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How to use the Materials

These Kaplan Publishing learning materials have been carefully designed to
make your learning experience as easy as possible and to give you the best
chances of success in your examinations.

The product range contains a number of features to help you in the study
process. They include:

Detailed study guide and syllabus objectives
Description of the examination

Study skills and revision guidance

Study text

Question practice

a b W N -

The sections on the study guide, the syllabus objectives, the examination and
study skills should all be read before you commence your studies. They are
designed to familiarise you with the nature and content of the examination and
give you tips on how to best to approach your learning.

The Study Text comprises the main learning materials and gives guidance as
to the importance of topics and where other related resources can be found.
Each chapter includes:

o The learning objectives contained in each chapter, which have been
carefully mapped to the examining body's own syllabus learning objectives
or outcomes. You should use these to check you have a clear
understanding of all the topics on which you might be assessed in the
examination.

o The chapter diagram provides a visual reference for the content in the
chapter, giving an overview of the topics and how they link together.

o The content for each topic area commences with a brief explanation or
definition to put the topic into context before covering the topic in detalil.
You should follow your studying of the content with a review of the
illustration/s. These are worked examples which will help you to
understand better how to apply the content for the topic.

o Test your understanding sections provide an opportunity to assess your
understanding of the key topics by applying what you have learned to
short questions. Answers can be found at the back of each chapter.

o Summary diagrams complete each chapter to show the important links
between topics and the overall content of the paper. These diagrams
should be used to check that you have covered and understood the core
topics before moving on.

KAPLAN PUBLISHING



Quality and accuracy are of the utmost importance to us so if you spot an error
in any of our products, please send an email to mykaplanreporting@kaplan.com
with full details, or follow the link to the feedback form in MyKaplan.

Our Quality Coordinator will work with our technical team to verify the error and
take action to ensure it is corrected in future editions.

Icon Explanations

'.I Definition — Key definitions that you will need to learn from the core
content.

Key point — Identifies topics that are key to success and are often
examined.

e.g] Illustration — Worked examples help you understand the core content
better.

Test your understanding — Exercises for you to complete to ensure that
you have understood the topics just learned.

Supplementary reading — These sections will help to provide a deeper
understanding of core areas. The supplementary reading is NOT optional
reading. It is vital to provide you with the breadth of knowledge you will
need to address the wide range of topics within your syllabus that could
feature in an exam question. Reference to this text is vital when self
studying.

®4 Tutorial note — Included to explain some of the technical points in more
detail.
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On-line subscribers

Our on-line resources are designed to increase the flexibility of your learning
materials and provide you with immediate feedback on how your studies are
progressing.

If you are subscribed to our on-line resources you will find:

1 On-line referenceware: reproduces your Study Text on-line, giving you
anytime, anywhere access

2  On-line testing: provides you with additional on-line objective testing so
you can practice what you have learned further

3 On-line performance management: immediate access to your on-line
testing results. Review your performance by key topics and chart your
achievement through the course relative to your peer group.

Ask your local customer services staff if you are not already a subscriber and
wish to join.

ACCA Performance Objectives

In order to become a member of the ACCA, as a trainee accountant you will
need to demonstrate that you have achieved nine performance objectives.
Performance objectives are indicators of effective performance and set the
minimum standard of work that trainees are expected to achieve and
demonstrate in the workplace. They are divided into key areas of knowledge
which are closely linked to the exam syllabus.

There are five Essential performance objectives and a choice of fifteen
Technical performance objectives which are divided into five areas.

The performance objectives which link to this exam are:
Ethics and professionalism (Essential)

Stakeholder relationship management (Essential)
Strategy and innovation (Essential)

Governance risk and control (Essential)

Leadership and management (Essential)

Evaluate investment and financing decisions (Technical)
Identify and manage financial risk (Technical)

Evaluate management accounting systems (Technical)

© 00 N O 0o A WODN P

Plan and control performance (Technical)
10 Review and report on the finding of an audit (Technical)

The following link provides an in depth insight into all of the performance
objectives:

https://www.accaglobal.com/content/dam/ACCA_Global/Students/per/PER-
Performance-objectives-achieve.pdf
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Progression

There are two elements of progression that we can measure: first how quickly
students move through individual topics within a subject; and second how
quickly they move from one course to the next. We know that there is an
optimum for both, but it can vary from subject to subject and from student to
student. However, using data and our experience of student performance over
many years, we can make some generalisations.

A fixed period of study set out at the start of a course with key milestones is
important. This can be within a subject, for example ‘I will finish this topic by 30
June’, or for overall achievement, such as ‘I want to be qualified by the end of
next year'.

Your qualification is cumulative, as earlier papers provide a foundation for your
subsequent studies, so do not allow there to be too big a gap between one
subject and another. We know that exams encourage techniques that lead to
some degree of short term retention, the result being that you will simply forget
much of what you have already learned unless it is refreshed (look up
Ebbinghaus Forgetting Curve for more details on this). This makes it more
difficult as you move from one subject to another: not only will you have to learn
the new subject, you will also have to relearn all the underpinning knowledge as
well. This is very inefficient and slows down your overall progression which
makes it more likely you may not succeed at all.

In addition, delaying your studies slows your path to qualification which can
have negative impacts on your career, postponing the opportunity to apply for
higher level positions and therefore higher pay.

You can use the following diagram showing the whole structure of your
qualification to help you keep track of your progress.

Qualified
Professional
Accountant

Ethics and
Professional
Skills module

Strategic
Professional

(Optional MSc)
Experience

Three years of relevant
work experience

(Op

Applied Skills
|BSd)

Knowledge

Exams

§ : ACCA Diploma in
£E iver: rance level* 1g and Business Fully accredited degree®
ul £ or non-relevant degree o relevant accounting or
g : Reproduced with permission from ACCA
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Syllabus

AIM

To demonstrate organisational leadership and senior consultancy or advisory
capabilities and relevant professional skills, through the context of an integrated
case study.

MAIN CAPABILITIES
On successful completion of this paper, candidates should be able to:

A Apply excellent leadership and ethical skills to set the ‘tone from the top’
and promote a positive culture within the organisation, adopting a whole
organisation perspective in managing performance and value creation.

B  Evaluate the effectiveness of the governance and agency system of an
organisation and recognise the responsibility of the board or other agents
towards their stakeholders, including the organisation’s social
responsibilities and the reporting implications.

C Evaluate the strategic position of the organisation against the external
environment and the availability of internal resources, to identify feasible
strategic options.

D  Analyse the risk profile of the organisation and of any strategic options
identified, within a culture of responsible risk management.

E  Select and apply appropriate information technologies and data analytics,
to analyse factors affecting the organisation’s value chain to identify
strategic opportunities and implement strategic options within a framework
of robust IT security controls.

F  Evaluate management reporting and internal control and audit systems to
ensure compliance and the achievement of organisation’s objectives and
the safeguarding of organisational assets.

G  Apply high level financial techniques from Skills exams in the planning,
implementation and evaluation of strategic options and actions.

H  Enable success through innovative thinking, applying best in class
strategies and disruptive technologies in the management of change;
initiating, leading and organising projects, while effectively managing talent
and other business resources.

I Apply a range of Professional Skills in addressing requirements within the
Strategic Business Leader examination and in preparation for, or to
support, current work experience.

DETAILED SYLLABUS AND STUDY GUIDE

We have reproduced the ACCA’s syllabus below, showing where the objectives
are explored within this book. Within the chapters, we have broken down the
extensive information found in the syllabus into easily digestible and relevant
sections, called Content Objectives. These correspond to the objectives at the
beginning of each chapter.
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Syllabus learning objective and Chapter references

A LEADERSHIP

1

(@)

(b)

(©)

(@)
(b)
(©)
(d)

(@)
(b)

(€)

(d)
()
(f)

Qualities of leadership

Explain the role of effective leadership and identify the key leadership
traits effective in the successful formulation and implementation of strategy
and change management.®' Ch.10

Apply the concepts of entrepreneurship and ‘intrapreneurship’ to exploit
strategic opportunities and to innovate successfully.®! Ch.10

Apply in the context of organisation governance and leadership qualities,
the key ethical and professional values underpinning governance. Ch.10
and 17

Leadership and organisational culture

Discuss the importance of leadership in defining and managing
organisational culture.®! Ch.24

Advise on the style of leadership appropriate to manage strategic
change.? Ch.24

Analyse the culture of an organisation using the cultural web, to
recommend suitable changes.®! Ch. 24

Assess the impact of culture and ethics on organisational purpose and
strategy.’®’ Ch.17 and 24

Professionalism, ethical codes and the public interest

Evaluate organisational decisions using the Tucker 5 question approach.
Ch.17

Describe and critically evaluate the social responsibility of accountants
acting in the public interest.®! Ch.17

Assess management behaviour against the codes of ethics relevant to
accounting professionals including the IESBA (IFAC) or professional body
codes.®!Ch.17

Analyse the reasons for and resolve conflicts of interest and ethical
conflicts in organisation.®! Ch.17

Assess the nature and impacts of different ethical threats and recommend
appropriate safeguards to prevent or mitigate such threats.® Ch.17

Recommend best practice for reducing and combating fraud, bribery and
corruption to create greater public confidence and trust in organisations.!
Ch.17
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(@)
(b)

(@)

(b)

(©)

(@)

(b)

(©)

(d)

(@)
(b)

(€)

GOVERNANCE

Agency

Discuss the nature of the principal- agent relationship in the context of
governance.®!'Ch.7

Analyse the issues connected with the separation of ownership and
control over organisation activity.®! Ch.7

Stakeholder analysis and social responsibility

Discuss and critically assess the concept of stakeholder power and
interest usin? the Mendelow model and apply this to strategy and
governance.® Ch.9

Evaluate the stakeholders’ roles, claims and interests in an organisation
and how they may conflict.® Ch.9

Explain social responsibility and viewing the organisation as a ‘corporate
citizen’ in the context of governance.” Ch.9

Governance scope and approaches

Analyse and discuss the role and influence of institutional investors in
governance systems and structures, including the roles and influences of
pension funds, insurance companies and mutual funds.”? Ch.8 and 12

Compare rules versus principles based approaches to governance and
when they may be appropriate.! Ch.8

Discuss different models of organisational ownership that influence
different governance regimes (family firms versus joint stock company-
based models) and how they work in practice.”” Ch.8

Describe the objectives, content and limitations of, governance codes
intended to apply to multiple national jurisdictions.? Ch.8

(i) Organisation for economic cooperation and development (OECD)
Report

(i) International corporate governance network (ICGN)

(Note: Reference to specific versions of the above documents are not
included as they change periodically and only high level principles will be
examined)

Reporting to stakeholders

Discuss the factors that determine organisational policies on reporting to
stakeholders, including stakeholder power and interests.®! Ch.9

Assess the role and value of integrated reporting and evaluate the issues
concerning accounting for sustainability.”) Ch.12

Advise on the guiding principles, the typical content elements and the six
capitals of an integrated report, and discuss the usefulness of this
information to stakeholders.® Ch.12
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(d)

()

(f)

(@)

(b)
(©)
(d)

()
(f)

(9)

(h)

Describe and assess the social and environmental impacts that economic
activity can have (in terms of social and environmental ‘footprints’ and
environmental reporting).® Ch.12

Describe the main features of internal management systems for
underpinning environmental and sustainability accounting including EMAS
and ISO 14000.? ch.12

Examine how the audit of integrated reports can provide adequate
assurance of the relevance and reliability of organisation reports to
stakeholders.” Ch.12

The board of directors

Assess the major areas of organisational life affected by issues in
governance.? Ch.11

(i) duties of directors and functions of the board (including setting a
responsible ‘tone’ from the top and being accountable for the
performance and impacts of the organisation)

(i)  the composition and balance of the board (and board committees)

(iif) relevance and reliability of organisation reporting and external
auditing
(iv) directors’ remuneration and rewards

(v) responsibility of the board for risk management systems and internal
control

(vi) organisation social responsibility and ethics.

Evaluate the cases for and against, unitary and two-tier board structures.
Ch.11

Describe and assess the purposes, roles, responsibilities and performance
of Non-Executive Directors (NEDs).®! Ch.11

Describe and assess the importance and execution of, induction and
continuing professional development of directors on boards of directors.?!
Ch.11

Explain the meanings of diversity and critically evaluate issues of diversity
on boards of directors.®' Ch.11

Assess the importance, roles purposes and accountabilities of the main
committees within the effective governance.®’ Ch.11, 14 and 16

Describe and assess the general principles of remunerating directors and
how to modify directors behaviour to align with stakeholder interests."!
Ch.11

Explain and analyse the regulatory, strategic and labour market issues
associated with determining directors remuneration.! Ch.11

KAPLAN PUBLISHING P.13



P.14

(@)

(b)

(©)
(d)

(@)
(b)

(@)
(b)
(©)

(d)

()

(@)

(b)
(©)

(d)
()

Public sector governance

Compare and contrast public sector, private sector, charitable status and
non-governmental (NGO and quasi- NGOs) forms of organisation,
including agency relationships, stakeholders aims and objectives and
performance criteria.”” Ch.7

Assess and evaluate the strategic objectives, leadership and governance
arrangements specific to public sector organisations as contrasted with
private sector.®!Ch.7

Explain democratic control, political influence and policy implementation in
public sector organisations.*! Ch.7

Discuss obligations of the public sector organisations to meet the
economy, effectiveness, efficiency (3 s) criteria and promote public
value.®ICh.7

STRATEGY

Concepts of strategy

Recognise the fundamental nature of strategy and strategic decisions
within different organisational contexts.!” Ch.2

Explore the Johnson, Scholes and Whittington model for defining elements
of strategic management — the strategic position, strategic choices and
strategy into action.®! Ch.2

Environmental issues
Assess the macro-environment of an organisation using PESTEL.®' Ch.3
Assess the implications of strategic drift.*! Ch.2

Evaluate the external key drivers of change likely to affect the structure of
a sector or market.®”! Ch.3

Explore, using Porter’s Diamond, the influence of national competitiveness
on the strategic position of an organisation. Ch.3

Prepare scenarios reflecting different assumptions about the future
environment of an organisation.'” Ch.3

Competitive forces

Evaluate the sources of competition in an industry or sector using Porter’s
five forces framework.”! Ch.3

Analyse customers and markets including market segmentation.” Ch.21

Apply Porter’s value chain to assist organisations to identify value adding
activities in order to create and sustain competitive advantage.” Ch.3

Advise on the role and influence of value networks.®' Ch.3

Evaluate the opportunities and threats posed by the environment of an
organisation.”’ Ch.3
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(@)
(b)
(©)
(d)

(@)
(b)

(©)

(d)

()
(f)

(@)
(b)
(©)

(d)
()

(f)

The internal resources, capabilities and competences of an
organisation

Identify and evaluate an organisations strategic capability, threshold
resources, threshold competences, unique resources and core
competences.’! Ch.3

Discuss the capabilities required to sustain competitive advantage.” Ch.5

Discuss the contribution of organisational knowledge to the strategic
capability of an organisation.”y Ch.3 and 5

Identify and evaluate the strengths and weaknesses of an organisation
and formulate an appropriate SWOT analysis.”” Ch.3

Strategic choices

Assess the suitability, feasibility and acceptability of different strategic
options to an organisation.”! Ch.5

Assess the opportunities and potential problems of pursuing different
organisation strategies of product/market diversification from a national,
multinational and global perspective.®! Ch.5

Advise on how the 7 ‘P’s, including price-based strategies, differentiation
and lock-in can help an organisation sustain its competitive advantage.
Ch.5and 21

Apply the Boston Consulting Group (BCG) and public sector matrix
portfolio models to assist organisation in managing their organisational
portfolios.®l Ch.6

Recommend generic development directions using the Ansoff matrix.!?
Ch.5

Assess how internal development, or business combinations, strategic
alliances and partnering can be used to achieve business growth.”®! Ch.6

RISK
Identification, assessment and measurement of risk

Discuss the relationship between organisational strategy and risk
management strategy.® Ch.15

Develop a framework for risk management and establish risk management
systems.”? Ch.15

Identify and evaluate the key risks and their impact on organisations and
projects.’®’ Ch.15

Distinguish between strategic and operational risks.”? Ch.15

Assess attitudes towards risk and risk appetite and how this can affect risk
policy.””) Ch.15 and 16

Discuss the dynamic nature of risk and the ways in which risk varies in
relation to the size, structure and development of an organisation.!” Ch.15
and 16
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(9)
(h)
(i)

()

(@)

(b)

(©)

(d)

()
(f)

(@)

(b)
(©)

(@)
(b)

(€)

Recognise and analyse the sector or industry specific nature of many
organisation risks.”’ Ch.15

Assess the severity and probability of risk events using suitable models.?
Ch.15

Explain and assess the ALARP (as low as reasonably practicable)
principle in risk assessment and how this relates to severity and
probability.®! Ch.15

Explain and evaluate the concepts of related and correlated risk factors.!
Ch.15

Managing, monitoring and mitigating risk
Explain and assess the role of a risk manager./’ Ch.16

Evaluate a risk register and use heat maps when identifying or monitoring
risk.®lCh.15

Describe and evaluate the concept of embedding risk in an organisations
culture and values.®! Ch.15 and 16

Explain and analyse the concepts of spreading and diversifying risk and
when this would be appropriate.”” Ch.15 and 16

Explain, and assess the importance of, risk transfer, avoidance, reduction
and acceptance (TARA).P'Ch.16

Explain and assess the benefits of incurring or accepting some risk as part
of competitively managing an organisation organisation.’? Ch.16

TECHNOLOGY AND DATA ANALYTICS

Cloud and mobile technology

Discuss from a strategic perspective the need to explore opportunities for
adopting new technologies such as cloud and mobile technology within an
organisation.! Ch.20

Discuss key benefits and risks of cloud and mobile computing.”” Ch.20

Assess and advise on using the cloud as an alternative to owned
hardware and software technology to support organisation information
system needs.®! Ch.20

Big data and data analytics

Discuss how information technology and data analysis can effectively be
used to inform and implement organisation strategy.® Ch.20

Describe big data and discuss the opportunities and threats big data
presents to organisations.” Ch.20

Identify and analyse relevant data for decisions about new product
developments, marketing and pricing.”! Ch.23
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(@)
(b)

(©)

(d)

()

(@)
(b)

(©)
(d)

(@)
(b)
(©)
(d)

(e)

E- business: value chain

Discuss and evaluate the main organisation and market models for
delivering e-business.®! Ch.19

Assess and advise on the potential application of information technology
to support e-business.®! Ch.19

Explore the characteristics of the media of e-marketing using the 6 'I's of
Interactivity, Intelligence, Individualisation, Integration, Industry structure
and Independence of location.”? Ch.21

Assess the importance of on-line branding in e-marketing and compare it
with traditional branding./! Ch.21

Explore different methods of acquiring and managing suppliers and
customers through exploiting e-business technologies.”” Ch.20 and 21

IT systems security and control

Discuss from a strategic perspective the continuing need for effective
information systems control within an organisation.!® Ch.19

Assess and advise on the adequacy of information technology and
systems security controls for an organisation.’® Ch.19

Evaluate and recommend ways to promote cyber security.®! Ch.19

Evaluate, and if necessary, recommend improvements or changes to
controls over the safeguard of information technology assets, to ensure
the organisation’s ability to meet business objectives.”! Ch.19

ORGANISATIONAL CONTROL AND AUDIT

Management and internal control systems

Evaluate the key components or features of effective internal control
systems.®!Ch.13

Assess the need for adequate information flows to mana?ement for the
purposes of the management of internal control and risk.”® Ch.13

Evaluate the effectiveness and potential weaknesses of internal control
systems.®!Ch.13

Discuss and advise on the importance of sound internal control and
compliance with legal and regulatory requirements and the consequences
to an organisation of poor control and non-compliance.” Ch.13

Recommend new internal control systems or changes to the components
of existing systems to help prevent fraud, error or waste.” Ch.13
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(@)
(b)

(©)
(d)

()

(@)
(b)

(©)

(@)
(b)

(©)

(@)
(b)

(©)

(d)

()

Audit and compliance

Examine the need for an internal audit function in the light of regulatory
and organisational requirements."® Ch.14

Justify the importance of auditor independence in all client-auditor
situations (including internal audit) and the role of internal audit in
compliance.® Ch.14

Respond credibly to requests and enquiries from internal or external
auditors.®! Ch.14

Justify the importance of having an effective internal audit committee
overseeing the internal audit function.” Ch.14

Assess the appropriate responses to auditors’ recommendations.! Ch.14
Internal control and management reporting
Justify the need for reports on internal controls to shareholders.®! Ch.14

Discuss the typical contents of a report on internal control and audit.?
Ch.14

Assess how internal controls underpin and provide information for reliable
financial reporting.®! Ch.13

FINANCE IN PLANNING AND DECISON MAKING

Finance function

Explain the reIationshiP between an organisation’s financial objectives and
its business strategy.” Ch.23

Discuss how advances in information technology has transformed the
finance function and the role of the finance professional.’”y Ch.23

Evaluate alternative structures for the finance function using business
partnering, outsourcing and shared or global business services.®! Ch.23

Financial analysis and decision - making techniques

Determine the overall investment requirements of the organisation.!?
Ch.23

Assess the suitability, feasibility and acceptability of alternative sources of
short and long term finance, including Initial Coin Offerings (lCOS?,
available to the organisation to support strategy and operations.®' Ch.23

Review and justify on decisions to select or abandon competing
investments or projects applying suitable investment appraisal
techniques.®' Ch.23

Justify strategic and operational decisions taking into account risk and
uncertainty.®' Ch.23

Assess the broad financial reporting and tax implications of taking
alternative strategic or investment decisions.”? Ch.23
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(f)

(@)

(b)

(©)

(@)
(b)

(@)
(b)

(@)
(b)

(@)
(b)

Assess organisation performance and position using appropriate
performance management techniques, key performance indicators (KPIs)
and ratios.®! Ch.4

Cost and management accounting

Discuss from a strategic perspective, the continuing need for effective cost
management and control systems within organisations.! Ch.23

Evaluate methods of forecasting, budgeting, standard costing and
variance analysis in support of strategic planning and decision making.®!
Ch.23

Evaluate strategic options using marginal and relevant costing
techniques.® Ch.23

INNOVATION, PERFORMANCE EXCELLENCE AND CHANGE
MANAGEMENT

Enabling success: organising

Advise on how an organisation structure and internal relationships can be
re-organised to deliver a selected strategy.®! Ch.18

Advise on the implications of collaborative working and partnering such as
franchising, organisation process outsourcing, shared services and global
business services.®! Ch.18

Enabling success: disruptive technology

Identify and assess the potential impact of disruptive technologies such as
Fintech, including cryptocurrencies and blockchain.®! Ch.20

Assess the impact of new product, process, and service developments
and innovation in supporting organisation strategy.” Ch.5

Enabling success: talent management

Discuss how talent management can contribute to supporting organisation
strategy.®' Ch.24

Assess the value of the four view (POPIT — people, organisation,
processes and information technology) model to the successful
implementation of organisation change.® Ch.24

Enabling success: performance excellence

Apply the Baldrige model for world class organisations to achieve and
maintain business performance excellence.® Ch.4

Assess and advise on how an organisation can be empowered to reach its
strategic goals, improve its results and be more competitive.”) Ch.5
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(@)
(b)

(©)

(@)
(b)

(©)

(d)
()

(&)
(b)
(c)
(d)
(e)
(f)
(9)
(h)

P.20

Managing strategic change
Explore different types of strategic change and their implications.””! Ch.24

Analyse the culture of an organisation using Balogun and Hope Hailey’s
contextual features.®! Ch.24

Manage change in the organisation using Lewin’s three stage model. %!
Ch.24

Innovation and change management
Evaluate the effectiveness of current organisational processes.® Ch.18

Establish an appropriate scope and focus for organisation process change
using Harmon'’s process — strategy matrix.”®! Ch.18

Establish possible redesign options for improving the current processes of
an organisation.”” Ch.18

Assess the feasibility of possible redesign options.® Ch.18

Recommend an organisation process redesign methodology for an
organisation.”” Ch.18

Leading and managing projects

Determine the distinguishing features of projects and the constraints they
operate in.! Ch.22

Discuss the implications of the triple constraint of scope, time and cost.”
Ch.22

Prepare a business case document and project initiation document.!
Ch.22

Analyse, assess and classify the costs and benefits of a project
investment.®! Ch.22

Establish the role and responsibilities of the project manager and the
project sponsor.'? Ch.22

Assess the importance of developing a project plan and its key elements.?!
Ch.22

Monitor and formulate responses for dealing with project risks, issues,
slippage and changes./ Ch.22

Discuss the benefits of a post- implementation and a post-project review.
Ch.22
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PROFESSIONAL SKILLS
Communication

Inform concisely, objectively, and unambiguously, while being sensitive to
cultural differences, using appropriate media and technology.?

