story is how a company that once dominated
its market — and was the largest privately held
department store chain in the world - could go
bankrupt. More interestingly, perhaps though,
is that it took the company over 50 years to fail.
‘Such a long time-span supports the academic
insight and conventional wisdom that symp-
toms of decline, and eventual failure, start
appearing many years before the failing firm's
ultimate death.”

The other main insight in this study is that to
arrest long-term decline, turnaround actions
need to be taken as early as possible and be suf-
ficiently aggressive to provide a temporary
breathing space, thus allowing the company to
build a platform for longer-term strategies.
Leave the short-term turnaround actions too
late, and decline can turn into an ever-descend-
ing spiral from which any return is unlikely.

The role of boards in failing
organisations

For Kamel Mellahi® the focus of responsibility
for failing organisations lies with top manage-
ment. Mellahi has also developed a four-stage
model of corporate failure but based around the
behaviour of company boards. The stages pass
from conception, when the seeds of the crisis
are sown, through early strategic errors,
through the warning signals stage, where the
initial mistakes were compounded with other
failed strategies, through the rebellion stage,
where in response to sharp decreases in the
company's share price the board challenges the
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CEO and his decisions. The final stage is col-
lapse where performance deteriorates markedly
and ultimately leads to bankruptcy.

Mellahi illustrates this model with an unusual
research approach investigating the fate of
HIH, which until 2001 was Australia’s second
largest insurance company and in that year
became the largest corporate failure in the his-
tory of Australia. The very prominence of HIH
and the wide impact of its demise prompted
the establishment of a Royal Commission to
investigate its collapse. It is the copious vol-
umes of data collected by this Royal
Commission which provide the material for
Mellahi’s research and the development of the
model.

This approach is used to test two theoretical
approaches to corporate failure. The first is
called prospect theory, which holds that in the
face of a threatened failure managers become
more prone to taking risk: like gamblers, the
more they lose the wilder their betting behav-
iour becomes, so that disaster is often rein-
forced and commitment to a failing course of
action is escalated.

The second theoretical perspective is known as
‘threat — rigidity effect theory’. This holds that
in the face of a threatening situation like a cri-
sis, managers become paralysed and cling to
the status quo or outmoded ‘rules of thumb’. In
both cases the role of a board of directors is to
act with vigilance to prevent either excessively
risky behaviour on the one hand, or the chal-
lenge of corporative inertia on the other hand.

Mellahi was able to find evidence to support
both these theories in the HIH case. In particu-
lar, it seemed to support the notion that as
companies get further and further into trouble,
the CEO’s power to control the board increases
and the board’s ability to influence events dras-
tically decreases. He offers some positive rec-
ommendations from the research, albeit ones
that are not easy to implement. Boards of direc-
tors should be vigilant in looking for early-
warning signals of trouble.

They should actively seek out business warning
signals rather than waiting for them to spring
to their notice. ‘Group-think’ should be active-
ly combated by encouraging contention in the
board and limiting the number of years board
members can serve. ‘Knowledge malnutrition’
— where directors have insufficient knowledge
about the company to take an informed view of
the risks involved — should be actively combat-
ed. Mellahi urges independent views to be
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sought before major strategic decisions like
acquisitions.

Creative errors and heroic failures

Yet not all failures in business are necessarily
catastrophic, as Kriegesmann'' et al point out in
their recent article. While there is a rhetorical
commitment in many organisations to innova-
tion and change, often behaviours and policies
can induce risk-averse behaviour, stifling the
very innovation which companies seek to pro-
mote. Certainly there are many types of error in
business, which should not be tolerated, partic-
ularly if a series of errors occurs through the
inability or unwillingness of individuals or
managers to learn from their experience.

On the other, there are other types of errors or
failures — such as those that occur through
changing circumstances, so called ‘system
errors’, or what the authors call ‘creative errors’
or ‘successful failures’” — with manageable and
calculated risks. They illustrate their ideas with
an example from BMW in Germany, where in
one plant a ‘Creative Error of the Month’ award
was established to enable people to bring for-
ward well-considered initiatives with calculated
risk analysis attached to them and create an
opportunity to learn in a blame-free environ-
ment, even in the event that the innovation
does not succeed.

Unfortunately, if Baumard and Starbuck® are to
be believed, organisations prove depressingly
incapable of learning from small failures and, if
anything, even less from large failures! Indeed,
they contend that even when learning does
occur it often teaches companies the wrong
lessons. The authors illustrate the point with
their longitudinal research into both large and
small failures in large multi-divisional
European telecommunications companies.

Such businesses, they conclude, are intensely
political and thus managers can use failures to
bolster their own power positions. ‘Managers
agreed to try experiments that did not chal-
lenge their core beliefs, and accordingly, the
experiments propagated the core beliefs. Failed
experiments became ideological playgrounds
where people sought new ways to reinforce
existing beliefs about past successes...managers
interpreted the small failures as demonstrating
the foolishness of attempts to deviate from the
firm’s core beliefs’. Thus, far from stimulating
innovation, the small-scale experiments actual-
ly prevented testing of fundamental assump-
tions about the business.
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Evidence that contradicted core beliefs was
often discarded and experiments chosen that
were likely to sustain beliefs. Large failures, if
anything, supported even less learning than
the small ones, since large failures were almost
always attributed to exogenous causes and not
managerial actions.

Is failure good?

As already mentioned, the vast majority of all
new firms fail. Generally, the literature on
entrepreneurship, from Schumpeter onwards,
has interpreted this as the inevitable, if regret-
table, by-product of the process of creative
destruction. The literature on innovation
holds that successful entrepreneurs will pro-
vide economic benefits by satisfying existing
needs or even creating new consumer needs.

Could unsuccessful ventures, even though they
may be failures individually, also have a gener-
ally positive impact on the public good? It is
well-known that the airline and rail industries,
for example, which have often failed over
decades to generate shareholder value, have
enabled the creation of a vast range of associat-
ed industries which have generated enormous
economic and social benefits. Knott and
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Posen*test their hypothesis that failure can be
good by examining the US banking industry.
They found evidence to support the three dif-
ferent mechanisms for promoting benefits
from failed companies identified in the litera-
ture:

® the ‘selection’ effect, which holds that firms
who survive from a large population of com-
panies ought to be better performers than
those that survive from a smaller population
because the excess entry of competitors in
any industry will tend to yield ultimately
superior survivor companies;

® the ‘competition’ effect, which holds that
competition amongst companies leads to
competitive pressures to innovate; and

® the ‘spillover’ effect, which holds that the
value of investments made by failed compa-
nies is subsequently appropriated by survivor
companies through, for example, benefiting
from investments in training, R&D and mar-
keting.

Failure is not
always a bad
thing: it can
lead to new
opportunities

According to Baumard and Starbuck, compa-
nies which prove resolutely resistant to learn-
ing from their own failures can, paradoxically,
benefit significantly from the failure of other
companies, as demonstrated by Knott and
Posen’s research. MU
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