Persuade using compelling and logical ar(I;uments demonstrating the
ability to counter argue when appropriate.”!

Clarify and simplify complex issues to convey relevant information in a
way that adopts an appropriate tone and is easily understood by the
intended audience.?

Commercial acumen

Inform concisely, objectively, and unambiguously, while being sensitive
to Demonstrate awareness of organisational and wider external factors
affecting the work of an individual or a team in contributing to the wider
organisational objectives.®

Use judgement to identify key issues in determining how to address or
resolve problems and in proposing and recommending the solutions to be
implemented.?

Show insight and perception in understanding work-related and
organisational issues, including the management of conflict, demonstrating
acumen in arriving at appropriate solutions or outcomes.?

Analysis

Investigate relevant information from a wide range of sources, using a
variety of analytical techniques to establish the reasons and causes of
problems, or to identify opportunities or solutions.

Enquire of individuals or analyse appropriate data sources to obtain
suitable evidence to corroborate or dispute existing beliefs or opinion and
come to appropriate conclusions.?!

Consider information, evidence and findings carefully, reflecting on their
implications and how they can be used in the interests of the department
and wider organisational goals.?

Scepticism

Probe deeply into the underlying reasons for issues and problems,
beyond what is immediately apparent from the usual sources and opinions
available.”!

Question facts, opinions and assertions, by seeking justifications and
obtaining sufficient evidence for their support and acceptance.?

Challenge information presented or decisions made, where this is clearly
justified, in a professional and courteous manner; in the wider
professional, ethical, organisational, or public interest.™
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5 Evaluation

(&) Assess and use professional judgement when considering organisational
issues, problems or when making decisions; taking into account the
implications of such decisions on the organisation and those affected.?

(b) Estimate trends or make reasoned forecasts of the implications of
external and internal factors on the organisation, or of the outcomes of
decisions available to the organisation.?!

(c) Appraise facts, opinions and findings objectively, with a view to balancing
the costs, risks, benefits and opportunities, before making or
recommending solutions or decisions.

The examination

The examination is based on an integrated case study containing a number of
assignments which will vary at each examination.

These assignments or tasks may require the candidate to take on different
roles, depending on the situation. The number of marks allocated to all these
assignments or the sub-parts of these will add up to 100 in total.

Within the total marks available, there are 20 Professional Skills marks. Usually
each task will contain some professional skills marks which may vary by
examination, depending on the requirements. All tasks must be completed.

The examination is of 4 hours duration, but this includes Reading, Planning and
Reflection time (RPRT). This time can be used flexibly at any time during the
exam.

Number of marks
Varying number of tasks 100
Total time allowed: 4 hours

Examination tips

Note: make sure you read the ACCA's Strategic Business Leader — Examiner
Approach Article

The SBL exam is different from any other exams that you have sat before and
good exam technique is vital for success. In particular you should use this time
to ensure that you understand the requirements, highlighting key verbs,
consider which parts of the syllabus are relevant and plan key calculations.

Time management

You will have four hours (240 minutes) to read and analyse the case study and
requirements, plan your approach to answering each of the tasks, and produce
full answers to them all.

The examiners' recommended approach is that you allocate at least 40 minutes
to reading and annotating the case, leaving 200 minutes for planning and
writing up your answers.

KAPLAN PUBLISHING



Given the 20 professional marks are earned how you write your answers
(rather than writing anything extra), this means 200 minutes for 80 technical
marks, or 2.5 minutes per technical mark.

Using the reading time effectively

Your objective here is to read and understand the scenario and requirements
fully within 40 minutes.

Start by reading the requirements, so that when you read through 12 or more
pages of exhibits, you can evaluate the information and link all pieces of
relevant information to the requirements. As you do this, start thinking about the
implications of what you are reading, and mentally compile a big picture of the
organisation and the issues it is currently facing.

The exam you will be sitting is (currently) paper-based so you should highlight
and annotate those areas of text that you consider to be useful to answering the
questions, linking them to the different requirements.

Weaker candidates annotate far too much, so try to be selective and prioritise
issues as you go along.

Planning answers

Start by analysing the requirement itself:

o What role are you adopting?

o Who is the task addressed to and what do they want?

o What verbs have been used to express the requirement?

o Are there any limitations of scope highlighted?

o Are there any key issues mentioned that need addressing?

o Which professional skill(s) is being explicitly tested?

Next you could assess what approach you will take:

o Are any calculations, ratios or other quantitative analysis required?
o Does the question lend itself to the use of a specific theoretical model?

The SBL syllabus has many frameworks and models that were developed
to make analysis more focussed and effective, and to help develop
strategic responses. The exam task will not specify which model to use (if
any), so you need to decide which is/are the most useful. It is also
perfectly reasonable to use parts of models if some aspects are less
relevant — it is not an "all or nothing" decision.
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Given the above, you are now in a position to start writing up a plan:

Start by setting up key headings — these should now be obvious from the
wording of the requirement and the choice of model.

Start filling in key issues under the headings, firstly from what you
remember and then by looking again at your annotations on the exam
paper.

Some students write too much detail on their plans, wasting time, whereas
others do not have sufficient information in order to take the plan and write
up an answer. You will only find this balance through practice and
experimentation.

Earning professional skills marks as you write up your answers

To demonstrate professionalism and earn skills marks you need to do the
following:

P.24

Address the requirements as written, taking particular notice (again!) of the
verbs used

Make sure you include the most important, relevant and crucial points
relating to the requirement.

Only make relevant points and try not to include superfluous information or
make unsupported points.

Show deep/clear understanding of underlying or causal issues and
integrate or link different sources of information from various parts of the
scenario or different exhibits to make points

Avoid repeating points already made.

Show your ability to prioritise and make points in a logical and progressive
way, building arguments rather than using a random or ‘scattergun’
approach to answering the question.

Structure and present your answers in a professional manner through
faithfully simulating the task as would be expected of the person being
asked to carry it out and always have a clear stakeholder focus in mind
when constructing the answer.

Demonstrate evidence of your knowledge from previous learning or wider
reading and apply this knowledge appropriately to strengthen arguments
and make points more convincing.

In addition to being clear, factual and concise, you should express yourself
convincingly, persuasively and with credibility.

KAPLAN PUBLISHING



The use of theories or models in the Strategic Business Leader exam

The Strategic Business Leader exam set by the ACCA Examining Team is a
practical exam and, unlike other exams, will not test individual theories or
models in isolation or require for these theories or models to be quoted in
answers to exam questions.

However, understanding the technical theories, models and knowledge is
essential as these provide a framework for students to help them approach the
practical tasks that they will need to complete in the Strategic Business Leader
exam.

The use of models in the exam will be a judgement made by students and is
part of the ACCA Professional Skills for analysis and evaluation. Students are
advised to use models which they judge to be relevant for a particular task or
scenario to generate the scope of their answer. There is not a prescriptive list of
theories and models, however, so this textbook focuses on the models that it
considers to be most relevant to the syllabus and to aid students in being
successful in Strategic Business Leader.

Strategic Professional CBE

For September and December 2019 exam sessions, all Strategic Professional
exams will be assessed by paper based examination. From March 2020, these
exams will become available by computer based examination. The exam format
may impact upon your approach to revision. For more information regarding
what is available in your market, we therefore advise consulting the ACCA
Global website.

For additional support with your studies please also refer to the ACCA Global
website.

Study skills and revision guidance

This section aims to give guidance on how to study for your ACCA exams and
to give ideas on how to improve your existing study techniques.

Preparing to study

Set your objectives

Before starting to study decide what you want to achieve — the type of pass you
wish to obtain. This will decide the level of commitment and time you need to
dedicate to your studies.

Devise a study plan
Determine which times of the week you will study.

Split these times into sessions of at least one hour for study of new material.
Any shorter periods could be used for revision or practice.

Put the times you plan to study onto a study plan for the weeks from now until
the exam and set yourself targets for each period of study — in your sessions
make sure you cover the course, course assignments and revision.
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If you are studying for more than one paper at a time, try to vary your subjects
as this can help you to keep interested and see subjects as part of wider
knowledge.

When working through your course, compare your progress with your plan and,
if necessary, re-plan your work (perhaps including extra sessions) or, if you are
ahead, do some extra revision/practice questions.

Effective studying
Active reading

You are not expected to learn the text by rote, rather, you must understand
what you are reading and be able to use it to pass the exam and develop good
practice. A good technique to use is SQ3Rs - Survey, Question, Read, Recall,
Review:

1 Survey the chapter — look at the headings and read the introduction,
summary and objectives, so as to get an overview of what the chapter
deals with.

2 Question — whilst undertaking the survey, ask yourself the questions that
you hope the chapter will answer for you.

3 Read through the chapter thoroughly, answering the questions and
making sure you can meet the objectives. Attempt the exercises and
activities in the text, and work through all the examples.

4 Recall — at the end of each section and at the end of the chapter, try to
recall the main ideas of the section/chapter without referring to the text.
This is best done after a short break of a couple of minutes after the
reading stage.

5 Review — check that your recall notes are correct.

You may also find it helpful to re-read the chapter to try to see the topic(s) it
deals with as a whole.

Note-taking

Taking notes is a useful way of learning, but do not simply copy out the text.
The notes must:

o be in your own words

o be concise

o cover the key points

o be well-organised

o be modified as you study further chapters in this text or in related ones.

Trying to summarise a chapter without referring to the text can be a useful way
of determining which areas you know and which you don't.
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Three ways of taking notes:
Summarise the key points of a chapter.

Make linear notes — a list of headings, divided up with subheadings listing the
key points. If you use linear notes, you can use different colours to highlight key
points and keep topic areas together. Use plenty of space to make your notes
easy to use.

Try a diagrammatic form — the most common of which is a mind-map. To
make a mind-map, put the main heading in the centre of the paper and put a
circle around it. Then draw short lines radiating from this to the main sub-
headings, which again have circles around them. Then continue the process
from the sub-headings to sub-sub-headings, advantages, disadvantages, etc.

Highlighting and underlining

You may find it useful to underline or highlight key points in your study text -but
do be selective. You may also wish to make notes in the margins.

Revision

The best approach to revision is to revise the course as you work through it.
Also try to leave four to six weeks before the exam for final revision. Make sure
you cover the whole syllabus and pay special attention to those areas where
your knowledge is weak. Here are some recommendations:

Read through the text and your notes again and condense your notes into key
phrases. It may help to put key revision points onto index cards to look at when
you have a few minutes to spare.

Review any assignments you have completed and look at where you lost marks
— put more work into those areas where you were weak.

Practise exam standard tasks under timed conditions. If you are short of time,
list the points that you would cover in your answer and then read the model
answer, but do try to complete at least a few questions under exam conditions.

Also practise producing answer plans and comparing them to the model
answer.

If you are stuck on a topic find somebody (a tutor) to explain it to you.

Read good newspapers and professional journals, especially ACCA's Student
Accountant — this can give you an advantage in the exam.

Ensure you know the structure of the exam — how many tasks and of what type
you will be expected to answer. During your revision attempt all the different
styles of tasks you may be asked.

Further reading

You can find further reading and technical articles under the student section of
ACCA's website.

KAPLAN PUBLISHING P.27



P.28 KAPLAN PUBLISHING



Chapter

1

Introduction to the
strategic business leader
exam

Chapter learning objectives

Upon completion of this chapter you will be able to:

o understand the aims and structure of the Strategic Business
Leader (SBL) exam and how it is marked

o understand what it means to be a "strategic leader"

o understand the professional skills required in the SBL exam
and how they are examined.
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Introduction to the strategic business leader exam

1 Introduction

The aim of the exam

The aim of the Strategic Business Leader (SBL) exam is to demonstrate
organisational leadership and senior consultancy or advisory capabilities and
relevant professional skills, through the context of an integrated case study.

The examination requires candidates to demonstrate a range of professional
skills demanded by effective leaders or in advising or supporting senior
management in directing organisations.

Role play

The basic structure of each exam will require the candidate to take the role of
an organisational leader or as a consultant or adviser to senior management.

For example, in sample assessment 1, candidates were asked to adopt the role
of an external management consultant throughout the case, whereas in sample
assessment 2 roles included being chairman of the nominations and corporate
governance (NCG) committee in task 1, an assistant auditor in task 2 and a
project manager in task 5. In each scenario candidates were expected to "get
into character" and be very careful to consider who they were working for and
who the report was for and what they required.

2 The strategic leader

Being a leader

Increasingly the role of accountants is that of professional advisors and leaders
within business.

A leader is expected to be able to

o analyse a business situation and

o provide and implement appropriate, effective and sustainable solutions
This means that they can

o be clear and focussed, identifying the key issues in any situation

o analyse and address ethical concerns

o use technical models and quantitative analysis to draw out key issues,
establish causality and integrate a wide range of factors into a coherent
argument

. make clear recommendations that meet and exceed the needs of users
and are 'fit for purpose'.

The SBL exam will test the extent to which you can fulfill this role and
demonstrate this skill set.
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Thinking strategically

Strategic analysis is covered in great depth within the strategic business leader
syllabus but at this stage it is sufficient to remind you of the key characteristics
of thinking strategically.

Having a strategic perspective means the following:

Taking a long term perspective.

In the exam you could be presented with a problem and a potential
solution but are expected to ascertain that the solution is nothing more
than a short-term 'fix' and fails to address the longer term issues facing the
firm, such as a decline in its main markets.

Looking at the whole organisation as well as individual
products/divisions/strategic business units (SBUS).

For example, suppose a division is looking to introduce a new low-cost
product — how could this affect sales of other company products that are
currently marketed as high-quality, luxury items? Could the low cost item
erode the existing brand name? Should the new product be sold under a
different brand name?

Setting the direction of the whole organisation and integrating its
activities.

A new strategy could require a change in the firm's organisational
structure, governance structures and IT systems. All of these will need to
be integrated to ensure success.

Considering the views of all stakeholders.

A project may create wealth for shareholders but would pollute the
environment — would you accept it?

Analysing the organisations resources and defining resource
requirements.

For example, a company that has previously sold mainly to middle-aged
consumers is considering targeting teenagers. Is the company's brand
name strong enough to move into the new market?

Relating the organisation to its environments.

All strategies need to be 'positioned’ in respect of what is happening within
markets, key trends, the activities of competitors and so on.

Looking at gaining a sustainable competitive advantage.

How is the firm currently competing — is it on the basis of low cost, high
quality or a strong brand name? Does the new strategy ensure a
sustainable competitive edge going forwards?

In the exam most, if not all, of the questions will have a strategic context, so
pitch your answer accordingly.
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Introduction to the strategic business leader exam

Test your understanding 1 — MacDonald Farm Ltd

The company

The entire share capital of MacDonald Farm Ltd is owned by Ken
MacDonald and his wife, Jane. Their business consists of owning and
running a 1,200 hectare farm, with land split between rearing lambs and
growing a range of fruit and vegetables, including sugar beet.

MacDonald Farm Ltd is in the country of Florentinia, which is currently
part of an economic union that includes the following systems and rules:

o There are no trade barriers or tariffs for the sale of goods between
member states.

o There is a uniform, high level of tariffs that countries outside the
union have to pay. This means for example, that there are few
imports of African cane sugar and that imported New Zealand lamb
is relatively expensive for consumers.

o Farmers within the union receive subsidies based on how large their
farms are.

Recent events

Most of MacDonald Farm Ltd's produce is sold to large supermarket
chains, who have been exerting more pressure on the farm to reduce
prices. As a result the farm has started to see a decline in its annual
trading profits, which in recent years have averaged $180,000 per
annum.

In a recent referendum the people of Florentinia voted to leave the
economic union with the "Flexit" scheduled to take place within the next
two years. At this stage it is unclear what type of trading deals (and
associated rules and restrictions) will be negotiated between Florentinia
and the economic union and between Florentinia and other countries
outside the union.

Proposal

Ken MacDonald is worried about the future and is therefore investigating
using 200 hectares to set up a new exclusive 18-hole golf course.

Preliminary research suggests that planning permission will be
forthcoming and demand projections are encouraging, given that
membership waiting lists at the two existing golf clubs in the area exceed

350. If the project goes ahead, the new golf club is expected to be much
better appointed than the two existing courses nearby.

Advantages and disadvantages

Ken has discussed the golf club idea with Jane and their sons, Rory and
Callum, and they have together drafted the following list of advantages
and disadvantages:
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Advantages

Disadvantages

Golf club income could help
replace lost farm subsidies

Stable source of income
Could sell farm produce to

The family has no
experience of running a golf
club

The club could adversely

affect the farm — e.g. extra

the golf club restaurant ) . .
noise during lambing season

generating extra income

o Lost income from the land
currently used for other
purposes

o Will need to build additional
gates for access

. Weedkiller used on golf
putting greens could get
blown onto vegetables

o Damage to roads and farm
tracks from additional cars

Required:
You have been appointed as a management consultant by Ken
MacDonald to advise the family.

Briefly explain the most important strategic issues this case
presents.

3 Professional skills

3.1 Overview

Employability and professional skills

Employers have consistently informed the ACCA and other professional
accountancy bodies that their employees need to possess certain professional
and ethical skills, in addition to the technical knowledge and skills that they
expect of a qualified accountant.

The main capabilities that employers are seeking in qualified accountants are
the ability to communicate appropriately, demonstrate commercial acumen,
deploy analytical skills, adopt a sceptical stance and evaluate data and
business information effectively.

These form the basis of the professional skills listed in the syllabus:
o Communication

o Commercial acumen

o Analysis

o Scepticism

o Evaluation
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How the skills are examined

Depending on the particular professional skill being examined in the
requirement, the examiner will be looking for that skill to be evident in how you
answer the question in respect of the technical points you make. Demonstrating
professional skills should therefore not be viewed as a distinct exercise
separate from earning technical marks but rather as influencing how you
answer the requirement.

The exam will contain 20 professional skills marks in total, distributed across the
different tasks and be subject to the following:

(1) All five professional skills must be tested in each exam.

(2) Only one professional skill will be tested per requirement or part
requirement.

(3) The marks per professional skill tested will always lie within a range of 2-4
marks.

(4) When awarding professional skill marks, markers will use a professional
skills grid, which will be consistently applied to the skill concerned on a
sliding scale as follows:

Total marks Skill Skill Skill Skill
for skill demonstrated | demonstrated | demonstrated | demonstrated
in this "not at all" "not so well" "quite well" "very well"
requirement
2 0 0.5 1 2
3 0 1 2 3
4 0 1 2 4

Within each box, the answer will give further guidance to help assess the
extent to which skills have been demonstrated.

It is extremely important that you understand what these professional skills
are in more detail so that you know what is being expected of you.

For example, in sample assessment 1 part 2(b) you were asked to review
a spreadsheet prepared by a colleague. This was to evaluate the
strategic choices facing DCS Company and to ensure the spreadsheet's
validity in supporting your recommendation in a consultancy report.

Within this — part 2(b) (i) you were asked to critically evaluate the
contents of the spreadsheet including any assumption made by the DCS
Company board for 5 marks. The professional skills aspect, for 2 marks,
was given as follows:

"Professional Skills marks are available for demonstrating scepticism
skills in analysing the spreadsheet and any supporting assumptions."
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The marking guide for this explained how marks were awarded as
follows:
How well has 0 0.5 1 2
the candidate
demonstrated
Professional
skills as
follows:
Scepticism The Although the The The
skills in candidate candidate candidate candidate
analysing the | showed no displayed a displayed demonstrated
spreadsheet evidenqe of cursory level evidence of strong
and Scepticism, | of scepticism, some professional
supporting | and accepted | {hey fajled to | professional | scepticism of
assumptions both the challenge the | scepticism | the content of
content fmd assumptions when Freddie
underly!ng which analysing the Lithium’s
assumptions _ spreadsheet
of the underpinned and s_pread_sheet
spreadsheet | theanalysis | supporting in Exhibit 5
without contained assumptions. _together w_|th
question. within the However, this its supporting
spreadsheet. scepticism market
was not grovvt_h
evident in the | assumptions.
required This provided
critical authority to
evaluation of | the critical
Freddie evaluation of
Lithium’s the strategic
spreadsheet. choices
presented.

3.2 Communication

Definition

(@) Inform concisely, objectively, and unambiguously, while being sensitive to
cultural differences, using appropriate media and technology.

(b) Persuade using compelling and logical arguments demonstrating the
ability to counter argue when appropriate.

(c) Clarify and simplify complex issues to convey relevant information in a
way that adopts an appropriate tone and is easily understood by the
intended audience.

In the ACCA's Strategic Business Leader — Examiner Approach Article, this is
summarised as meaning that you have to express yourself clearly and
convincingly through the appropriate medium while being sensitive to the needs
of the intended audience.

KAPLAN PUBLISHING 7



Introduction to the strategic business leader exam

The appropriate medium

You need to be able to present using a range of formats — reports, slides,
letters, briefing documents etc. — so it is important to be aware what is
considered to be best practice for each.

For example, in sample assessment 1, one requirement asked for slides with
supporting notes. The expectation was that students would select key points,
prioritise them and then present them in a logical order with a maximum of five
points per slide. The accompanying notes were key as well as it was here that
further detail and explanations could be added.

The intended audience

It is vital that you are aware of the recipient of the communication, so you can
produce “the right message for the right person”.

Key questions to consider are the following:
o who is the recipient?

o why have they requested the report (or slides or...)? Is there a key
underlying question that they want an answer to?

o what are their key concerns likely to be?

o what arguments are more likely to persuade them?
o what level of technical discussion is appropriate?

o what do they already know?

This is also known as having "user focus".

3.3 Commercial acumen

Definition
In the syllabus, having commercial acumen is described as the ability to:

(a) Demonstrate awareness of organisational and wider external factors
affecting the work of an individual or a team in contributing to the wider
organisational objectives.

(b) Use judgement to identify key issues in determining how to address or
resolve problems and in proposing and recommending the solutions to be
implemented.

(c) Show insight and perception in understanding work-related and
organisational issues, including the management of conflict, demonstrating
acumen in arriving at appropriate solutions or outcomes.

In the ACCA's Strategic Business Leader — Examiner Approach Article, this is
summarised as meaning that you have to show awareness of the wider
business and external factors affecting business, using commercially sound
judgement and insight to resolve issues and exploit opportunities.
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Acquiring commercial acumen

In an ideal world you will have worked within a number of different industries
and gained valuable experience and insight as a result. However, this will not
be the case for the vast majority of students, so the required acumen needs to
be gained in other ways.

Some aspects of commercial acumen can be learnt. For example, when you
study franchising, licencing and joint ventures as possible business vehicles you
will see that a key issue in 'the real world' is often how risks and returns are
shared out among the different parties.

However, the best way to acquire the required insights is to do wider reading,
whether through newspapers, journals or other sources. The examiners have
made it clear that students will be rewarded for demonstrating wider reading by
bringing real life examples into their answers.

When reading articles you should ask the following:
o What influenced the decisions made by the company concerned?

° What influenced whether those decisions turned out to be successful or
not?

While no pre-seen is issued, exam cases will be based on industries that are
relevant to students world-wide, so there should be scope to bring in factors
relating to real companies.

3.4 Analysis

Definition
In the syllabus, analysis is described as the ability to:

(@) Investigate relevant information from a wide range of sources, using a
variety of analytical techniques to establish the reasons and causes of
problems, or to identify opportunities or solutions.

(b) Enquire of individuals or analyse appropriate data sources to obtain
suitable evidence to corroborate or dispute existing beliefs or opinion and
come to appropriate conclusions.

(c) Consider information, evidence and findings carefully, reflecting on their
implications and how they can be used in the interests of the department
and wider organisational goals.

In the ACCA's Strategic Business Leader — Examiner Approach Article, this is
summarised as meaning that you have to thoroughly investigate and research
information from a variety of sources and logically process it with a view to
considering it for recommending appropriate action.

Another way of understanding this is to recognise that to analyse something is
to examine it in detail in order to discover its meaning or essential features. This
will usually involve breaking the scenario down and looking at the fine detail,
possibly with additional calculations, and then stepping back to see the bigger
picture to identify any themes to support conclusions.
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Requirements may be unstructured but your analysis should be
structured and have purpose

You will not be given a specific framework to work with in the requirement but
will be expected to identify key data and use appropriate metrics and models,
where useful, to analyse it.

The exam will be written to ensure that key data is spread across more than
one exhibit and/or that key issues require some "digging" to unearth them,
particularly when presented with large amounts of raw numerical data.

There should always be a purpose to the analysis — e.g. to identify reasons for a
problem, to assess an opportunity or to generate solutions. It is therefore
important to ask yourself why you are doing a particular calculation or using a
specific framework — what will this reveal? Will it help answer the key
guestions?

'‘Analyse' does not mean 'describe’

A common complaint by examiners of higher-level papers is that students are
asked to analyse something but weaker answers merely describe the scenario
without really adding any additional insight.

For example, if asked to describe a company's organisational structure, then
you might comment that it has a basic functional structure. However, if asked to
analyse the structure, then you might consider:

o causes — why has it got a functional structure? Has it been this way for
years? What advantages does/did it gain from this? Are these arguments
still valid?

o context — consider the wider picture. For example, maybe the structure
was developed when the company had a more limited product range but
now there is a strategic need to diversify the product portfolio and enter
new markets.

o consequences — perhaps the company has outgrown its current structure
and needs to adopt, say, a divisional approach to enable its new
strategies?

Numerical analysis

If asked to analyse a set of financial statements, the end result will be a set of
comments about the performance of the business with supporting evidence.
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This could involve the following:

(1) You could break down your analysis into areas of profitability, liquidity,
gearing and so on, depending on the requirement. You may not have time
to calculate every possible ratio, so decide which areas are more likely to
help.

(2) Under each heading look at key figures in the financial statements,
identifying trends (e.g. sales growth) and calculating supporting ratios (e.g.
margins).

(3) Try to explain what the figures mean and why they have occurred (e.g.
why has the operating margin fallen?)

(4) Start considering the bigger picture — are the ratios presenting a consistent
message or do they contradict each other? Can you identify common
causes?

(5) Finally you would then seek to pull all this information together and
interpret it to make some higher level comments about overall
performance.

The main error students make is that they fail to draw out any themes and
conclusions and simply present the marker with a collection of uninterpreted,
unexplained facts and figures.

3.5 Scepticism

Definition
In the syllabus, scepticism is described as the ability to:

(@) Probe deeply into the underlying reasons for issues and problems,
beyond what is immediately apparent from the usual sources and opinions
available.

(b) Question facts, opinions and assertions, by seeking justifications and
obtaining sufficient evidence for their support and acceptance.

(c) Challenge information presented or decisions made, where this is clearly
justified, in a professional and courteous manner; in the wider
professional, ethical, organisational, or public interest.

In the ACCA's Strategic Business Leader — Examiner Approach Article, this is
summarised as meaning that you have to probe, question and challenge
information and views presented to you, to fully understand business issues and
to establish facts objectively, based on ethical and professional values.

Responsible accountants and auditors need to probe into issues, to question
assumptions, scrutinise what is presented to them and challenge the status
quo. These skills are also important for accountants in other functions. For
example management accountants, particularly in relation to the budgetary
planning and control process, will need to exercise scepticism where careful
scrutiny of variances and their causes is concerned.
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Not taking things at face value

Scepticism means not accepting things at face value.
For example:

o Looking for weaknesses in governance structures.

o Not believing something just because a director said it — many students
are reluctant to challenge directors, even when they express very
debatable viewpoints!

o Questioning data and how it was put together:
—  Who prepared it?
- How competent are they?
- Is there anything missing — what additional information is required?
—  Why did they produce it — what are they trying to achieve?
—  Could this result in bias?
—  What assumptions have they made and are they realistic?
—  Has the data been verified?

Ethical perspectives

Ethics is developed in great detail in later chapters. However, based on your
earlier studies it is worth noting that potential solutions and strategies should be
assessed against ethical frameworks, the public interest and professional
codes.

The need for tact

For example, suppose a senior manager has presented a proposal for a new
project. It is more tactful to suggest that forecast growth rates may be too
‘optimistic’ (coupled with arguments relating to industry growth, actions of
competitors, etc), rather than claiming that the manager concerned was trying to
deceive the Board to get funding.

a Test your understanding 2 — Scepticism

You work in the mergers and acquisitions division of Global Foods Inc, a
multinational group that specialises in food and drink products. The
company has grown primarily through acquisition targeting smaller
businesses that have high quality products but lack the financial,
managerial and marketing resources to fully exploit them.

Kanter Ice Cream is a small ice cream manufacturer set up by George
Kanter, a nutritional biologist. George has developed a way of making low
fat, non-dairy ice cream that tastes just as good as traditional dairy high-
fat products. George has financed the company through its first year from
personal savings and by taking out a second mortgage on his home and
has had some success in winning sales contracts from local health food
shops. He is now considering selling the company to release equity.
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George has approached you to discuss a potential valuation and has
provided the following detalils:

Forecast for next year  First year of trading
(actual) Unaudited

$000 $000
Sales 60 30
Cost of sales (15) (20)
Gross Profit 45 20
Distribution costs (20) (5)
George's salary - (10)
Net profit 35 S

Required:

Explain five reasons why you should exercise scepticism regarding the
figures presented by George.

3.6 Evaluation

Definition
In the syllabus, evaluation is described as the ability to:

(@) Assess and use professional judgement when considering organisational
issues, problems or when making decisions; taking into account the
implications of such decisions on the organisation and those affected

(b) Estimate trends or make reasoned forecasts of the implications of
external and internal factors on the organisation, or of the outcomes of
decisions available to the organisation

(c) Appraise facts, opinions and findings objectively, with a view to balancing
the costs, risks, benefits and opportunities, before making or
recommending solutions or decisions.

In the ACCA's Strategic Business Leader — Examiner Approach Article, this is
summarised as meaning that you have to carefully assess situations, proposals
and arguments in a balanced way, using professional and ethical judgement to
predict future outcomes and consequences as a basis for sound decision-
making.

KAPLAN PUBLISHING
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Having a balanced argument

A key aspect of evaluation involves demonstrating balance, taking into account
a broad range of issues, such as the following:

Looking at both financial and non-financial indicators.

For example, project A may have a higher NPV than project B but that
does not necessarily mean that it should be preferred. What if project B
has a more positive impact on the company's "green credentials" due to
having a less damaging impact on the environment — would that make the
directors choose project B instead?

Looking at the needs of wider stakeholders and not just shareholders.

For example, in an attempt to reduce costs and boost profits, a car
manufacturer is considering using cheaper components in its engines.
These are expected to fail after 4 years whereas the current components
usually last the life of the car. Should the needs of shareholders be
prioritised over those of customers?

Balancing both risk and return.

There are many ways of measuring the "return” of a proposal, ranging
from profit-based metrics such as ROCE to cash-based approaches, such
as NPV. However, return cannot be viewed in isolation but rather the risk-
return trade off should be considered — does the extra return on one
proposal outweigh the additional risks? How has risk been incorporated
into the decision-making — for example, using different discount rates
when calculating NPVs.

Incorporating implementation aspects

A project may look attractive in terms of risk and return but that does not
mean that it would be feasible for this company to undertake it —does it
have sufficient resources, can it raise the finance required, can it achieve
key deliverables in the timescales needed?

Prioritisation

Another key aspect of evaluation is that points are weighed and prioritised so
that the most important issues are developed and discussed. Quality is more
important than quantity in the SBL exam.

In prioritising points you could consider the following:

Is the issue a strategic one or operational?

For example, a new rival entering the market with a superior product
(strategic threat) is more serious than problems with the air-conditioning in
one of the firm's offices (operational issue).

How urgently is a response needed?

For example, the resignation or death of the CEO would require immediate
action to reassure shareholders.
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What is the potential impact or materiality of the issue?

For example, a company is considering a product recall due to safety
concerns. How much will it cost to rectify and what is the possible cost if
nothing is done and customers end up suing the company for injuries
received?

How likely is the issue to materialise?

With the product recall issue mentioned above, how likely is it that
customers will be injured and to what extent? If sued, then what are the
chances of the company winning?

Do not under-estimate the importance of ethical issues.

Suppose in the product recall example it would be cheaper for the
company to ignore the problem, even taking into account the costs of
being sued. You could argue that the company should go ahead with the
recall as that would be the ethically responsible thing to do.

What is the relevance of the issue to the key question that is being
addressed?

For example, suppose the key issue at the heart of the question is
declining quality and that the directors are looking for ways to improve
quality and remain competitive. If discussing outsourcing as a possible
solution, then quality-related issues should be seen as more important
than, say, cost ones, although (obviously) a balance must be struck
between these.

Test your understanding 3 — Expected Values

XYZ plc is a large manufacturing company that specialises in the
innovative use of new technologies. Forecast results for the next year are
as follows:

o Revenue — $100 million
o Profit — $20m

Unfortunately both of these are around 10% lower than the actual results
for last year so the Directors are looking for new investment
opportunities.

One new possibility is project FG4526, which involves the use of a
pioneering new composite material with exciting properties that are still
being researched. The cash flows for the new project are estimated to be:

. Probability of 40%: NPV = $30m

. Probability of 50%: NPV = $2m

. Probability of 5%: NPV = ($120m)

The expected value of the above outcomes is 0.4 x 30 + 0.5 x 2 + 0.05 x
(120) = +$7m

Should the company proceed with the project?
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3.7 Summary

In summary, to demonstrate professionalism and earn skills marks you need to
do the following (based on the ACCA's Strategic Business Leader — Examiner
Approach Article):

16

Make sure you include the most important, relevant and crucial points
relating to the requirement.

Show deep/clear understanding of underlying or causal issues and
integrate or link different sources of information from various parts of the
scenario or different exhibits to make points.

Only make relevant points and try not to include superfluous information or
make unsupported points.

Avoid repeating points already made.

Address the requirements as written, taking particular notice of the verbs
used.

Show your ability to prioritise and make points in a logical and progressive
way, building arguments rather than using a random or ‘scattergun’
approach to answering the question.

Structure and present your answers in a professional manner through
faithfully simulating the task as would be expected of the person being
asked to carry it out and always have a clear stakeholder focus in mind
when constructing the answer.

Demonstrate evidence of your knowledge from previous learning or wider
reading and apply this knowledge appropriately to strengthen arguments
and make points more convincing.

In addition to being clear, factual and concise, students should express
themselves convincingly, persuasively and show credibility in what they
say and how they express themselves.

Test your understanding 4 — MacDonald Farm Ltd — Continued

Recap

The entire share capital of MacDonald Farm Ltd is owned by Ken
MacDonald and his wife, Jane. Ken and Jane are concerned about the
future impact of Flexit and growing supermarket power and are
investigating using 200 of their 1,200 hectares to set up a new exclusive
18-hole golf course. Preliminary research suggest that planning
permission will be forthcoming and demand projections are encouraging,
given that membership waiting lists at the two existing golf clubs in the

area exceed 350.
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The golf club company

It is proposed that MacDonald Farm Ltd will sign a 100-year lease with a
new company, Calum Golf Club Ltd, which will pay an annual rent of
$50,000 to MacDonald Farm Ltd for use of the land.

The issued capital of the golf club company will be two $1 ordinary
shares, owned by Mr and Mrs MacDonald, and the remainder of its initial
funding will be $2 million in the form of 15% per annum irredeemable loan
stock. Fifty local business men, including Mr MacDonald, have each
agreed to purchase $40,000 of this stock. The terms of the debenture
loan stock issue prohibit a dividend being paid on the two ordinary shares
so that any surplus is applied for the benefit of the club and its members.

Of the funds thus raised, $450,000 will be spent on converting farmland
to become a landscaped golf course. A further $50,000 will provide
working capital.

The club house company

The remaining $150,000 will be used to purchase a 25% stake in a
separate company, Tarpon Club House Ltd, that will develop and operate
a club house. This will have conference facilities, a sports hall, two bars
and a restaurant. A local property company will subscribe the other 75%
of the share capital of Tarpon Club House Ltd.

Calum Golf Club Ltd will pay an annual rent of $50,000 for the use of the
club house, but Tarpon Club House Ltd will manage and run all facilities
offered there, taking the profits that will be earned.

When ready to commence business in January 20X6, the new golf club
will be much better appointed than the two existing local courses.

Costs and revenues

Annual operating expenses of Calum Golf Club Ltd are budgeted at
$900,000.

On the revenue side, Calum Golf Club Ltd’s share of profits on the
investment in Tarpon Club House Ltd is expected to total $200,000 in
20X6, the first year of operations. Green fees, chargeable to non-
members using the golf course, are expected to amount to an additional
$100,000 a year.

On the assumption that target membership levels are achieved, annual
subscriptions are initially to be set at $1,000 for each member. This will
be $200 less than for full membership at the two rival golf clubs in the
area. In addition, no joining fees will be payable in the first year of
operation, but thereafter (as with the other two clubs) they will be equal to
one year’s subscription.
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Breakeven analysis

Based on the above data the break-even point for Calum Golf Club Ltd

has been estimated at 600 members:

Expected fixed costs
Income from Club House
Green Fees Income

Net costs to be covered
Membership fee
Break-even membership

Task

You are a management consultant advising the MacDonald family.
Prepare slides for use in a presentation to the family that addresses risk

and return. There is no need for accompanying notes.

$900,000
$200,000
$100,000
$600,000
$1,000
600
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Test your understanding answers

Test your understanding 1 — MacDonald Farm Ltd

The key strategic issues facing the MacDonald family are both external
environmental factors:

Flexit

There is huge risk and uncertainty relating to the post-Flexit trading
environment:

. How much trade will MacDonald farms continue to do within the
economic union or will new tariffs price its products out of current
markets?

. Will new trade rules with countries outside the economic union
result in increased imports of African sugar and New Zealand lamb?

o If so, then will there be a system of new tariffs or will imported goods
be cheaper than those produced by MacDonald farm?

. Presumably MacDonald Farm will lose existing farming subsidies
but will the Government of Florentinia replace this with anything to
support domestic farmers?

The power of supermarkets

Large supermarket chains have been exerting more pressure on the farm
to reduce prices. Even without the problems that may arise due to Flexit,
MacDonald Farm is facing a major strategic threat here:

. Will supermarkets continue to squeeze prices as they appear to
have the power to do so?

. Could MacDonald Farm find other retailers to use as an alternative
to the larger supermarkets?

. Could MacDonald Farm offset the power in some way, such as
building its own brand strength or specialising in a niche with less
competition, such as producing organic foods?

Implications

Both of these factors mean that there is considerable uncertainty whether
MacDonald farm has a sustainable competitive strategy over the longer
term.

The key issue facing the family is therefore how to reduce this uncertainty
and develop a less risky income stream going forwards.

(Note: issues such as noise, new gates and weedkiller are all operational
matters rather than strategic ones)

KAPLAN PUBLISHING
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Test your understanding 2 — Scepticism

1 George’s expertise and experience

George may be an expert biologist but there is no indication that he has
any experience or expertise in accounts preparation and/or forecasting.
Now it may be the case that he has had help from a professional
accountant but we should not assume either the completeness or
accuracy of the figures presented. Furthermore we should not assume
that his lack of experience means that he has over-estimated the
forecasts — it may be that George has under-estimated how desirable his
new ice cream might be to major supermarket chains, for example.

2 George’s motivation and interest

George is keen to sell the business to “release equity”, so may, either
consciously or unconsciously, be over-optimistic in his expectations
regarding future success. He wants Global Foods to make an offer so
wishes to make Kanter Ice Cream more attractive as a potential target.
Furthermore, he will understand that higher forecast profits are likely to
result in a higher offer price, so, again, may try to make the results look
better to boost his return.

3 Unaudited accounts

While not a point to be laboured, there is the possibility than an audit
might find errors in the actual results for the first year, resulting in a
different profit figure.

4 Problems with figures that have been included

Some key figures are given without supporting assumptions and
evidence. For example, is there any evidence, say in terms of
commitments from new customers, to justify the 100% increase in
revenue? Other figures seem too low — for example, a salary of $10,000
would not reflect market rates for a senior manager or director. For next
year there is no salary at all — in both cases profit would need adjusting to
reflect a more realistic figure.

5 Categories that appear to be missing

A final area of concern is that certain key costs appear to be absent
altogether — for example, in order to penetrate the competitive, brand-
conscious ice cream market significant expenditure on marketing would
be required. No costs have been included for this.
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Test your understanding 3 — Expected Values

Based on your knowledge of expected values from F9, you could have
answered the question as follows:

The expected NPV is positive, so the project should be accepted. This
would be expected to boost shareholder wealth, thus helping to meet the
company's primary objective of maximising shareholder value. However
the use of expected values can be criticised on the following grounds:

The expected value represents a long term average so may not be
appropriate for a one-off decision

The use of expected values loses the information regarding the
spread of possible outcomes, so may not reflect the risks concerned

The decision rule does not fully incorporate the risk aversion of key
stakeholders.

While this is all correct, the answer is limited in as much as it does not
really evaluate the information fully and misses the key point:

There is a 5% of a negative NPV of $120m, probably sufficient to
bankrupt the company based on its forecast results.

While the expected NPV is positive, there is a 5% chance of
destroying shareholders' investments.

This is very unlikely to be acceptable to shareholders — the risks are
too great.

KAPLAN PUBLISHING
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Test your understanding 4 — MacDonald Farm Ltd — Continued

Tutorial Note:

The key professional skill here is communication — in particular the idea
of user-focus — you are asked to discuss risk and return from the
MacDonald's perspective, rather than the golf club or the debenture
holders or the property company or risks in general. The investment
proposed should give them reliable income of $56,000 per annum unless
the golf club performs very badly.

SLIDE 1

Introduction/objectives
o To analyse risk/return for the MacDonald family from the Calum

Golf Club
o Key question: Does the golf club provide a low risk source of
income?
SLIDE 2

Context — 1 — Flexit
Significant uncertainty!
o Tariffs

o Access to markets
o Competition

° Loss of subsidies

SLIDE 3

Context — 2 — Increasing supermarket power
Increasing pressure on margins

. Pressure on prices

J Difficult to counter

o Likely to get worse
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SLIDE 4

Scenario 1: the golf club is extremely successful:

You will receive an annual rent of $50,000 and interest of $6,000 on the
debentures.

o No dividends can be paid on profits.

o You will also have a 100% equity stake in a successful golf

company

SLIDE 5

Scenario 2: the golf club just hits its BEP:

° You will still receive an annual rent of $50,000 and interest of
$6,000 on the debentures.

o No dividends can be paid on profits.

SLIDE 6

Scenario 3: the golf club fails to attract enough members to hit
BEP:

o Unless the situation is particularly bad, you will still receive rent of
$50,000 and interest of $6,000.

o No additional liability on shares

o If interest cannot be paid, then the debenture holders may insist
on a receiver. Uncertainty

o If rent cannot be paid, can the farm reclaim the land? Uncertainty

SLIDE 7

Conclusion and preliminary recommendations

Unless the golf club does very badly, you should receive a steady
income of $56,000 per annum

The investment gives a higher return than farming and at a lower risk,
and is thus recommended on financial grounds.

However, before proceeding, we recommend that you seek to
clarify/address the following risk areas:

o What is the legal position concerning the land and club house
should rent not be paid?

o What assets are the debentures secured on, if any, as this will

affect possible outcomes should interest not be paid?

KAPLAN PUBLISHING
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Upon completion of this chapter you will be able to:

. understand the common vocabulary of strategic
management and why strategic management is important

. describe the different levels of strategic planning for an
organisation

) recognise the fundamental nature of strategy and strategic
decisions within different organisational contexts

. describe the JSW model for defining elements of strategic
management — the strategic position, strategic choices and
strategy into action

) assess the implications of strategic drift and how it might be
avoided

One of the PER performance objectives

/ (PO3) is that you contribute to the wider
o business strategy of your organisation
through your personal and team objectives.
You identify innovative ways to improve
organisational performance — which may
include making or recommending business
process changes and improvements.
Working though this chapter should help
you understand how to demonstrate that
objective.

PER
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Concepts of strategy

Why plan JSW model Strategic drift

1  The nature of strategic decisions

We introduced the idea of thinking 'strategically’ in chapter 1.This chapter
explains in more detail what is meant by strategic planning and some of the
different approaches that are taken to achieve strategic goals. By the end of the
chapter you should be familiar with many of the common terms in the strategic
vocabulary.

Strategic planning

‘Strategic planning’ can also be known as ‘long-term planning’ or ‘corporate
planning’. Those alternative names give some insight into the nature of strategic
planning. It:

o considers the longer term (think of a time-horizon of about five years or
beyond)

o considers the whole organisation.

Other characteristics of strategic planning are that:

o it gives direction to the whole organisation, and integrates its activities
o it considers all stakeholders

o it looks at how to gain a sustainable competitive advantage

o it relates the organisation, its resources and competences to its
environment.

There is no universally accepted definition of strategy, and the word is used in
different contexts to mean different things. The following definition is as useful
as any.

I.I ‘Strategy is a pattern of activities that seeks to achieve the objectives of
the organisation and adapt its scope, resources and operations to
environmental changes in the long term.’
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Why bother?

Studies show that companies that plan are more successful than those that do
not. Strategic planning can have the following potential advantages and
disadvantages:

Advantages Disadvantages
o forces organisations to look o can be time consuming and
ahead expensive

o improved fit with the environment | o may be difficult in rapidly
changing markets

o better use of resources o can become a straightjacket

o provides a direction/vision o some unplanned for opportunities
may be missed

o helps monitor progress o can become bureaucratic

o ensures goal congruence o is less relevant in a crisis

Strategic planning is particularly important when:
o there are long lead times,

o the business needs to be turned around,

o there is high capital expenditure and

o many stakeholders are affected.

m Test your understanding 1

How important is strategic planning likely to be to the following
organisations?

(@) A health service.

(b) A small building contractor.

KAPLAN PUBLISHING
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m Levels of strategic planning

There are three levels of strategic planning:

Corporate Strategy

Business Strategy

Functional Strategy

Corporate Strategy
This looks at the organisation as a whole and considers:

o the firm's orientation toward growth (also known as its directional
strategy)

o the level of diversification in the company's products and markets
(also known as its portfolio strategy)

o the manner in which management coordinates activities and
transfers strategic capabilities between business units (also known
as its parenting strategy).

Business Strategy

This examines each individual business unit and focuses on:

o actions taken to provide value to customers and gain a competitive
advantage by exploiting core competencies in specific, individual
product or service markets.

o the firm's position in an industry, relative to competitors and to the
five forces of competition.

Functional or Operational Strategy

Functional strategy relates to a single functional operation (such as
purchasing, marketing, human resource management etc.) and the
activities involved therein. Decisions at this level within the organisation
are often described as tactical.
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They are much more detailed and specific than corporate and business
level strategies and deal with areas such as:

allocation of resources among different operations within that functional
area

o coordination between functions for optimal contribution to the
achievement of the SBU and corporate-level objectives

o gaining, retaining and developing resources and capabilities into
ones which can give strategic advantages and support the business
level strategy.

Consistency

The strategies at the different levels should be consistent. There is no
point having a corporate strategy that says that the organisation should
move up-market, if the business strategy is to stay in cheap markets and
functions provide low-quality resources.

Strategic choices need to be made at every level, though obviously
choices made at any particular level can influence choices at other levels.

[llustration — Levels of strategic planning

Gap is an international clothing retailer. Classification of different levels of
strategic planning could be:

Corporate

o Should another range of shops be established (as Gap did with
Banana Republic, a more up-market chain)?

o Should the company raise more share capital?

Business

o How will the company beat rivals and gain market share in
Australia?

Functional/operational

o How will suitable premises be found and fitted out for the new range
of shops?

Test your understanding 2

A full-service airline is making the following decisions.

(@) Should a ‘no-frills’, low-fare subsidiary be set up?

(b) Ifitis set up, how should cabin staff be recruited?

Are these likely to be corporate, business or operational decisions?

KAPLAN PUBLISHING
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2

An approach to strategic planning

The Johnson, Scholes and Whittington (JSW) model of strategic planning
consists of three elements:

The strategic position/analysis

Strategic choices Strategy into action (implementation)

Interdependencies between the elements

The model is shown in a way that recognises the interdependencies
between the elements of strategic planning. For example, it might only be
at the strategy into action (implementation) stage that an organisation
discovers something that sheds light on its strategic position.

Also, Johnson, Scholes and Whittington argue that strategic planning can
begin at any point. For example, firms might decide that they will launch
an internet sales division without first carrying out any strategic analysis
or choosing how the new strategy might compete. Once the division has
been put into action it might then become clearer about what its position
is relative to rivals or customer needs and how a strategy can be chosen
to put the division into a better strategic position.

The strategic position/analysis

Assessing the strategic position consists of analysing:

the environment (competitors, markets, regulations, discoveries, etc),
helping identify opportunities and threats

the strategic capability of the organisation (resources and competences),
helping identify strengths and weaknesses

the culture, beliefs and assumptions of the organisation

the expectation and power of stakeholders (what do the shareholders
want? Will employees co-operate?).
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The aims of strategic analysis
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The aim of strategic analysis is to form a view of the main influences on
the present and future well-being of the organisation. This will obviously
affect the strategy choice.

Strategic analysis would cover the following areas.

o The PESTEL environmental variables — political, economic, social,
technological, environmental and legal as well as competitive
factors and how they will affect the organisation and its activities.

o The resource availability and its relative strengths and weaknesses.

o The aspirations and expectations of the groups that have an interest
in the organisation, e.g. shareholders, managers, owners,
employees and unions.

o The beliefs and assumptions that make up the culture of the
organisation will have an effect because they are the means of
interpreting the environment and resource influences.

The environmental variables — Since strategy is concerned with the
position a business takes in relation to its environment, an understanding
of the environment’s effects on an organisation is of central importance to
strategic analysis. The historical and environmental effects on the
business must be considered, as well as the present effects and the
expected changes in environmental variables. This is a major task
because the range of environmental variables is so great. Many of those
variables will give rise to opportunities of some sort, and many will exert
threats upon the organisation. The two main problems that have to be
faced are, first, to distil out of this complexity a view of the main or overall
environmental impacts for the purpose of strategic choice; and second,
the fact that the range of variables is likely to be so great that it may not
be possible or realistic to identify and analyse each one.

The resources of the organisation — There are internal influences as
well as outside influences on the firm and its choice of strategies. One of
the ways of thinking about the strategic capability of an organisation is to
consider its strengths and weaknesses (what it is good or not so good at
doing, or where it is at a competitive advantage or disadvantage, for
example). Considering the resource areas of a business such as its
physical plant, its management, its financial structure and its products
may identify these strengths and weaknesses. Again, the aim is to form a
view of the internal influences and constraints on strategic choice. The
expectations of different stakeholders are important because they will
affect what will be seen as acceptable in terms of the strategies
advanced by management. However, the beliefs and assumptions that
make up the culture of an organisation, though less explicit, will also have
an important influence.
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Expectations and influence of stakeholders — A stakeholder can be
defined as someone who has an interest in the well-being of the
organisation. A typical list of stakeholders for a large company would
include shareholders, employees, managers, customers, locality,
suppliers, government and society at large.

Strategic planning and management cannot be achieved without regard
to stakeholders.

o In a profit-making organisation, management might have a choice of
adopting a high risk/high return strategy or a low risk/low return
strategy. It's important to know which the shareholders want.

o In a not-for-profit organisation, such as a hospital, managers need
to know what the government and potential patients want. How
much resource should go into heart operations, how much into hip
replacement, etc.

The beliefs and assumptions within an organisation — affect the
interpretation of the environmental and resource influences; so two
groups of managers, perhaps working in different divisions of an
organisation, may come to different conclusions about strategy, although
they are faced with similar environmental and resource implications.
Which influence prevails is likely to depend on which group has the
greater power, and understanding this can be of great importance in
recognising why an organisation follows, or is likely to follow, the strategy
it does.

A consideration of all relevant features — the environment, resources,
expectations and objectives within the cultural and political framework of
the organisation — provides the basis for strategic analysis of that
organisation. However, to understand its strategic position, it is also
necessary to examine the extent to which the direction and implications
of the current strategy and objectives that it is following are in line with,

and can cope with, the implications of the strategic analysis.

Strategic choice

Strategic choice follows strategic analysis and is based upon the following three
elements.

32

Generation of strategic options, e.g. growth, acquisition, diversification or
concentration.

Evaluation of the options to assess their relative merits and feasibility.
Selection of the strategy or option that the organisation will pursue.

There could be more than one strategy chosen but there is a chance of an
inherent danger or disadvantage to any choice made. Although there are
techniques for evaluating specific options, the selection is often subjective
and likely to be influenced by the values of managers and other groups
with an interest in the organisation.
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In add
need t
which

ition to deciding the scope and direction of an organisation, choices also
0 be made about how to achieve the goal. Broadly, there are two ways in
a strategy can be pursued:

o internal development (organic growth)

o external development — merger/acquisition, JV, franchising/licensing.

an

The generation of strategic options
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Generation of strategic options

There may be several possible courses of action open to the
organisation. For example, an international retailer may need to decide
on areas such as:

o which areas of the world are most important to concentrate on

o whether it is possible to maintain a common basis of trading across
all the different countries

o whether it is necessary to introduce variations by market focus

o what strategic directions are necessary for product development
and product range

o should the company attempt to follow these strategies by internal
development or joint venture activity through franchising?

All of these considerations are important and need careful consideration;
indeed, in developing strategies, a potential danger is that managers do
not consider any but the most obvious course of action — and the most
obvious is not necessarily the best. A helpful step in strategic choice can
be to generate strategic options.

Strategic options generation is the process of establishing a choice of
possible future strategies. There are three main areas to consider.

o Porter describes certain generic competitive strategies (lowest cost
or differentiation) that an organisation may pursue for competitive
advantage. They determine how you compete.

o Ansoff describes product-market strategies (which markets you
should enter or leave). They determine where you compete and the
direction of growth.

o Institutional strategies (i.e. relationships with other organisations)
determine the method of growth.
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Strategic choice

Direction of
growth (Ansoff),
e.g. withdraw,
diversify

How to
compete (Porter)

Method of growth

(acquisition vs
organic)

Evaluation of the options

Strategic options can be examined in the context of the strategic analysis
to assess their relative merits. We will see in a later chapter that
strategies are often assessed against three criteria — whether it is
suitable, feasible and acceptable for the organisation.

In deciding on any of the options that they face, the organisation might
want to know whether they are suitable to the firm’s existing position.
They need to know which of these options builds upon strengths,
overcomes weaknesses and takes advantage of opportunities, while
minimising or circumventing the threats the business faces. This is called
the search for strategic fit or suitability of the strategy. However, a second
set of questions is important:

o To what extent could a chosen strategy be put into effect?

o Could require finance be raised, sufficient stock be made available
at the right time and in the right place, staff be recruited and trained
to reflect the sort of image the organisation is trying to project?

These are questions of feasibility.

Even if these criteria could be met, management would still need to know
whether the choice would be acceptable to the stakeholders.

A variety of techniques are used to assess the value of strategies. Some
strategies will be assessed on financial criteria (such as net present
value). Where this is not possible, or where the uncertainty in the
environment is great, more sophisticated models are used.

Selection of the strategy or option

This is the process of selecting those options that the organisation will
pursue. There could be just one strategy chosen or several. There is
unlikely to be a clear-cut ‘right’ or ‘wrong’ choice because any strategy
must inevitably have some dangers or disadvantages. So in the end,
choice is likely to be a matter of management judgement. It is important
to understand that the selection process cannot always be viewed or
understood as a purely objective, logical act. It is strongly influenced by
the values of managers and other groups with interest in the organisation,
and ultimately may very much reflect the power structure in the
organisation.
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Strategy into action/implementation

Implementing a strategy has three elements.

o Organising/structuring. For example, should the organisation be split into
European, US and Asian divisions? How autonomous should divisions be?

o Enabling an organisation’s resources should support the chosen strategy.
For example, appropriate human resources and non-current assets need
to be acquired.

o Managing change. Most strategic planning and implementation will involve
change, so managing change, in particular employees’ fears and
resistance, is crucial.

m The implementation process

Structure

It is likely that changes in organisational structure will be needed to carry
through the strategy and there is also likely to be a need to adapt the
systems used to manage the organisation.

Organisation structure — lines of authority and communication must be
established that are appropriate to the way the strategy is broken down
into detailed targets. Systems are required to provide the necessary
strategic information, as well as essential operational procedures. Control
systems are used to assess performance. The type of questions that will
need answering include:

o what will different departments be held responsible for?

o what sorts of information system are needed to monitor the progress
of the strategy?

o is there a need for retraining of the workforce?
Implementation involves devising sub-strategies for products and
markets, human resources and so on.

Resource planning

Resource planning covers finance, human resource management and
physical resources such as land and buildings. It involves assessing the
key tasks to satisfy the critical success factors, and the resources to be
allocated to the key tasks. It is concerned with the following questions.

o What are the key tasks that need to be carried out?

o What changes need to be made in the resource mix of the
organisation?

o By when?

o Who is to be responsible for the change?
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Managing change

Successful implementation will rely on the successful management of the
change to the new strategy. This will involve not only the management of
the systems and structures of the organisation, but also the management
of its people and routines. This will involve two elements:

o overcoming resistance to change from staff

o leading staff in a manner that encourages them to make the change
successfully.

[llustration — Johnson, Scholes and Whittington model of strategic
planning

A full-price airline is considering setting up a ‘no frills’, low-fare subsidiary.
The strategic planning process would include the following elements.

Strategic position: An analysis will need to be made of areas such as
expected competitor actions, oil price forecasts, passenger volume
forecasts, availability of cheap landing rights, public concern for
environmental damage, the strength of the airlines main brand.

Strategic choices: A number of options will need to be considered such
as which routes to launch? Whether to set up a service from scratch or
buy an existing cheap airline? Which planes to use, what on-board
services to offer?

Strategic implementation: Once a decision has been made the best
way to put that decision into practice will have to be considered and this
will involve an assessment of areas such as how autonomous should the
new airline be? How to recruit and train staff? Implementation of the
internet booking system. Acquisition of aircraft. Obtaining landing slots

Test your understanding 3

A health provider has only large, edge of town, hospitals. It is considering
setting up additional small city centre clinics capable of treating less-
serious day cases.

Give examples of what the provider should consider under the headings
of strategic position, strategic choices and strategic implementation.
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Strategic management in different contexts
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Strategic management in different contexts

Type of Characteristics Key strategic issues

organisation
Small businesses Likely to operate

in a single market
with a limited
product range

o Expectations/
views of founders
dominate

Multinationals ° |_|ke|y to operate
in many diverse
markets with a
wide product
range

Dealing with
pressure from larger
competitors, e.g. by
development of
unique capabilities,
niche strategies,
etc.

Strategy choice may
be limited by
financing
opportunities —
relationship with
banks is vital

Corporate strategy —
control of diverse
businesses is vital —
e.g. relationship
between head office
and local
subsidiaries/
divisions

Business unit
strategy — resource
allocation to
business units and
co-ordination
between them (e.g.
logistics)
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Type of

sectors

organisation
Public sector

Voluntary and
not-for-profit

Characteristics

o Significant
government
influence (e.g.
may have to offer
a universal
service)

o Planning horizons
driven by political
rather than
market conditions

o Key objectives
non-financial

o Funding often not
linked to
recipients of
service

Key strategic issues

Role of ideology

Competition for
resources — e.g.
have to demonstrate
value for money to
win funding

Strategic options
limited by funding
(e.g. tax
implications)

Strategic alliances
are often key (e.g.
public and private
partnerships)

Role of values/
ideology — key
decisions are
usually centralised

Competition for
funds — e.g. meeting
expectations of
funding bodies

3  Strategic drift

When planned strategies are not realised it is often because events develop in

unexpected ways:

o the organisation’s underlying assumptions turn out to be invalid

o the pace of development overtakes it

o changes in the organisation’s external environment, e.g. changes in the
market for the goods and services that the firm produces and in the nature
of the competition facing the company

o the organisation’s internal environment changes.

If an organisation fails to keep up with the changes in its external environment it
can lead to what is known as strategic drift.

38
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Strategic drift

Strategic drift describes a situation where the organisation’s strategy gradually,
if imperceptibly, moves away from the forces at work in its environment.

Amount to change

Environmental

change

N\

PHASE 1 PHASE 2 PHASE 3 PHASE 4
Incremental Strategic Flux Transformational
change drift change or

demise
Time

m Explanation of the stages in strategic drift

KAPLAN PUBLISHING

Phase 1: The organisation takes a series of logical, incremental
steps that were part of its plan to change ahead of the market and
develop a competitive advantage.

Phase 2: The rate of change in the market place speeds up, and the
firm’s incrementalist approach is not enough to maintain its
advantage, and it is left behind.

Phase 3: Faced with a stimulus for action, managers may seek to
extend the market for their business, but may assume that it will be
similar to their existing market, and therefore set about managing
the new venture in much the same way as they have been used to.

If this is not successful, strategy development is likely to go into a
state of flux, with no clear direction, further damaging performance.

Phase 4: Eventually transformational change is required if the
demise of the organisation is to be avoided.

Transformational change tends to occur when performance has
fallen off significantly, i.e. in times of crisis.
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Causes of strategic drift

The reasons for the drift can vary and can include rapid and unexpected
changes in the environment through the discovery of, say, new
technologies, the extent of drift can also be influenced by:

o cultural influences in maintaining strategic stability and sometimes
resisting strategic change

o the power structure within the organisation

o the effect of politics and the relative influence on the decision-
making of different individuals and groups.

These forces can work to create either a resistance to change or a lack of
focus on the changes occurring in the external environment (or
sometimes a lack of belief in the permanence of the changes in the
environment). The organisation becomes too slow to react and drifts

away from what the market wants.

Avoiding strategic drift

In order to avoid strategic drift it will be vital that an organisation

regularly assesses its environment (both in its current state and its
expected future state) for changes

has flexible systems for reacting to changes in its environment

breaks down barriers to change by having an organisational culture that
successfully copes with change

has a clear idea of its mission and objectives in order to understand where
it wants to be in the future and to guide strategic choices

has strong leaders who are willing and able to make changes to
organisational direction and strategy.

These are ideas that are explored in other chapters within this study text

40
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e Helps meet goals * Analysis: understand e (Continue to make
* Avoids drift position relative to the incremental changes

* Provides direction
Levels:
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e Business

e  Functional

KAPLAN PUBLISHING

environment

® Choice: choose a
strategy to close the
gap with the
environment

e Action: implement
strategic choices

* Environment has
changed
fundamentally

¢ Need transformation
to close the gap
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Test your understanding 1

(&) Health service

Strategic planning is vital. Hospitals are hugely expensive and take
years to plan and build and their provision must be closely aligned
with population trends and treatment advances. Training medical
staff is also a long-term process. If hospital and other health service
facilities are inadequate, many people will be adversely affected.

(b) A small building contractor

Relatively little long-term planning is needed. If the builder buys and
develops land, then some planning will be needed to ensure that land
and planning permission can be acquired. Otherwise, many builders
work from job to job using a high proportion of sub-contractors.

Test your understanding 2

(@) There will be very high costs involved, careful planning is needed to
ensure that the cheap flights do not cannibalise the expensive
service. This is a decision that would be made by the main board
and is a corporate level strategy.

(b) The nature of this decision is most likely to be a functional level
strategy. However, it will be important that the strategy is consistent
with whatever business level strategy is being followed. If the
company decide to offer a low level service as part of its business
level strategy, then it will be important that the recruitment of staff
supports this.

Test your understanding 3

Suggestions are:

Strategic position: likely demand. Some type of cost/benefit analysis to
show that the strategy is worthwhile. Safety of patients being treated in
less well-resourced environments. Acceptability to patients. Acceptability
to staff.

Strategic choices: which illnesses to treat? Where should the clinics be?
How should the clinics be staffed? Opening hours?

Strategic implementation: acquiring and fitting out clinics. Hiring and/or
transferring staff. Publicity, so that patients know where and when to go.
Liaison with general practitioners and the main hospitals.
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Upon completion of this chapter you will be able to:

assess the macro-environment of an organisation using
PESTEL

evaluate the sources of competition in an industry or sector
using Porter’s five forces framework

prepare scenarios reflecting different assumptions about the
future environment of an organisation

explore, using Porter’s diamond, the influence of national
competitiveness on the strategic position of an organisation

evaluate how external key drivers of change are likely to
affect the structure of a sector or a market.

evaluate the opportunities and threats posed by the
environment of an organisation

identify and evaluate an organisation's strategic capability,
threshold resources, threshold competences, unique
resources and core competences

discuss the contribution of organisational knowledge to the
strategic capability of an organisation

apply Porter's value chain to assist organisations to identify
value adding activities in order to create and sustain
competitive advantage

advise on the role and influence of value networks

identify and evaluate the strengths and weaknesses of an
organisation and formulate an appropriate SWOT analysis
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One of the PER performance objectives (PO3) is
that you contribute to the wider business strategy
of your organisation through your personal and
team objectives. You identify innovative ways to
improve organisational performance — which may
include making or recommending business
process changes and improvements. Working
though this chapter should help you understand
how to demonstrate that objective.

KAPLAN PUBLISHING



Chapter 3
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1 Introduction

This chapter explores some of the planning tools that can help to analyse an
organisation's environment and its position within that environment. In order to
avoid strategic drift and to ensure a proper fit with an organisation's
environment, strategic planners need to understand the environment and the
drivers for change that will come from it.

Q.g

The Strategic Business Leader exam set by the ACCA Examining Team
is a practical exam and unlike other exams will not test individual theories
or models in isolation or require for the these theories or models to be
quoted in answers to exam questions. However, understanding the
technical theories, models and knowledge is essential as these provide a
framework for students to help them approach the practical tasks that
they will need to complete in the Strategic Business Leader exam.

The use of models in the exam will be a judgement made by students
and is part of the ACCA Professional Skills for analysis and evaluation.
Students are advised to use models which they judge to be relevant for a
particular task or scenario to generate the scope of their answer.

There is not a prescriptive list of theories and models, however, the
textbook and kit focuses on the most relevant models which it considers
to be most relevant to the syllabus and to aid students in being
successful in Strategic Business Leader.
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m Internal and external analysis tools

There are a number of key tools that can be used to perform strategic
analysis. Key external analysis tools (i.e. those which look outside the
organisation and focus on the potential changes in its environment) are:

. PESTEL
° Porter's 5 forces
° Porter's diamond

This should provide an organisation with some factors to consider with
regard to where change in the environment may occur. To consider
whether the organisation will fit with the environment and its expected
changes some internal (company specific) analysis will be needed. Key
internal analysis tools are:

. Porter's value chain
o Strategic capabilities
° SWOT

2 The PESTEL model

The PESTEL model looks at the macroenvironment, using the following
headings:

o Political. The political environment includes taxation policy, government
stability and foreign trade regulations.

o Economic. The economic environment includes interest rates, inflation,
business cycles, unemployment, disposable income and energy
availability and cost.

o Social. The social/cultural environment includes population demographics,
social mobility, income distribution, lifestyle changes, attitudes to work and
leisure, levels of education and consumerism.

o Technological. The technological environment is influenced by
government spending on research, new discoveries and development,
government and industry focus of technological effort, speed of
technological transfer and rates of obsolescence.

o Ecological/environmental. The ecological environment, sometimes just
referred to as ‘the environment’, considers ways in which the organisation
can produce its goods or services with the minimum environmental
damage.

o Legal. The legal environment covers influences such as taxation,
employment law, monopoly legislation and environmental protection laws.

Overall, the model should allow a business to assess the growth prospects for
the industry within which the organisation operates.
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Further PESTEL examples

KAPLAN PUBLISHING

Social/cultural factors: include changes in tastes and lifestyles. They
may also include changes in the demographic make-up of a population.
For example in Western Europe people are living longer and in most
countries the birth rate is falling, leading to an ageing population. This
has obvious implications for the types of products and services which
businesses and other organisations may plan to offer. Typical questions
that need to be answered include:

o What are the current and emerging trends in lifestyles and fashion?

o What demographic trends will affect the size of the market or its
sub-markets?

o Does the trend represent opportunities or threats?

Legal/political factors: the addition or removal of legislative or
regulatory constraints can pose major strategic threats and opportunities.
The organisation needs to know:

o What changes in regulations are possible and what will their impact
be?

. What tax or other incentives are being developed that might affect
strategy?

Economic factors: include interest rates and exchange rates, as well as
the general state of the economy (e.g. entering or emerging from a
recession). The organisation needs to know what the economic prospects
and inflation rates are for the countries that it operates in and how will
they affect strategy.

Technological factors: may include changes in retailing methods (such
as direct selling via the Internet), changes in production methods (greater
use of automation), and greater integration between buyers and suppliers
via computer link-ups. The managers would need to know to what extent
the existing technologies are maturing and what technological
developments or trends are affecting or could affect the industry.

Environmental factors: include product stewardship, which considers all
raw materials, components and energy sources used in the product and
how more environmentally friendly substitutes could be used. They also
include ways in which product and product waste could be more
effectively recycled. Typical questions that need to be answered include:

o Are we adhering to the existing environmental legislation?

o Are there any new product opportunities that could be exploited that
would have a favourable environmental impact on the market?

o What impact will future environmental legislation have?
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Some of the PESTEL influences may affect every industry, but industries
will vary in how much they are affected. For example, an interest rate rise
is likely to affect a business selling cars (car purchase can be postponed)
more than it will affect a supermarket (food purchase cannot be
postponed). More detailed analysis of the environment and competitive
forces will be focused on specific industries.

Illustration — The PESTEL model

A newspaper is planning for the next five years. The following would be
some of the PESTEL factors it should consider:

Political influences: tax on newspapers — many countries treat
newspapers in the same way as books and have no sales tax (or
value added tax) on their sales price. If government policies on the
classification of newspapers were to change so that sales tax had to
be charged, then sales of newspapers are likely to fall.

Economic influences: exchange rates — most newspapers import
their raw materials (paper, pulp etc.) and therefore they will suffer
when their domestic currency weakens. Recession — in a recession
buyers might move down market, so that cheap tabloids benefit, and
more expensive broadsheets suffer. The opposite might apply as
the economy recovers.

Social influences: people want more up-to-date information —
buyers are less inclined to wait for news than they were 20/30 years
ago and may therefore switch to alternative sources of information.
More ethnicity in countries — the increased social mobility around
the world might actually open new avenues of growth for
newspapers through launching, for example, different language
versions.

Technological influences: there are many alternative sources of
information that are provided through technologies such as the
internet, mobile phones and television — this is likely to adversely
affect the sales of newspapers. At the same time, e-readers are
becoming more popular — this might present an opportunity for
newspapers to provide daily downloadable content to these devices.

Environmental/ecological influences: concern about the impact
of carbon emissions from the use and production of paper —
newspapers may be seen as being harmful to the environment due
to their use of natural resources, their high production volumes and
large distribution networks. Buyers might abandon newspapers in
favour of carbon neutral news via modern technologies.

Legal influences: limits on what can be published — this will make it
harder for newspapers to differentiate themselves from each other
and therefore harm growth prospects
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Overall, it would appear that growth prospects for newspapers are poor.
The industry is more likely to decline than to grow. Existing rivals need to
plan ahead for new products and new markets and perhaps focus on new
technologies such as the provision of news via e-readers.

Note that it does not matter under which category an influence has been
listed. Tax has economic, legal and political dimensions. All that matters
is that tax has been considered in the environmental scan.

Test your understanding 1

Carry out a PESTEL analysis on a supermarket business. Try to get at
least two items under each heading.

3 Porter’s five forces model

Porter looked at the structure of industries. In particular, he was interested in
assessing industry attractiveness, by which he meant how easy it would be to
make above average profits (for shareholders and to fund adequate
investment). He concluded that industry attractiveness depends on five factors

or forces:
Force Potential impact on attractiveness
Buyer power Powerful buyers can demand discounted prices
and extra services (which add costs to the organisation)
Supplier power Powerful suppliers can demand higher prices for

their product(s)

Competitive rivalry ~ High levels of competition can lead to price wars

and high expenditure on marketing and innovation

New entrants New entrants can increase the cost of resources as

Substi

well as increasing the power of other forces
tutes If an organisation has a lot of substitutes it will have

to keep its prices low to deter customers from moving to
these substitutes

As the forces become more powerful and prevalent the industry becomes less
attractive (and the margins within the industry are likely to decline). The

oppos

ite applies if the forces are weak or absent.

Test your understanding 2

Consider the factors that might make each of these forces more powerful
or weak.
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an

Porter's five forces

Bargaining power of buyers

Powerful customers can force price cuts and/or quality improvements.
Either way, margins are eroded. Bargaining power is high when a
combination of factors arises.

Such factors could include where:

o a buyer’s purchases are a high proportion of the supplier’s total
business or represent a high proportion of total trade in that market

o a buyer makes a low profit

o the quality of purchases is unimportant or delivery timing is
irrelevant, and prices will be forced down

. there are similar alternative products available from other suppliers.

Bargaining power of suppliers

The power of suppliers to charge higher prices will be influenced by the
following:

o the degree to which switching costs apply and substitutes are
available

o the presence of one or two dominant suppliers controlling prices

o the extent to which products offered have a uniqueness of brand,
technical performance or design not available elsewhere.

Competition/rivalry
Intensity of existing competition will depend on the following factors:

o Number and relative strength of competitors. The competition in a
market can range from perfect competition through to monopoly.

o Rate of growth. Where the market is expanding, competition is low
key.

o Where high fixed costs are involved companies will cut prices to
marginal cost levels to protect volume, and drive weaker
competitors out of the market.

o If buyers can switch easily between suppliers the competition is
keen.

o If the exit barrier (i.e. the cost incurred in leaving the market) is high,
companies will hang on until forced out, thereby increasing
competition and depressing profit.
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Threat of new entrants

New entrants into a market will bring extra capacity and intensify
competition. The threat from new entrants will depend upon the strength

of the barriers to entry and the likely response of existing competitors to a

new entrant. Barriers to entry are factors that make it difficult for a new
entrant to gain an initial foothold in a market. Major sources of barriers to
entry are:

Economies of scale, where the industry is one where unit costs
decline significantly as volume increases, such that a new entrant
will be unable to start on a comparable cost basis

Product differentiation, where established firms have good brand
image and customer loyalty. The costs of overcoming this can be
prohibitive.

Capital requirements, where the industry requires a heavy initial
investment (e.g. steel industry, rail transport).

Switching costs, i.e. one-off costs in moving from one supplier to
another (e.g. a garage chain switching car dealership).

Access to distribution channels may be restricted (e.g. for some
major toiletry brands in the UK 90% of sales go through 12 buying
points, i.e. chemist multiples and major retailers). It is therefore
difficult for a new toiletry product or manufacturer to gain shelf
space.

Cost advantages of existing producers, independent of
economies of scale, e.g. patents, special knowledge, favourable
access to suppliers, government subsidies.

Know-how. It is much more difficult to penetrate a business where
considerable know-how and skills are needed than to enter a
simple, basic market.

Regulation. Governments or professional bodies might supervise
and limit new entrants.

Threat of substitute products

This threat is across industries (e.g. rail travel versus bus travel versus
private car) or within an industry (e.g. long life milk as a substitute for
delivered fresh milk). Porter explains that ‘substitutes limit the potential
returns ... by placing a ceiling on the price which firms in the industry can
profitably charge’. The better the price-performance alternative offered by
substitutes, the more readily will customers switch.
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e.g

Consider the attractiveness of the industry for a builder of commercial
property:

Competitive rivalry

There are likely to be tens and perhaps hundreds of rival firms!
Within this, larger firms have some advantages

1 Greater bargaining power when purchasing prime development
sites.

Dealing with major customers.

Economies of scale (e.g. in using prefabrication building
techniques).

Pursuing planning applications.
Better able to offset risk.

Better able to use sophisticated techniques such as critical path
analysis need for larger developments.

7 More able to offer part-exchange deals to house buyers.
However, this must not be taken to extremes:

1  The individuality of each construction project limits economies of
scale — especially in respect to materials.

2 It is difficult for firms to differentiate their product - basically make
what the architect has designed.

3 Even small firms can benefit from learning effects.

Overall, this is likely to be a highly competitive market where price wars
and industry consolidation are common.

Threat of entry

There are likely to be low barriers to entry through low capital requirements
(equipment can be hired if necessary) and a potential high level of
available, skilled labour. Working capital may be an issue but progress
payments from buyers can be used to reduce this barrier. There are also
likely to be few legal barriers as no formal qualifications needed.

It will therefore be important to build a brand and a reputation (for
example, based on reliability, quality, workmanship and efficiency) to
ensure that a buyer chooses an existing builder over a new rival.
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Threat of substitutes

The main threat is second hand property available for rent or purchase.
There may be a lot of property available but high prices in some parts of
the country might make new property more attractive. (However this will
partly be offset by higher land prices in such areas). But as governments
continue to invest in regeneration initiatives there should still be a
demand for new buildings.

This factor is likely to be closely linked to the PESTEL model for example,
the threat will be highest when the economy is in decline, but it will be low
when demand for housing is increasing.

Power of suppliers

There are likely to be numerous suppliers of materials selling an
undifferentiated product. So suppliers should generally have low power
and large builders should be able to demand bulk discounts and to
achieve cost control.

Power of customers

Commercial buyers will have low switching costs, the product is
undifferentiated and buyers may themselves be experiencing low
profitability. This is likely to make them powerful and allow them to
demand lower prices for work done.

Overall opinion

It would appear that margins in this industry are likely to be low. It is very
competitive and buyers have lots of power (and lots of available
substitutes). Commercial builders will have to rely on a high volume of
work and will need to establish a reputation that ensures that buyers
choose them over rivals

ﬁ Test your understanding 3

Apply a five forces analysis to a company that does garden maintenance
for households — cutting grass, removing weeds, pruning shrubs, etc.

4  Scenario planning

PESTEL and 5 Forces analysis often focuses on the 'most likely’ potential future
market state. Scenario planning is therefore often employed by organisations in
order to force managers to think about other potential future market positions. In
scenario planning the key environmental factors are identified and the firm then
considers how these might change in the future. Plans are then considered for
each of these eventualities.
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m The number of scenarios to plan for

The most common approach to scenario planning is to create three
potential future scenarios:

o The most likely scenario — this reflects the majority of
managements’ expectations of the future possibilities for the market.

o The best case scenario — this reflects a position where the key
environmental factors move in a favourable direction for the
organisation (for example, if the product becomes fashionable, the
economy improves, competitors fail to react to changing technology
etc.).

o The worst case scenario — this reflects a position where the
environment turns against the organisation (for example, if there
were more entrants into the market or if the economy where to
suffer a period of recession).

The organisation can then evaluate how it might react to these changes.
Plans should be put in place for all potential scenarios. The organisation
should model how it would react to different scenarios and create key
performance indicators or key risk indicators that indicate whether one
scenario is becoming more likely than other expected scenarios.

However, many strategists suggest that having three alternatives, and in
particular a most likely scenario, can render this analysis meaningless.
They suggest that this will narrow managers’ focus to this most likely
scenario at the expense of the others. They therefore argue that it would
be better to have only two potential future scenarios rather than distorting
managers’ mind-sets with a ‘most likely’ scenario.

Also, the scenarios should be plausible alternatives rather than a
consideration of every potential eventuality that can be created by
managers. Scenarios are also likely to consider the culmination (and
interrelation) of changes in the environment rather than plan for each one
discreetly. For example, it may plan for a change which results in
legislation on imports coming together with problems in achieving
domestic supplier agreements occurring at the same time rather than
examining these separately if separate changes are unlikely to cause
business problems.

This approach is particularly useful in environments that are unpredictable or
which change quickly and in unexpected ways. But that is not to say that the
managers are aiming to predict the unpredictable. The aim here is to help
managers become more aware of what the key environmental factors are and
how they might influence the organisation in the future.
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Benefits and problems of scenario planning

The key benefit of scenario planning is that it makes managers aware of
what the key environmental factors for the organisation are. It also forces
managers to have warning signs in place for potential scenarios that may
cause problems for the organisation. Managers may also have created
contingency plans for coping with different scenarios so that the
organisation becomes more flexible at adapting to its environment. This
last advantage may in turn lead to a strategic competitive advantage in
the long term, especially in fast moving environments.

But scenario planning is time consuming and expensive to carry out.
Also, care should be taken to avoid thinking of these scenarios as
forecasts. These scenario plans should not be seen as a replacement for
budgeting and control systems. The aim is to force management to
consider and prepare for different scenarios, it is not to set these
scenarios as targets as many best case scenarios, for example, will be
unachievable and any target matched to this scenario is likely to be
unattainable and demotivational for managers.

Porter’s diamond

Porter tried to answer the following questions:

Why does a nation become the home base for successful international
competitors in an industry? Germany is renowned for car manufacture;
Japan is prominent in consumer electronics.

Why are firms based in a particular nation able to create and sustain
competitive advantage against the world’s best competitors in a particular
field?

Why is one country often the home of so many of an industry’s world
leaders?

Porter called the answers to these questions the determinants of national
competitive advantage. He suggested that there are four main factors which
determine national competitive advantage and expressed them in the form of a
diamond.
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m Further detail on Porter's diamond

(a) Favourable factor conditions:

(i) physical resources such as land, minerals and weather
(i) capital

(i) human resources such as skills, motivation, price and
industrial relations

(iv) knowledge that can be used effectively
(v) infrastructure.

Porter also found that countries with factor disadvantages were
forced to innovate to overcome these problems, e.g. Japanese firms
experienced high energy costs and were forced to develop energy
efficient products and processes that were subsequently demanded
worldwide.

(b) Demand conditions: there must be a strong home market demand
for the product or service. This determines how industries perceive
and respond to buyer needs and creates the pressure to innovate. A
compliant domestic market is a disadvantage because it does not
force the industry to become innovative and able to excel.

(c) Relating and supporting industries: the success of an industry can
be due to its suppliers and related industries. Sweden’s global
superiority in its pulp and paper industries is supported by a network
of related industries including packaging, chemicals, wood-
processing, conveyor systems and truck manufacture. Many of
these supporting industries have also achieved leading global
positions.

(d) Firm strategy, structure and rivalry: organisational goals can be
determined by ownership structure. Unquoted companies may have
slightly longer time horizons to operate in because their financial
performance is subject to much less scrutiny than quoted
companies. They may also have different ‘return on capital’
requirements.

Porter found that domestic competition was vital as a spur to
innovation and also enhanced global competitive advantage.
Conversely, where governments have encouraged mergers to get
the critical mass required to be a global player, these national
monopolies have not, on the whole, been successful in establishing
a global position.
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Starbucks, a large American cafe chain, has been very successful when
expanding overseas in areas such as Canada, Japan and the UK. To
some extent this can be attributed to the following:

Factor conditions: Starbucks were able to offer better-looking
premises, which were more attractive to customers as a place to
meet and mix than coffee shops previously established in these
countries.

Demand conditions: Starbucks had developed in a US market
where customers were very demanding. Each customer wanted a
bespoke/personal experience and Starbucks had to develop
systems to cope with this (such as allowing customers to choose
which bean to use, whether to use milk or cream, the size of the cup
etc.). This allowed the company to easily adapt to new tastes and
cultures in new overseas markets.

Structure and rivalry: existing suppliers in these new countries
were often small, local and undifferentiated. Starbucks were able to
offer a branded experience with economies of scale which kept
costs down. The skills it developed in achieving huge success in its
domestic market were exploited to the full in these new markets.

The result is that Vancouver and London now have more Starbucks per
person than New York.

However, Starbucks has been slow to expand into some markets such as
Germany and France (which are much larger than other markets such as
the UK and Japan).

This can be put down to:

Factor conditions: these countries have established cafe cultures
and consumers are already experiencing high quality environments
in some instances.

Demand conditions: consumers often have little diversity in their
tastes in these countries and there is less demand for bespoke
products. Existing domestic cafes have already developed systems
to cope with this when necessary.

Structure and rivalry: existing cafes have a built up reputation
and loyalty that Starbucks might struggle to overcome. Whereas
Starbucks is often seen as a differentiator in markets such as Japan
and the UK, it is likely to be perceived as a low cost alternative in
markets such as Germany and France.
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So Porter's diamond can be used to choose between overseas
destinations for expansion. It is important when choosing a country for
overseas expansion that the elements of the diamond are considered and
the chance of success assessed.

o Firm strategy, structure and rivalry: not much rivalry, so no
structural advantages.

o Although factor conditions provide the right environment and home
demand would be strong, the other elements of the diamond are
missing.

ﬁ Test your understanding 4

Apply Porter’s diamond to the US personal computer (PC) industry.

6  Environmental opportunities and threats

So far, this chapter has looked at a number of tools (or models) that can be
used to help to make sense of the environment. The results of these analyses
can be classified as either an:

o opportunity or a

o threat.

Once categorised as an opportunity or threat the influences first need to be:
o prioritised, e.g. some will be much more important than others.

Then the organisation has to decide how to:

o grab the best opportunities

o defend against the most serious threats.

There is absolutely no point in identifying opportunities and threats, but
doing nothing about them.
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Explanation of opportunities and threats

Opportunities are favourable conditions that usually arise from the
nature of changes in the external environment, e.g. new markets,
improved economic factors or a failure of competitors. Opportunities
provide the organisation with the potential to offer new or to develop
existing products, facilities or services.

Threats are the opposite of opportunities and also arise from external
developments. Examples include unfavourable changes in legislation, the
introduction of a radically new product by a competitor, political or
economic unrest, changing social conditions or the actions of a pressure
group. Threats can remove an organisation's competitive advantage or
change the industry in such a way that the organisation's product or
service is no longer valued. This can significantly hamper future growth
prospects for the organisation.

It may be a little simplistic to assume that blame can be apportioned
exclusively to the organisation’s environment when, in fact, weaknesses
in (say) the management team or the organisational structure may have
led to a compounding of the problems arising externally. Indeed,
throughout our analysis we must bear in mind the linkages between
issues and the possibility that it may have been a combination of various
internal and external factors that led to the problems being experienced.

[llustration of opportunities and threats
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Opportunities are favourable conditions that usually arise from the
following might represent some of the opportunities and threats identified
for a commercial television station.

Threats

Competing forms of
entertainment, e.g. video games,
programmes streamed on the
internet, podcasts.

Advertisers moving to more
efficient channels, e.g.
advertisements triggered by
internet search activity.

Opportunities

The internet, e.g. streaming
programmes as viewers want to
watch them.

Increased monitoring of which
programmes viewers watch.

Highly portable computers (the
equivalent of audio MP3 players)
on which programmes can be
watched.

Set of back catalogue material.

Public taste changes (eventually,
after the 25th series of a reality TV
programme, enthusiasm for reality
TV might wane).

Economic downturn reducing
advertising revenue.
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TV acquisition by people in Government imposing quality
developing economies, e.g. China standards.

and India have high rates of

economic growth. Purchasing a

TV company, if permitted in those

countries, could be a source of

long-term growth.

Many of these influences arise from PESTEL, but Porter’s five forces
and the other tools can be relevant also.

Remember, it doesn’t matter which model is used to identify an influence.
All that matters is that it has been identified.

a Test your understanding 5

Perform an opportunities and threats analysis on:
1  apassenger train service
2 a nuclear power station.

Once categorised as an opportunity or threat the influences first need to be:
o prioritised, e.g. some will be much more important than others.

Then the organisation has to decide how to:

o grab the best opportunities

o defend against the most serious threats

The ability to do this will come from an organisation's strengths and
weaknesses — these can be determined through internal analysis of the
organisation itself.

7  Strategic capabilities, resources and competences

Strategic capability is the adequacy and suitability of the resources and
competences an organisation needs if it is to survive and prosper.

Another way to look at CSFs is to examine an organisation's strategic
capabilities. If a business can obtain unique resources and core competences
this should lead to its success. This can be explained in the following table:
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Resources Competences
Threshold capabilities Threshold resources Threshold
. these are Example: any daily competences

necessary for any
organisation to
exist and compete
in an industry

o they are likely to
be common to
most rivals and
easily copied

o they will not lead
to success or
competitive
advantage.

newspaper has reporters,
editors, printing staff etc.

Example: every
consumer electronics
firm will have
capabilities in electrical
engineering.

Strategic Capabilities

. these are
particular to an
individual
business

o they will be hard
to copy

o they will be valued
by the customer
(CSF)

o they will lead to
competitive
advantage.

Unigue resources

Example: A particular
newspaper may be able to
stand out from its rivals if it
has an exclusive deal with
the country's top sportstar
who will write a daily
column on his/her sport.

Core Competences

Example: Sony believe
they have core
competences in design
and user-friendliness
that their rivals can't
match.

So as part of an internal analysis a business should look for any unique
resources that it may own or core competences that it has created. These
would be significant strengths to any business.
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an

More on strategic capabilities

Note that capability refers to resources and competences and their
relationship can be shown as:

Strategic
capability

.
ssssssssssssssssssfessssssssssnssssessssa
. .

Competences: the activities,
Resources processes and methods
through which an organisation

uses its resources effectively

Tangible: physical assets Intangible: non-physical
such as machinery, assets such as knowledge,
labour, finance knowhow, brand, reputation

Strategic capability can also be divided into threshold capabilities and
capabilities for competitive advantage.

o Threshold capabilities. These are the minimum capabilities needed
for the organisation to be able to compete in a given market. They
consist of threshold resources and threshold competences — the
resources and competences needed to meet customers’ minimum
requirements.

o Capabilities for competitive advantage. The capabilities that allow
an organisation to beat its competitors. These capabilities must
meet the needs and expectations of its customers. Unique
capabilities are not enough — they must be valued by the customers

Capabilities for

Threshold capabilities =
competitive advantage

Y

Threshold resources

Unique resources
Threshold competences q

Core com petences
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o Unique resources are those resources that create competitive
advantage and that others cannot imitate or obtain. Examples of
unique resources are:

- brand

—  situation, for example, near a source of raw material or a
source of cheap labour

—  sunk — competitors have to cover depreciation costs
—  right to use a patented process.

o Core competences are the activities, processes and methods
through which an organisation uses its resources effectively, in
ways that others cannot imitate or obtain. Examples of core
competences are:

—  sophisticated IT that, for example, enables complex and
accurate demand forecasting

— acorporate culture that fosters innovation

—  the ability to share and lever knowledge throughout the
organisation.

The Coca-Cola Corporation has, for many years, maintained a very
strong position in the soft drinks market. Consider its flagship product,
Coca-Cola. This has largely survived competition from supermarkets’
own-label colas. There is no great secret in how to make a reasonable
imitation (though purists would maintain the imitations are not as good)
and the resources needed are not demanding. The own-label colas sell at
much lower prices, so high-volume production resources, capable of
producing flavoured carbonated water do not seem to be important in
keeping production prices down. So how has Coca-Cola managed to
keep its dominant position?

It has been argued above that physical resources do not seem to be
important. Therefore, the answer must lie in non-physical resources (such
as a very powerful brand) and core competences. The core competences
lie in managing the brand by producing memorable global advertising,
global recognition, careful sponsorship, responding to customer
requirements (diet/light products).
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Test your understanding 6

Manchester United Football Club are one of the biggest sporting
institutions in the world. Recent research has shown that they have over
600 million fans across the world, they hold a record number of English
championships and have been crowned the best team in Europe many
times. They are the most valued sporting franchise in the world
(according to Forbes magazine in 2017) at over $3.5 billion and have
shown revenue growth year on year for at least a decade.

Consider the strategic capabilities that contribute to the success of the
football club.

Critical success factors

An important strength for any organisation will be the achievement of
critical success factors. This should allow the organisation to cope better
than rivals with any changes in its competitive environment.

What are critical success factors?

Critical success factors (CSFs) are the essential areas of the business
that must be performed well if the mission, objectives and goals of the
business are to be achieved.

Critical success factors (CSFs) are performance requirements that are
fundamental to an organisation’s success. In this context CSFs should
thus be viewed as those product features that are particularly valued by
customers. This is where the organisation must outperform competition.

Examples of CSFs for major industries include:

o in the automobile industry — styling, an efficient dealer network,
organisation, performance

o in the food processing industry — new product development, good
distribution channels, health aspects (e.g. low fat)

o in the life insurance industry — reputation, innovative new policies

o in the supermarket industry — the right product mix available in each
store, having it actually available on the shelves, pricing it correctly.

Note: CSFs and competences are different. CSFs are what an
organisation needs to be good at, while competences focus on what an
organisation is good at. Strategies need to focus on maximising the
correlation between the two
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Organisational knowledge as a strategic capability
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Knowledge is a strategic capability. An organisation’s knowledge of its
environment (such as expected technological changes, changes in
substitute availability etc.) can make it stand out from rivals. It can be
more proactive towards its environment and also be in a position to react
quicker to environmental changes when necessary.

Johnson, Scholes and Whittington define organisational knowledge as:

‘the collective experience accumulated through systems, routines
and activities of sharing across the organisation.’

Resources (such as staff skills, assets etc.) can be purchased but
capabilities must be developed and grown. Organisations therefore need
to work on this. It is not automatic and problems that are discovered too
late can be difficult to rectify.

Organisational knowledge is cumulative in nature. It will be built up over
time from past experience and actions. But it does not simply follow a
learning curve effect (otherwise organisations of a similar ‘mass’ or
history would have similar organisational knowledge — which is not often
the case). Organisational knowledge can also be added to and improved.
Environmental analysis, staff development, process improvement,
organisational structure etc. (many of these areas are covered later in the
syllabus) can all impact on and improve organisational knowledge.

Organisations must recognise that successful development of
organisational knowledge can be a critical success factor. A key part of
this can be knowledge management.

Knowledge management involves the processes of:
. uncovering, or discovering, knowledge

o capturing knowledge

o sharing knowledge

o distributing knowledge

o levering knowledge

o maintaining knowledge.
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The growing importance of knowledge management

Knowledge management has become an important part of gaining and
maintaining competitive advantage. Reasons for this are as follows.

o Both business and not-for-profit organisations are more complex
than they were previously, so there is more knowledge to manage.
For example, there are many more government regulations that
have to be followed for health and safety. The government sets
many more targets to monitor the performance of hospitals and
schools.

o The environment, technology, competitors and markets are
changing rapidly. Look at the pace of change in the
broadcast/internet industry.

o The move from manufacturing to service industries means that a
greater proportion of an organisation’s knowledge is likely to be
tacit. It is relatively easy to formally specify a product, but harder to
specify everything that should happen in the successful delivery of a
service.

o iGN cans that, unless captured and recorded,

valuable knowledge can be lost as staff move on.

ﬁ Test your understanding 7

A barrier to knowledge management is that many people believe that
keeping knowledge secret gives them unique power. Knowledge
management, however, requires that knowledge is uncovered and
shared.

What arguments could be used to encourage individuals freely to give up
and share knowledge?

8 Value chain analysis

A key strength for any organisation will come from its competitive advantage.
Porter suggests that competitive advantage means that an organisation can
beat its rivals by either offering goods and services at'a lower cost, or by being
different (which means being perceived by the customer as better or more
relevant) and by charging a premium for this difference. Success, both now and
in the future, for an organisation will therefore often depend on the strength (or
weakness) of its competitive advantage.

The best way to assess whether an organisation has achieved a competitive
advantage is by examining its value chain.
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The value chain

Porter developed the value chain to help identify which activities within the firm
were contributing to a competitive advantage and which were not.

The approach involves breaking down the firm into five ‘primary’ and four
‘support’ activities, and then looking at each to see if they give a cost advantage
or quality advantage.

Support or
secondary
value
activities

Porter’s value chain

Firm infrastructure \

Human resource management \

Technology development \

Procurement \

Inbound
logistics

Operations

Outbound
logistics

Marketing
and sales

Service

Y
Primary value activities

Explanation of the value chain activities
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Primary activities:

Inbound logistics — receiving, storing and handling raw material
inputs. For example, a just-in-time stock system could give a cost
advantage.

Operations — transformation of the raw materials into finished goods
and services. For example, using skilled craftsmen could give a
quality advantage.

Outbound logistics — storing, distributing and delivering finished
goods to customers. For example, outsourcing delivering could give
a cost advantage.

Marketing and sales — for example, sponsorship of a sports celebrity
could enhance the image of the product.

Service — all activities that occur after the point of sale, such as
installation, training and repair, e.g. Marks & Spencer’s friendly
approach to returns gives it a perceived quality advantage.
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Secondary activities:

Firm infrastructure — how the firm is organised. For example,
centralised buying could result in cost savings due to bulk discounts.

Technology development — how the firm uses technology. For
example, the latest computer-controlled machinery gives greater
flexibility to tailor products to individual customer specifications.

Human resources development — how people contribute to
competitive advantage. For example, employing expert buyers could
enable a supermarket to purchase better wines than competitors.

Procurement — purchasing, but not just limited to materials. For
example, buying a building out of town could give a cost advantage
over high street competitors.

All organisations in a particular industry will have a similar value chain,
which will include activities such as:

obtaining raw materials

designing products

building manufacturing facilities
developing co-operative agreements

providing customer service.

It is vital that the linkages between the different elements of a value chain
are considered. Firstly this is to ensure consistency — for example, a
differentiator will want to ensure that any cost advantages within the
value chain do not compromise overall quality. Secondly it may be that
through linking separate activities more effectively than competitors, a
firm can gain a competitive advantage.

Apply the value chaininascenario

To gain a competitive advantage over its rivals a company must either:

o perform value creation functions at a lower cost than its rivals, or

o perform them in a way that leads to differentiation and a premium price.
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The value chain is a way of explaining and examining how and why an
organisation has a competitive advantage. The value chain will differ
depending on how the organisation chooses to compete.

For example, a manufacturing organisation that aims to beat rivals on
price will need to keep its costs low. Therefore, in its primary activities it
might have operations that have little flexibility and are geared towards
bulk production. It is also likely to minimise the level of after-sales service
provided. In support activities it might use low skilled labour, high levels
of technology and have bulk procurement agreements with suppliers.

An organisation in the same industry which is looking to compete at the
top end of the market might have operations that are more focused on
producing a higher quality product with more variety and offer a more
extensive service with, say, free installations and money back
guarantees. In support activities it might use higher skilled labour and a
wider range of quality suppliers. Note: as will be seen later in this chapter,
these types of organisations are usually referred to as differentiators.

The competitive advantage will permeate all elements of the value chain:

Nature of Low cost, low selling High end
competitive price (differentiator)
strategy:

Primary

activities

Inbound logistics

Standardised
components and
materials with little
customisation

Premium materials

Selective sourcing

Bulk delivery and careful
management of delivery
loads

Minimal packaging

Operations Bulk production Flexible production
Focus on efficiency Focus on quality
High levels of Facilitation of
standardisation customisation
Outbound Few outlets used Use of premium
logistics distributors and retailers

Flexible (possibly free)
delivery

Premium packaging
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Marketing Minimal levels of High levels of promotion
and sales marketing
Lots of market research
Sales focus is on
quantity High levels of customer
management and
Standardised personalisation
Service Very little Extensive
Support
activities
HRM Use low skilled staff Use higher skilled staff
Reduced training and Encourage staff
staff development development
See staff as a key
resource
TD Use e-procurement to Less use of technology in
reduce costs of operations
procurement
Greater use of
High use of technology | téchnology in marketing
to improve efficiencies | In sales to facilitate high
and cut costs promotion levels
High R&D
Regular process redesign
Procurement Seek out cheapest and | Seek premium suppliers
most efficient supplies
Use outsourcing when it
reduces costs
Infrastructure Functional structure Flexible structures

Many centralised
services

A more global approach

Produce in cheapest
locations

Small span of authority
Tall structures

National independence
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Note: These are simply examples to illustrate how companies with
different competitive strategies will have different value chains. It does
not mean that all low cost manufacturers or differentiators will have the
characteristics illustrated above.

In an exam situation you might use Porter’s value chain analysis to decide
how individual activities might be changed to reduce costs of operation or
to improve the value of the organisation’s offerings.

Test your understanding 8

Nicole has inherited a restaurant from her uncle. The restaurant had been
underperforming and was closed six months ago. Nicole wants to begin a
new restaurant in the premises, with a new name and a new cuisine.

She has performed some market research in the area and determined
that there is a demand for a restaurant offering Mediterranean cuisine.
There is little local competition for such cuisine but there are many other
local restaurants offering a wide range of cuisines.

Nicole has decided to follow a differentiation strategy for her restaurant
and to charge premium prices.

Required:

Consider how the activities in a value chain for the proposed restaurant
could be used to create such a competitive position.

Professional skill:

lllustrate analysis skills in considering the restaurant's competitive

advantage.

Value chain analysis

Value chain analysis looks at each of the processes that make up the
chain of activity and:

o rates how important it is in a given company’s production or service
activity

o rates how the company compares to its competitors

o helps to decide how individual activities might be changed to reduce
costs of operation

o helps to improve the value of the organisation’s offerings.
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Value networks

The organisation’s value chain does not exist in isolation. There will be direct
links between the inbound logistics of the firm and the outbound logistics of its
suppliers, for example. An understanding of the value system and how the
organisation’s value chain fits in to it will therefore aid in the strategic planning
process.

m lllustration of value chain analysis

A value network is a web of relationships that generates economic value
and other benefits through complex dynamic exchanges between two or
more individuals, groups or organisations.

/" Distributor/retailer
%> %> s %

Organisation’s Buyer
value chains value chains

Supplier
value chains

o Tangible value exchanges — involve all exchanges of goods,
services or revenue, including all transactions involving contracts
and invoices, return receipt of orders, request for proposals,
confirmations or payment.

o Intangible knowledge exchanges — include strategic information,
planning knowledge, process knowledge, technical know-how,
collaborative design, policy development, etc.

[llustration

Amazon, for example, not only revolutionised the business model for
selling books, but also formed an entire new value network of suppliers
and buyers that redefined the value chain for acquiring books and music.
Replacing the retail bookstore with a website and the ‘over the counter’
delivery process with FedEx and UPS delivery created a new value
network that delivered customer convenience and an entirely different
and lower-cost business model.
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9 SWOT analysis

Strengths, weaknesses, opportunities and threats

A SWOT analysis can be used as an analysis tool in its own right or can be
used as a summary sheet on which other results can be placed.

-
ssesssssssssssenssnssssbosssnnssnnssnnssnnsnnss
- .

Internal - strengths External - opportunities

and weaknesses: resources and threats: environment,
and capabilities. industry structure.

o Strengths and weaknesses relate to resources and capabilities: what is
the organisation good at? What is it poor at? Where are resources in short
supply? Where are resources excellent? Ultimately, strengths and
weaknesses determine an organisation's ability to cope with the expected
changes, opportunities and threats that will be occurring in its
environment.

. Opportunities and threats relate to external factors: what will the effect on
the organisation be of economic changes? Can the organisation make use
of new technologies? Are new entrants likely to enter the market place?
Can a powerful customer dictate terms?

ﬂ The examination will feature scenarios detailing the history and current
position of an organisation and possible future states. Candidates will
probably have to analyse the organisation’s strategic position, i.e. to carry
out a corporate appraisal. It is possible to arrive at a reasonable analysis
merely by producing a SWOT analysis, but it is likely to be more
productive and impressive to use one or more of the other analysis tools,
such as PESTEL, to help generate ideas for the SWOT analysis.

Using a SWOT analysis

The first step is to rank in order of importance the findings of the SWOT
analysis.

o Strengths that match no opportunity are of little use without an opportunity.

o A distinctive competence is a strength that can be exploited.
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Strategies can be developed which:

convert threats into opportunities

match strengths with opportunities.

These are discussed in later chapters.

e.g

neutralise weaknesses or convert them into strengths

Consider the following SWOT for a small advertising agency:

It has 12 staff — 4 of whom are joint owners. It has a strong client base
across many industries such as healthcare, training, publishing, sports
and financial institutions. However, it has never taken working capital
management and the financial side of the business seriously — even to
the extent that it can never be sure that clients are being billed properly. It
now has a chance to bid for a new large, national contract from a major

company.

It's overall SWOT looks as follows:

Strengths

Weaknesses

well diversified client portfolio
strong management team
profitable

listed on a stock exchange
low gearing

award winners

differentiated, personal
service

established 60 years ago

high work-in-progress levels
high levels of receivables

poor control of time
allocation to clients

limited access to debt
finance

reached overdraft limit

lacks ability to service very
large clients

40% of turnover from two
clients

Recent complaint about tone
of an advert
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Opportunities Threats

. tender for a major contract o recession putting downward

pressure on volume and

. expand overseas .

prices

o launch an internet marketing
. : o loss of bank support

advisory service

. o loss of a major client

. buy a rival

o customers moving to e-

o move into film production .
marketing

o loss of key staff

o takeover by a rival

In an exam scenario, generating the SWOT should be relatively
straightforward and all the necessary information would be provided in
the scenario. This stage is unlikely to score many marks and is probably
best considered as part of the planning phase of your answer.

Your task as a student is to then analyse this SWOT. This means we
need to explain the importance of issues, prioritise them, spot linkages
between them and consider implications for the business.

All of the issues generated by the SWOT are good, relevant points that
can be explored in an exam answer. However, in an exam scenario you
are unlikely to have enough time to discuss all of these. Therefore, we
need to choose a selection of issues under each heading and focus on
analysing these. The choice of issues to analyse is not greatly important,
but you should try to focus on the more important ones.

From a time management point of view, it is important that you set
yourself a deadline for these questions based on the marks available. It is
very unlikely that you will be able to analyse every point in the SWOT in
the time available to you.

Let's consider an analysis of the key strengths from the above SWOT:

Analysis of key strengths

A key strength of the company is that it has a wide portfolio of clients.
The company will therefore not be reliant on one industry group for its
revenue. This is likely to mean that if one industry type cuts back on
advertising or moves to another form of marketing, the company will be
able to continue to rely on other industries for income.

The company has won marketing awards. This is likely to attract potential
customers to the company. It may also mean that existing customers
remain loyal and resist switching to the company's rivals.

As a listed business the company may be able to raise external equity
finance on the market. This may allow it to fund new strategies and
partake in the opportunities that have been identified.
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a Test your understanding 9

Continuing on from the SWOT in the illustration just considered, analyse
the weaknesses, opportunities and threats to the company.

Professional skill:

lllustrate analysis skills in considering the advertising agency's strategic
position.

An organisation's SWOT analysis is likely to drive the need for change within
the organisation. A lack of fit between the current strategic position and the
organisation's environment will mean, for example, that new strategies will be
required in order to avoid any further strategic drift.

m Other key drivers of change

Much of this syllabus considers the changes that may be necessary or
undertaken by a business. Examples of the key drivers of change are as
follows:

o The change may come as a reaction to competitor actions or as a
new deliberate change of competitive strategy.

o The change may be driven by changes in the organisation’s
environment (such as from the availability of new technology,
changes in regulation or changes in taste and fashion that were
covered in the PESTEL model). Often change is customer-led
through changes in demographics or definitions of value.

o There may be internal drivers of change from a change in culture
changes in organisational missions and goals, from redesigned and
improved processes etc. Many of these topics are covered
elsewhere in this text.

o The change may be market-led. Markets are becoming more global
and organisations are having to create global strategies which are
themselves driving changes within organisations. Declining barriers
to international trade mean that many organisations are producing
and selling in many more countries than they have in the past.
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These changes may have a number of impacts on the organisation:

o The market sector is likely to change as rivals change and some
rivals leave the sector and new rivals enter the sector.
Collaborations between organisations may be necessary and the
sector may even split into smaller strategic groups.

o Organisational structure will need to change as part of an overall
change in the culture of the organisation.

o A new organisational mission and set of objectives may need to be
considered.

o New monitoring and control tools will be needed to ensure strategic
fit with the changing environment as well as fit with the
organisational mission.

o Organisations may have to become more flexible and adaptable in
order to be better prepared for further changes in the future.

These changes will also be explored across the syllabus/text.
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10 Chapter summary

External analysis
r : X 7 . \ [ - \
PESTEL 5 Forces Diamond
e Uncontrollable, e Examines market e Used when assessing
environmental attractiveness overseas markets
factors e Focuseson e Compares current
* Provides influences on position to rivals in
implications for L margins J L new market )
growth
—
Internal analysis
# i N\ 7 - N\ - %
Capabilities Value chain SWOoT
e Unique resources or * Examines the source e Pulls together internal
competences of competitive and external analysis
e Valued by customers advantage e Examines the overall
and hard to copy e Splits business into strategic position
primary and support | \——————————
activities
e _

KAPLAN PUBLISHING



Chapter 3

Test your understanding answers

Test your understanding 1

Here are our suggestions. You might have other valid ones.

Political influences: planning policy on large out-of-town sites,
competition policy.

Economic influences: unemployment rate, interest rates, taxation.

Social influences: changes in population sizes, changes in consumer
taste (for example, possibly more health conscious).

Technological influences: the internet (internet ordering), sophisticated
Just-In-Time systems, food packaging technology.

Environmental/ecological influences: use of land for building,
sustainable resources, packaging, animal welfare.

Legal influences: health and safety regulations, consumer legislation,
food packaging regulations, inclusion of additives in food.

Test your understanding 2

No answer provided. The factors are considered in the expandable text
which follows the Test Your Understanding question.

Test your understanding 3

A garden maintenance company

Threat of entry: high. Only modest amounts of capital and know-how are
needed. No regulations, hard to differentiate, and limited scope for
economies of scale.

Threat of substitute products: low, except for householders who opt for a
very low-maintenance garden and for customers who choose to look after
their own gardens.

Bargaining power of customers: low. There will be many small customers
so individual bargaining power will be low. Quality is perhaps not a vital
component of the service.

Bargaining power of suppliers: low. The supplies needed are widely
available.

Competition: high. The business is very easy to get into. There are
negligible switching costs.
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Test your understanding 4

Factor conditions: large population of well-trained engineers.

Demand conditions: large population of individuals and businesses who

need or want PCs.

Related and supporting industries: many component manufacturers

close by; large and well-endowed universities.

Firm strategy, structure and rivalry: an entrepreneurial economy

allowed many startups and the best survive the intense rivalry.

Test your understanding 5

1 A passenger train service
Threats

— losing the franchise or right to operate the service (if the

service is provided by a private company)
- underinvestment in the network infrastructure
— terrorism

— increased affluence in some countries leading to less use of

trains as people acquire cars
—  competing services.
Opportunities

— increasing cost of petrol making cars more expensive to run

— environmental concerns and regulation

—  building customer loyalty, e.g. perhaps a scheme similar to air

miles
— innovative fares for different market segments

—  new routes which are very expensive to develop but once

established might be barriers to entry of competitors

—  new technology, e.g. magnetic levitation; generally reduced

journey times.
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2

A nuclear power station

Threats

environmental concerns about the nuclear industry
terrorism

theft of nuclear material

accidental release of radioactive material

alternative energy sources (e.g. biotechnology might provide a
very efficient way of creating fuel from sunlight)

global warming, e.g. less fuel needed to heat homes and
offices.

Opportunities

political risks associated with reliance upon Middle Eastern
and Russian supplies of fossil fuels

environmental concerns about greenhouse gas emission from
fossil fuel use

global warming, e.g. more fuel needed to cool homes and
offices

growing world demand for power

new technology to deal safely, and permanently, with
radioactive waste.

Test your understanding 6
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All football clubs will need to certain types of resources such as:

players

a stadium

a manager

a fan base

finances.

They will also need certain competences such as:

tactical knowledge

training methods

youth development

ability to attract sponsors.
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For Manchester United to be successful they must therefore develop
these in ways which are unique, valued by customers and difficult to
copy. Some of the ways that Manchester United have achieved this are:

Resources

Manchester United have a bigger fan base than any other sporting
franchise in the world. This allows them to garner more merchandising
revenue than any other franchise and also to attract better deals from
Sponsors.

Manchester United have the biggest stadium in England (and one of the
biggest in Europe). This allows them to maximise match day revenue and
be one of the leaders from this source of income in Europe.

Competences

Manchester United are the leader in acquiring and interacting with fans
on social networks — they have over 65 million fans on Facebook alone.
This skill allows them to keep fans informed of new product offerings as
well as sell events and broaden the club's brand image.

Manchester United were one of the first clubs in the world to obtain
sponsorship for their training equipment. In 2013, AON agreed to pay the
club around $20 million per season for the right to rename Manchester
United's training complex — something that no other club had even
considered as a marketable asset. The ability to attract such
sponsorships is one of the things that makes the club stand out.

Manchester United seem to have a unique ability amongst the elite teams
in England in developing youth players for the first team. For example,
when Manchester United were crowned champions of Europe in 2008, 5
members of their cup final squad had come through the club's ranks as
youngsters. By contrast, opponents Chelsea, another English club, didn't
have any players in their cup final squad that had come through the club's
youth ranks. This allows Manchester United to keep a local tradition,
garner fan loyalty and reduce team development costs.

There are many other strategic capabilities at Manchester United but
these examples should highlight some of the reasons why an
organisation can be successful. It is not simply about having resources
and competences that are necessary for existence in the industry, it is
about developing and acquiring ones which can lead to competitive
advantage. As can be seen in Manchester United's example, no one
resource or capability might be the unique strategic capability of the club.
But when they are put together, success becomes much more likely.

KAPLAN PUBLISHING




Chapter 3

Test your understanding 7

The following arguments could be used to encourage individuals to share
knowledge.

o If everyone shares their knowledge, each person should gain more
than they give up.

OT©

o Organisations are often so complex that it is rare that one person
can achieve much alone. Teamwork and sharing knowledge is the
best way of assuring a safe future.

o Knowledge is perishable — and increasingly so as the pace of
change increases. If knowledge is not used quickly it is wasted. If
knowledge is not shared the chances are that it becomes worthless
before it can be used.

o Knowledge management is vital to the success of many businesses.

If an organisation uses knowledge creatively the chances are that it
will beat an organisation with poor knowledge management.
Organisations compete with rivals; people within organisations
should not be competing with each other at the organisation’s
expense.
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Test your understanding 8

A differentiation strategy for a restaurant will be about creating a premium
dining experience which allows the restaurant to charge premium prices.
The strategy should be reflected in all of the primary activities of the
supply chain and be supported by a differentiated approach to support
activities.

Primary activities

Inbound logistics could be differentiated by the use of local, high quality
produce for ingredients. This is likely to add costs and possibly bring
diseconomies of scale, but it could be attractive to customers who want to
know where their food has come from and who demand fresh ingredients.

Operations will concern the cooking and presentation of the food. Food
should follow traditional Mediterranean recipes, be cooked on the
premises and be cooked to the highest standard. It should be presented
in surroundings that are upmarket, with a high investment in premium
fixtures and fittings, expensive cutlery and tableware and well spaced
furniture.

Outbound logistics will consider the delivery of the food to tables. This
should be efficient, staff should be pleasant and tables should only be
served when all meals are ready.

Marketing should highlight the premium location and surroundings as well
as the high quality cooking and presentation of meals. The restaurant
should seek out positive reviews from local press. The menu should be
kept simple and seasonal, and the restaurant could consider offering both
an a la carte and fixed price option. A fixed price could be available as a
business lunch option which might spread awareness and create some
repeat business. Customers should have the opportunity to book tables in
advance, either by phone or via the internet.

The service could be enhanced by the use of a sommelier who could
recommend wines to match particular dishes. Waiters should be
knowledgeable about both the menu and the source of ingredients. The
restaurant should also offer a cloakroom service and parking and/or taxi
ordering services.

Support activities

From a human resource perspective, an experienced, and ideally award
winning, chef should be used to ensure food is cooked to the highest
standard. Staff should be trained in the highest levels of service and
uniforms provided that are clean and ironed. Ideally, both the chef and
the staff should have Mediterranean backgrounds in order to support the
focus and marketing of the restaurant's cuisine.
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Procurement of produce should happen locally and a dedicated
responsibility should be created for vetting suppliers. Suppliers should be
carefully assessed and regular audits carried out. The restaurant should
look to grow many of its ingredients itself if possible in order to ensure
that ingredients are as fresh as possible.

Technology can be simple in the restaurant. There may be advanced
cooking equipment required in order to create some dishes, but sales
technology can be bought off-the-shelf and electronic procurement can
be kept to a minimum due to the need to vet suppliers and maintain
supplier flexibility.

The restaurant should be supported by an infrastructure that allows for
different responsibilities to be performed efficiently. Separate roles should
be created for procuring marketing, supplier vetting, staff training and
appraisal etc. Some power should be decentralised so that, for example,
the chef can determine the menu and ingredients and the sommelier can
influence the wines purchased.

Professional skill:

The key analysis skill will be in linking the information to the competitive
position. The aim here is not to come to one, definitive solution. Instead
it is testing your understanding of the elements of the value chain. You
may have very different ideas to those suggested in the solution but it
Is important that you have considered all of the activities in the value
chain and that you have considered ways that these activities can be
used to stand out from the activities of rivals. You are not looking for
ways to cut costs — that would be a very different type of competitive

strategy and the activities are likely to look very different.
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Test your understanding 9

Analysis of key weaknesses

Having high levels of work-in-progress and receivables will tie up a lot of
cash. This will limit the company's ability to finance new opportunities.

This issue is made more important by the fact that the company is
nearing its overdraft limit. Not only will this limit the company's ability to
take on new work and expand the business, but it might even put the
company's entire existence at risk.

The company is also reliant on only two clients for 40% of its revenue. If
one of these clients were to leave the company then, again, going
concern could become an issue. It will be important that the business can
expand its client base in order to reduce the reliance on these clients.

Analysis of key opportunities

There is an opportunity to tender for a major new client. This would
reduce the reliance on existing powerful clients. However, it is likely to put
further short-term pressure on work-in-progress and the overdraft and the
company also needs to consider whether it has the resources and skills
to meet the needs of a large client.

The company could start to offer e-marketing services to clients. This
would allow them to ‘follow the customer' and meet their needs. It would
need an investment in acquiring the skills and resources to provide this
service, however.

A move into film production would be a move towards backward
integration. It might give the company control over a key cost and a key
resource. But it is likely that this might restrict the company's ability to
move into other areas and customers may no longer desire filmed adverts
as a source of marketing.

Analysis of threats

In a recession customers are likely to cut back on discretionary
expenditure such as marketing. They may also move ‘downmarket’ to
lower cost rivals and move away from differentiated services on the basis
of price.

Loss of key staff would be a major threat as staff are likely to be a key
asset for the business. It will be important to tie-in staff through loyalty
bonuses and strong reward schemes, as well as putting in protection
clauses to contracts to stop them taking clients with them when they
leave.

If customers move to e-marketing avenues and the company does not
follow them it is likely to experience a steady decline in revenue. It will be
important to make this switch in line with its environment and offer this
service to customers.
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Overall

The company is in a position where it needs to adapt to its changing
environment. Its first priority needs to be to sort out its financial position
and obtain the finance to secure its viability and to finance new
opportunities. It then needs to consider offering e-marketing services to
clients.

Professional skill:

Note how the points in the SWOT are not just regurgitated in the
analysis. Instead, a further sentence or two is added to explain the
relevance to the company, the importance of the issue, the implications
for the future, links to other areas of the SWOT, etc. This is how we
achieve the professional skills marks for analysis. It is acceptable to
analyse these points in other ways and to write a very different answer.
The examiner will be as concerned with your style and approach as he
is with your content. They key to success will be to ensure that you are
not simply regurgitating points.
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Upon completion of this chapter you will be able to:

. assess organisation performance and position using
appropriate performance management techniques, key
performance indicators (KPIs) and ratios

. apply the Baldrige model for world class organisations to
achieve and maintain business performance excellence

Two of the PER performance objectives (PO3)

and (PO13) are that you contribute to the wider
o business strategy of your organisation through
your personal and team objectives. You identify
innovative ways to improve organisational
performance and plan business activities and
control performance, making recommendations
for improvement. Working though this chapter
should help you understand how to demonstrate
these objectives.

PER
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1  Quantitative analysis

It is very likely in the exam that the examiner will provide tables and data
in order to provide some of the information that is needed in order to
properly perform the strategic analysis (both external and internal). It will
be vital that students can both interpret and use this information in their
answers.

This information might be provided using various methods and some of
the key methods will be:

Tables of data

In order to reduce the amount of text in a scenario the examiner will often
provide tables of data to provide part of the story. It will be important that a

ﬁ Test your understanding 1

The following data is given for sales of cinema tickets in a large country
over the last two years.

Company 20X7 Sales ($bn) 20X8 Sales ($bn)
A 2.0 2.0

B 1.8 2.0

C 2.2 2.1

D 2.1 1.9
Others 1.6 1.7

Total industry sales 9.7 9.7
Required:

Analyse the competitive nature of the cinema industry in this country.

Professional skill:

lllustrate analysis skills in investigating the competitive nature of the
cinema industry
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Financial statements

The examiner might provide sets of financial statements and a student must use
these to pull out the key messages and issues. There will be some important
technique points to this:

o choose three or four key ratios
o there is no need to illustrate the formula or the calculation
o only one comparator should be needed

o focus on the cause of any changes and what this might tell us about the
organisation's position

m Explanation of the financial statement analysis technique

»  choose three or four key ratios

The aim is to try to pick some ratios that best tell the organisation's
"story". Key ratios might be its sales growth (which can be linked to the
PESTEL), its margins (which can be linked to the 5 forces model), and its
gearing (which will give an idea of the organisation's risk profile and its
ability to raise finance for future opportunities).

Ratio analysis has already been examined at the fundamentals level and
we are not trying to show how well we can calculate ten or twelve
different ratios. A ratio should not be included if it adds nothing to the
story (for example, there is little point in calculating receivable days if it
has not changed during the year and the business does not have a
problem with debt collection).

. there is no need to illustrate the formula or the calculation

This has been examined at the fundamentals level and would only waste
time at this level. There is also no need to explain what the ratio means
(for example, comments such as "The gross profit percentage shows how
much'profitthe business'makes per$lof turnover" are unlikely to gain any
marks).

o only one comparator should be needed

The examiner will often providefouriorfive years” worth of financial
statements. However, in order tolgetitorthe'key messages for the
company's story we do not need to calculate the'ratios for every year.
Normally we simply need to compare this year's results with last years, or
occasionally this year's results to the first year's results if we're assessing
how performance has changed over time.
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o focus on the cause of any changes and what this might tell us about
the organisation's position

The key to gaining any marks will be to analyse the data that has been
calculated (simply performing the calculation and not discussing it will not
achieve all'of the'marksithat'areravailable). So we need to explain why a
ratiothas changed (for example, is it dueto'changes inthe externalor
internal environment) and what these changes mean for the business (for
example, does it need to react to these changes or can the position be
improvediinithefuture).

Revision of financial ratios

Ratios
The mechanics of ratio analysis are repeated here for revision purposes.

Profitability ratios

. ROCE = Operating Profit (PBIT)/Capital x 100
Employed

. Gross margin = Gross profit/Sales x 100

. Net margin = Net profit/Sales x 100

. ROE = Profit after tax and preference x 100

dividends/Shareholders’ funds

Efficiency ratios

o Asset turnover = Sales/Capital Employed
o ROCE = Net margin x asset turnover
J Receivables days = Receivables balance/Credit sales  x 365
. Payables days = Payable balance/Credit purchases x 365
. Inventory days = Inventory/Cost of sales x 365
J Revenue per Sales/Number of employees

employee =

Liquidity ratios

. Current Ratio = Current Assets/Current Liabilities
J Quick Ratio (acid test) = Current Assets — inventory/Current
liabilities

KAPLAN PUBLISHING




Chapter 4

Gearing ratios

J Financial Gearing = Debt/Equity
. Financial Gearing = Debt/Debt + Equity

Investor ratios

Dividend Cover = PAT/Total Dividend

Interest Cover = PBIT/Interest

EPS = Profit after tax and preference x 100
dividends/Number of shares

PE ratio = Share price/EPS

m Inter-firm comparisons

Inter-firm Comparisons (IFCs) — as previously noted, it is possible
(through use of financial ratios) to compare and contrast the performance
of one entity within an industry with that of another within the same
industry. It is also possible to compare and contrast the performance of
one firm with that of the whole industry, or a large sample or particular
segment of that industry. However, these comparisons may suffer from
one or more of the following limitations.

o Different accounting methods may be used by individual firms
making up the industry sample, or by the firm being compared.

o The industry figures may be biased by one or a few very large firms
within the sample.

o Conversely, an industry mean may be misleading for a small or
large firm being compared with the mean. Ratios may vary for
different sizes of firms.

o The companies within the industry sample may span across more
than one industry classification.

o The industry figures may be relevant for a different financial period,
and could possibly be out-of-date.

Non-financial performance measures

Although profit cannot be ignored as it is the main objective of commercial
organisations, performance analysis should not focus on profit alone. A range of
performance indicators should be used and these should be a mix of financial
and non-financial measures.
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m Examples of Non-financial CSFs and KPIs

CSFs
Competitiveness

Resource utilisation

Quiality of service

Customer
satisfaction

Quiality of working
life

Innovation

94

The table below shows a number of non-financial performance indicators
grouped against CSFs. The organisation will formulate its own, specific
KPIs which best suit its business

KPlIs

sales growth by product or service
measures of customer base
relative market share and position

efficiency measurements of resources
planned against consume

measurements of resources available
against those used

productivity measurements

quality measures in every unit

evaluate suppliers on the basis of quality
number of customer complaints received
number of new accounts lost or gained
speed of response to customer needs

informal listening by calling a certain
number of customers each week

number of customer visits to the factory or
workplace

number of factory and non-factory
manager visits to customers

days absence

labour turnover

overtime

measures of job satisfaction

proportion of new products and services to
old one

new product or service sales levels
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CSFs KPIs
Responsiveness e  order entry delays and errors
(lead time)

o wrong blueprints or specifications

o long set-up times and large lots

o high defect count

o machines that break down
Quality of output e returns from customers

o reject rates

o reworking costs

. warranty costs
Flexibility (ability to o product/service introduction flexibility
react to changing ) . o
demand and a e  product/service mix flexibility
changing e volume flexibility
environment) _ o

o delivery flexibility

o time to respond to customer demands

m Problems with non-financial performance indicators

The use of NFPI measures is now common place, but it is not without
problems:

o Setting up and operating a system involving a wide range of
performance indicators can be time-consuming and costly

o It can be a complex system that managers may find difficult to
understand

o There is no clear set of NFPIs that the organisation must use — it will
have to select those that seem to be most appropriate

o The scope for comparison with other organisations is limited as few
businesses may use precisely the same NFPIs as the organisation
under review.

Using Key Performance Indicators (KPISs) in scenarios

KPIs may be presented in the scenario (such as customer return rates, % of
repeat business, market share, age of products etc.) alongside financial
information (or in an accompanying exhibit).

It will be important to react to this data in the same way that you would react to
data that is presented in tables or financial statements — that is, to interpret what
they are trying to tell you, and to link these in to the analysis of the
organisation's position.
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a Test your understanding 2

Explain in what ways your approach to performance appraisal would
differ if you were asked to assess the performance of a not-for-profit
organisation.

2 Benchmarking

Why benchmark?

Benchmarking is the process of systematic comparison of a service, practice or
process. Its use is to provide a target for action in order to improve competitive
position.

The strategic role of benchmarking
Benchmarking permeates the entire strategic planning process.

. In strategic analysis it can be used in value chain analysis to compare one
company's values to another. A company's strengths can be garnered by
comparing strategic capabilities to those of rivals, and the same can be
said of rivals. For example, a company that recognises that staff are a key
asset might examine their level of staff turnover and sick days to industry
averages to determine whether a problem or weakness exists in this area.

o In making strategic choices we have seen in this chapter that a
competitive advantage can be gained if a company has rarer strategic
capabilities in areas such innovation, cost efficiency, knowledge
management. So a company might, for example, benchmark their
production cost per unit if they are seeking a low cost strategy through
cost efficiency.

o In putting strategy into action (explored in detail later in the text)
benchmarking can be used in many ways to determine, for example,
which processes need to be redesigned, whether staff are being utilised in
the best way, setting budgets and targets, assessing the efficiency and
effectiveness of IT solutions etc.

There will be links between benchmarking, critical success factors (CSFs) and
key performance indicators (KPIs). Benchmarking can help decide which areas
to measure and also in setting a target against which KPIs are measured.
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Xerox used process benchmarking in the early 1980s to help correct a
serious cost deficiency. To obtain cost-reducing ideas, they attempted to
identify organisations in other industries that were particularly good in
functional areas similar to those at Xerox. For example, LL Bean, a
sportswear retailer and mail order house, became one of the models for
the warehouse operations because they also dealt with products that
were diverse in shape, size and weight. Altogether Xerox made six
warehouse benchmark studies, which helped it improve its annual
productivity gains in the logistics and distribution area. Company-wide
efforts of this type meant that Xerox overcame a cost gap with respect to
Japanese manufacturers.

Types of benchmarking

There

are various types of benchmarking such as:

° internal

o competitive/industry

o activity

o generic

an

Types of benchmarks explained
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Internal benchmarking

This method examines past performance over a period of time to
determine trends and best performance. Alternatively, a range of
processes might be assessed in order to determine internal best practice,
which can then be used as the benchmark for other processes. There is a
danger however that this will result in the continuance of poor bad habits
and that competitors are ignored.

Competitive benchmarking

This method compares performance of the process against other firms in
the same industry or sector. Major automakers, for example, will buy cars
made by their competitors then reverse engineer those cars to see how
to improve their own product. However, there is a danger that, if this is
only carried out on a local level, it may not promote performance that is
good enough to match wider (e.g. international) rivals.
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Generic benchmarking

For some activities, the process might be so unigue that there may not be
competitive or activity benchmarks available. In these cases, a
conceptually similar process is sought as a benchmark.

For example, when building a rail tunnel connecting Aomori Prefecture on
the Japanese island of Honshi and the island of Hokkaido which travels
under sea, the construction company would have had no similar activities
against which to benchmark (the under-sea tunnel between England and
France was yet to be built). However, the tunneling was conceptually
similar to explorations into volcanic crusts and this process was used as
the benchmark.

Test your understanding 3

Outline the advantages of internal benchmarking compared with the other
types.

Benefits and dangers of benchmarking

The main benefits include:

o improved performance and added value — benchmarking identifies
methods of improving operational efficiency and product design and
helps companies focus on capabilities critical to building strategic
advantage

o improved understanding of environmental pressures

o improved competitive position — benchmarking reveals a company’s
relative cost position and identifies opportunities for improvement

o a creative process of change
o a target to motivate and improve operations

o increased rate of organisational learning — benchmarking brings
new ideas into the company and facilitates experience sharing.
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Dangers of benchmarking

o ‘you get what you measure’ — managers may learn to direct
attention at what gets benchmarked rather than at what is important
strategically

o Benchmarking does not always reveal the reasons for good/poor
performance

o Managers need to be aware that a benchmarking exercise can
appear to threaten staff where it appears that benchmarking is
designed to identify weaknesses in individual performance rather
than how the process itself can be improved. To alleviate this fear,
managers need to be involved in the benchmarking exercise and
provide reassurance to staff regarding the aims and objectives of
benchmarking.

o In today’s environment, the more innovative companies are less
concerned with benchmarking numbers (for example, costs or
productivity) than they are with focusing on the processes. If a
company focuses on the processes, the numbers will eventually
self-correct.

3 Multi variable performance analysis

Organisations should combine financial and non-financial performance
measures in order to provide a broader view of the organisation’s performance
and position. There are a number of tools that can be used to do this. Two of
these are explored below.

The balanced scorecard

The balance scorecard, developed by Kaplan and Norton, suggests that
managers should appraise performance from four perspectives

o a financial perspective — this considers whether an organisation is
achieving its financial targets and meeting the needs of shareholders

o a customer perspective — this considers the organisation from a customer
point of view to determine whether the organisation is meeting customer
needs

o an innovation perspective — this considers whether the organisation is
continuing to improve and develop

o an internal business process perspective — this considers whether the
organisation’s processes are efficient as well as whether employees are
satisfied and motivated
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Further details

The aim of the model is to ensure that managers are only deemed to
have been a success if they have succeeded from all of the perspectives.
So, for example, a manager who has increased financial results (and thus
scored well from a financial perspective) will not be rewarded if this
success has been achieved by cutting back on staff training (a poor
internal business perspective) or cutting back on research and
development (a poor innovation perspective).

Critical success factors and associated key performance indicators (KPIs)
will be attributed to each perspective. For example, from a customer
perspective an organisation might want to ensure that it has a quick
response to customer queries and might therefore measure the average
response time. Benchmarking can be used to set targets for each KPI.

Successful organisations are likely to be those who have a good
‘balanced’ score across all of the perspectives. Scoring well in only one
or two of the perspectives is likely to lead to longer term problems for the
organisation which result in a poorer strategic position and a failure to
meet strategic goals.

Baldrige performance excellence

An alternative approach is to use the Baldrige performance excellence model.
This was developed by Malcom Baldrige as a way of measuring and rewarding
those organisations that have performed better than their contemporaries.
Baldrige developed criteria for performance excellence in the belief that
organisations that incorporate them into their organisational practices can
expect to achieve performance superior to their competitors.

The Baldrige model assesses and organisation across seven categories:

Leadership — how the organisation’s leadership guides, governs and
sustains the organisation’s performance.

Strategy — the ability to successfully plan, develop and implement
strategies.

Customers — the success in building and sustaining strong, lasting
relationships with customers.

Workforce — how the organisation enables and empowers its workforce to
achieve organisational goals

Operations — the design and effectiveness of organisational processes
and whether these are improving and meeting strategic needs.

Results — the performance and improvement of the organisation relative to
competitors, in the key categories of the model.

Measurement, analysis, and knowledge management — how data is
stored, managed, analysed and used within the organisation.
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Further details
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Leadership will consider an organisation in areas such as whether:

its leaders provide clear, well communicated goals and lead by
example

its corporate governance — for example, in whether best practice is
being applied and all stakeholder views are considered

it has considered its wider social responsibilities

Strategy will consider an organisation in areas such as:

whether it has clear objectives

its ability to create strategic plans

whether strategic plans fit with the strategic objectives
how strategies are developed and implemented

whether suitable and sufficient resources are provided for strategic
implementation

whether it measures success or failure of strategic objectives

Customers will consider an organisation in areas such as:

the level of customer support
customer complaint management
the level of customer interaction and engagement

whether customers are segmented and products/services
personalised to segments

Workforce will consider an organisation in areas such as:

recruitment and retention

workforce career progression
workforce training and development
reward schemes and controls
appraisals

workforce engagement

Operations will consider an organisation in areas such as:

whether processes are reviewed and assessed
whether processes are improved

how effective processes are in delivering customer value and
strategic value
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Results will consider organisational improvement in all key areas such
as:

product and process results

o customer results

o workforce results

o leadership and governance results
o financial and market results

The category asks about performance levels relative to those of
competitors and other organisations with similar product offerings.

Measurement, analysis and knowledge management will consider an
organisation in areas such as:

o whether organisational knowledge is managed and shared

o whether benchmarking is used

o which performance measures are used and how data is collected
o whether action is taken as a result of performance measurement
From this it can be seen that the Baldrige Values include:

o visionary leadership

o customer-driven excellence

o organisational and personal learning

o valuing employees and partners

o agility

o focus on the future

o managing for innovation

o management by fact

o social responsibility

o focus on results and creating value

. systems perspective

In some countries an award is given to those organisations that achieve
performance excellence. Recipients include companies such as Motorola
and Honeywell. Organisations that apply for the Baldrige Award are
judged by an independent board of examiners. Recipients are selected
based on achievement and improvement in seven areas, known as the
Baldrige Criteria for Performance Excellence.
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An organisation that scores well in the areas of the model should be better at
o achieving its strategic goals

o competing

o improving its results

o improving and learning

o meeting customer needs and retaining customers

ﬁ Test your understanding 4

Two of the Baldrige values are valuing people and agility. Explain how
these might contribute to the strategic success of an organisation.
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Test your understanding answers

Test your understanding 1

The table shows two things:
o the market overall is not growing

o no one company dominates the market.

Professional skill:

Simply identifying the issues is not enough. You need to investigate
why the industry is competitive and what this might mean for the
attractiveness of the industry.

The data provided on the industry would suggest that this is likely to be a
competitive industry. No company has significantly better economies of
scale in order to achieve cost leadership and marketing budgets and
techniques are likely to be very similar which will make differentiation
strategies harder. The companies will know that, in order to grow, there is
unlikely to be new sales coming into the market and therefore they will
have to tempt customers away from rivals — which will increase the
competitive activities in the industry. This is likely to adversely impact on
margins and make the industry less attractive for those organisations
operating in it.

Note: The table might also provide information on the difficulty that new
entrants into the market might have in overcoming the position of the four
established providers.
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Test your understanding 2

It is generally assumed that the objective of stock market listed
companies is to maximise the wealth of their shareholders. This in turn
places an emphasis on profitability and other factors that influence a
company’s share price. It is true that some companies have other
(secondary) aims such as only engaging in ethical activities (e.g. not
producing armaments) or have strong environmental considerations.
Clearly by definition, not-for-profit organisations are not motivated by the
need to produce profits for shareholders, but that does not mean that
they should be inefficient. Many areas of assessment of profit-oriented
companies are perfectly valid for not-for-profit organisations: efficient
stock holdings, tight budgetary constraints, use of key performance
indicators, prevention of fraud, etc.

There are a great variety of not-for-profit organisations; e.g. public sector
health, education, policing and charities. It is difficult to be specific about
how to assess the performance of a not-for-profit organisation without
knowing what type of organisation it is. In general terms an assessment
of performance must be made in the light of the stated objectives of the
organisation. Thus, for example, in a public health service one could look
at measures such as treatment waiting times, increasing life expectancy,
etc. and although such organisations do not have a profit motive requiring
efficient operation, they should nonetheless be accountable for the
resources they use. Techniques such as ‘value for money’ and the three
Es (economy, efficiency and effectiveness) have been developed and
can help to assess the performance of such organisations.

Test your understanding 3

The main advantages of internal benchmarking are that access to
sensitive data and information are easier; standardised data is often
readily available; and, usually less time and resources are needed. There
may be fewer barriers to implementation as practices may be relatively
easy to transfer across the same organisation. However, real innovation
may be lacking and best in class performance is more likely to be found
through external benchmarking.
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Test your understanding 4

Valuing people

An organisation’s success depends on an engaged workforce that
benefits from work which they feel is making a contribution to the
organisation, a clear understanding of (and buy-in to) the organisational
direction, the opportunity to learn, and accountability for performance.
The workforce must be provided a safe, trusting, and cooperative
environment. Particularly in service industries, the workforce is a key
differentiator and source of competitive advantage. A better workforce
leads to a better organisation.

But valuing people goes beyond the workforce. This includes anyone who
has a stake in the organisation to include not only the workforce, but also
customers, community members, shareholders, and other people and
groups affected by the organisation’s actions.

Organisational learning and agility

Aqility is the capacity for rapid change and for flexibility in operations.
Disruptive events occur more frequency in today’s world; critical to
success is the ability to make transformational change and manage risk.
Organisations need to evolve quickly and have the ability to change as
their environments change.

Organisational learning includes both the continuous improvement of
existing approaches and significant change or innovation leading to new
goals, approaches, products and markets. Learning must be embedded
in the way the organisation operates. This supports agility.
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Upon completion of this chapter you will be able to:

. assess how an organisation may choose to compete

. advise on how price based strategies, differentiation and
lock-in can help an organisation sustain its competitive
advantage

. discuss the capabilities required to sustain competitive
advantage

. assess and advise on how an organisation can be
empowered to reach its strategic goals, improve its results
and be more competitive

. recommend generic development directions using the Ansoff
matrix

. assess the opportunities and potential problems of pursuing
different organisation strategies of product/market
diversification from a national, multinational and global
perspective

. assess the suitability, feasibility and acceptability of different
strategic options to an organisation
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PER

One of the PER performance objectives (PO3) is
that you contribute to the wider business
strategy of your organisation through your
personal and team objectives. You identify
innovative ways to improve organisational
performance — which may include making or
recommending business process changes and
improvements. Working though this chapter
should help you understand how to demonstrate
that objective.
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Strategic choice

[ Competitive strategies J[ Growth strategies J[ Strategy evaluation J

1 Introduction

Strategic choice aims to close the gap between where the organisation is at the
moment (potentially determined by a strategic position analysis using a model
such as SWOT) and where the organisation wants to be in the future
(determined potentially by its mission and an analysis of expected changes in
its environment). An organisation must choose the strategy that it feels best
suits its mission, is feasible using its strategic capabilities and gives it the best
fit with its environment.

This chapter examines three key elements of strategic choice:
o competitive strategies — how best to beat competitive rivals
o growth strategies — how to achieve growth in new areas

o strategy evaluation — choosing the best available option

m Competitive or growth strategies

At the end of the chapter we will illustrate how individual strategies can
be evaluated in more detail. But as a general principle, competitive
strategies are best employed when the organisation feels that it can
improve its market share. This might be because the product, service or
market is in the early stages of its life (such as the wearable technology
industry) or because the market is continuing to grow and the
organisation believes that its value chain can be improved (such as
Chinese mobile phone manufacturers trying to take on the Apple iPhone).

Growth strategies are more likely to be employed when an existing
market is mature or declining. For example, Apple may believe that it has
a strong, defendable and high market share in the US mobile phone
market. It would be difficult for the company to compete any better than it
is already doing. But as the sales in this market slow down Apple should
be looking for where its future growth will come from. It will therefore
consider expanding into new markets, launching new products etc. These
are growth strategies.
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2  Competitive strategy options

Generic strategies: cost leadership, differentiation and focus

Professor Michael Porter identified three generic strategies through which an
organisation can achieve competitive advantage.

Cost Leadership Differentiation Focus
Aim To cut costs of To offer a product Position the
production/ that can't be business in one
purchasing/service | matched by rivals particular niche in
and in turn cut and charge a the market
selling prices premium for this
"difference”
How e economiesof |e  branding 1  find a segment
(examples) scale . where the cost
. * Quality& leader or
o use of learning design differentiators
effects . innovation have little or
o large no presence
production * I:r:mwledge and build
runs anagement business here
o using cheaper ¢ Contr(,)l over 2  reduction in
labour and suppliers product range
materials o support
o moving to
cheaper
premises
Benefits . high volumes | e builds brand . develops
. creates a loyalty and brand loyalty
barrier to entry repeat o little
: purchases competition
. can operate in | higher margins
unattractive o often a first
segments o reduction in step towards
. . power of the other
o win price wars .
customers generic
o reduced power strategies
of substitutes
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Cost Leadership Differentiation Focus
Threats o no fallback o perform badly | e low volumes
position if in arecession | 4 if successful, it
leadershipis |«  often easily attracts cost
lost copied in the leaders and
o larger rivals long run differentiators
(possibly from | ¢ needto o few barriers to
overseas) may constantly entry
enter the innovate
market o needs much
* strong higher
currency marketing than
makes imports cost leadership
cheaper o fewer barriers
to entry
o smaller
volumes
Suitability | Large organisations | Innovative Small businesses
with economies of companies with with entrepreneurial
scale large marketing flair, strong market
budgets knowledge and a
risk taking attitude
(often new starts)

A business that fails to achieve one of these generic positions will be stuck in
the middle — it will lose some customers who will move downmarket to the cost
leader, other customers who will move upmarket to differentiators, and others
will move to rivals who focus on their specialist needs.

an
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Porter's generic strategies

Cost leadership

How does one become a cost leader?

Set out to be the lowest cost producer in an industry. By producing at the
lowest possible cost the manufacturer can compete on price with every
other producer in the industry and earn the highest unit profits.

Decide whom you are competing against (e.g. Tesco, M&S or
Harrods food hall)?

Perform value analysis to determine why customers value the
product — what are key features that have to be matched and which
product attributes could be dropped or reduced?

Understand your own costs and cost drivers.

Try to make a product of comparable quality for a lower cost — this
may involve a full analysis of the value chain.
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Advantages
o Better margins through lower costs.

. Ability to undercut competitors on price, thus reducing competitive
rivalry.

o Low costs act as a barrier to entry deterring new entrants.
o Low prices make substitutes less attractive.

o Better margins give more scope to absorb pressure from powerful
buyers/suppliers.

o Low costs give a platform for expansion — both gaining market share
and moving into new markets.

Drawbacks of such a strategy

o In industries that only require a low critical mass of production
output to achieve economies of scale, cost leadership would be
difficult to achieve, because many other firms would be able to
match the costs. It is only when the critical mass of production is
high that a cost leadership strategy is likely to be effective.

Other drawbacks

Only room for one cost leader — no fallback position if the cost advantage
Is eroded.

o Cost advantage may be lost because of inflation, movements in
exchange rates, competitors using more modern manufacturing
technology or cheap overseas labour, etc.

e  Customers may prefer to pay extra for a better product.

Differentiation

Here the firm creates a product that is perceived to be unique in the
market.

Consider the following case.

Suppose you wanted to develop a better coffee percolator. To decide
what makes it ‘better’ you need to ask why people need a percolator
rather than making instant coffee; the answer is taste.

The key issue is therefore to discover how the design of a percolator
affects the taste.

1 The most important issue is the water quality. A ‘better’ percolator
thus needs to remove chlorine in the water and ensure it is at the
correct temperature when meeting the coffee.

2  Another key factor is the time between grinding the beans and
pouring on the water. A ‘better’ percolator should thus grind the
beans and control when the water is applied.
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Ways of achieving differentiation

Quality differentiation

This has to do with the features of the product that make it better — not
fundamentally different but just better.

Design differentiation

Differentiate on the basis of design and offer the customer something that
is truly different as it breaks away from the dominant design if there is
one.

Image differentiation

Marketing is used to feign differentiation where it otherwise does not
exist, i.e. an image is created for the product. This can also include
cosmetic differences to a product that do not enhance its performance in
any serious way (e.g. packaging).

Support differentiation

More substantial, but still no effect on the product itself, is to differentiate
on the basis of something that goes alongside the product, some basis of
support, such as after-sales service.

Rewards of a differentiation strategy:

better margins through being able to charge higher prices
o higher quality offsets competitive rivalry

o product uniqueness reduces customer power

o guality acts as a barrier to entry

o quality reduces the attractiveness of substitutes.

Risks of such a strategy:

o cheap copies

o being out-differentiated

o customers unwilling to pay the extra (e.g. in a recession)

o differentiating factors no longer valued by customers (e.g. due to
changes in fashion).

Focus

Position oneself to uniquely serve one particular niche in the market. A
focus strategy is based on fragmenting the market and focusing on
particular market segments. The firm will not market its products industry-
wide but will concentrate on a particular type of buyer or geographical
area.
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Cost focus

This involves selecting a particular niche in the market and focusing on
providing products for that niche. By concentrating on a limited range of
products or a small geographical area the costs can be kept low.

Differentiation focus

Select a particular niche and concentrate on competing in that niche on
the basis of differentiation.

Reward

You become an expert in your field and understand the marketplace
more.

Risks

The segment is not sustainable enough to provide the firm with a
profitable basis for its operations.

a Test your understanding 1

What types of generic strategies are the following companies adopting?
1  Walmart

2 Saga Holidays (specialises in holidays for those over 55)
3 Bang and Olufson

The strategy clock

An alternative way of identifying strategies that might lead to competitive
advantage is to look at ‘market facing’ generic strategies.

o This approach is based on the assumption that competitive advantage is
achieved if a firm supplies what customers want better or more effectively
than its competitors.

o Better could mean a more suitable product or service, or could mean a
cheaper one of adequate quality.

o In effect, customers are looking for what they perceive as best ‘value for
money’.
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Low Price High

m Explanation of the strategy clock strategies

(Adapted from the work of C. Bowman and D. Faulkner ‘Competitive
and Corporate Strategy — Irwin — 1996)

Routes 1 and 2 are price-based strategies.
o 1 =nofrills

Commodity-like products and services. Very price-sensitive
customers. Simple products and services where innovation is
quickly imitated — price is a key competitive weapon. Costs are kept
low because the product/service is very basic.

o 2 = low price

Aim for a low price without sacrificing perceived quality or benefits.
In the long-run, the low price strategy must be supported by a low
cost base.

o 3 = hybrid strategy

Achieves differentiation, but also keeps prices down. This implies
high volumes or some other way in which costs can be kept low
despite the inherent costs of differentiation.
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Routes 4 and 5 are differentiation strategies.
o 4 = differentiation

Offering better products and services at higher selling prices.
Products and services need to be targeted carefully if customers are
going to be willing to pay a premium price.

. 5 = focused differentiation

Offering high perceived benefits at high prices. Often this approach
relies on powerful branding. New ventures often start with focused
strategies, but then become less focused as they grow and need to
address new markets.

o 6, 7, 8 = failure strategies

Ordinary products and services being sold at high prices. Can only
work if there is a protected monopoly. Some organisations try option
8 by sneakily reducing benefits while maintaining prices.

A strategic business unit (SBU) is a part of an organisation for which
there is a distinct external market. Different strategies can be adopted for
different SBUs. For example, Toyota and Lexus (part of Toyota) operate
as separate SBUs with different strategies. Some fashion businesses
successfully separate their exclusive ranges of clothing from their
diffusion lines.

[llustration on the strategy clock

[llustration — Competitive strategy options — strategy clock
No frills

Ryanair (a very successful, no-frills airline). Ferocious attention to
keeping costs down: non-reclining seats (break, extra weight); no back-
of-seat pockets (extra cleaning); discouraging checked-baggage (airport
charges for loading/unloading baggage); use of cheap airports.

Low price

Dell computers. Good quality computers at low prices. Relies on very
efficient production techniques to keep costs low to preserve a
reasonable margin.

Hybrid

IKEA. Cheap furnishings, but smart design and large range of
inventories. Costs are kept low by self-service, efficient production, high
volumes and excellent logistics.
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Differentiation

Full service airlines such as British Airways. Prices are usually higher, but
there is in-flight service, more leg-room and customers are better looked
after if there are scheduling problems.

Focused differentiation

Business/first class on full service airlines. Another example would be
couture fashion — small markets, high prices, sustained by brand names.

Failing strategy

Consider the Apple iPad. This is typically sold at a premium price as a
differentiated product — it has excellent features, market leading software
and strong branding. Apple is effectively placing the product in position 4
of the strategy clock. There may also be companies who position
themselves in, say, position two (low cost) on the clock by selling
refurbished iPads. These have not got the quality of a new iPad but they
are available at a lower price. Now consider a company who decides to
place itself in position 8 on the clock. It does this by attempting to sell
refurbished iPads at the same price as new iPads. This strategy should
fail — it can either be beaten on price by those rivals in position two who
offer the same product at a lower price, or it will be beaten by Apple (in
position 4) who offer a better product at the same price.

% Test your understanding 2

What position on the strategy clock might the following organisations
have?

1 A company selling specialised planting consultation to new farmers
in an area where the company has expertise in the local unusual
soil

2  Alarge manufacturer selling unbranded copies of an old children’s
toy to low fixed priced retailers

3  Asole trader selling second hand tractors at the retail price of
equivalent new tractors

3  Sustaining competitive advantage

Once a competitive advantage is achieved it will be important that it is
sustained. Competitive advantage can best be sustained by strategic
capabilities which are:

. valued
° rare, and

° robust
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m Further details

o Value of strategic capabilities. The strategic capability must be
one that is of value to the customer. A distinctive capability is not
enough: the strategic capability must be able to generate what
customers value in terms of products or services.

o Rarity of strategic capabilities. Competitive advantage will not be
attained if competitors have identical strategic capabilities. Unique
or rare resources or competences are needed to allow the
organisation to outperform its rivals.

o Robustness of strategic capabilities. Capabilities for competitive
advantage should be robust, meaning that they are hard to imitate.
Therefore, competitive advantage is not so often sustained through
physical/tangible resources as these can be copied/acquired over
time. More important is the way in which the resources are
organised and deployed as these competences are, in general,
more difficult to identify and imitate.

% Test your understanding 3

In the early part of this century, companies from the US and UK flocked
to India to outsource their call centre operations. This was due to the
presence of cheap labour, a common language, cheap property prices
and development of technology which facilitated the service. Also,
domestic providers had often reached capacity and couldn't facilitate
further growth or expansion.

However, in recent years this trend has been reversed. Consider reasons
why US and UK companies may be repatriating their call centre services.

However, organisations can also take strategic steps to protect their competitive
position through:

o price based strategies,
o further differentiation, or

. lock-in.

Price based strategies

An organisation that is pursuing a price-based strategy (such as a no-frills
position on the strategy clock) may be able to sustain this position as follows:

o further cost efficiencies,
o winning price wars, or

o accepting lower margins
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o further cost efficiencies — as rivals try to catch up with the
organisation's cost savings, the organisation should be looking for
further ways to cut costs. For example, Ryanair are a leading no-
frills airline in Europe. But they are constantly looking for new ways
to cut costs such as putting pressure on governments to allow them
to operate flights without a co-pilot and even going to the extreme of
using less ice in drinks in order to slightly reduce the weight of the
craft (and subsequently the fuel usage). Ryanair are so focused on
cost reductions that they have stated that one of their missions is to
be able to offer customers free flights in the future.

o winning price wars — reacting aggressively to new entrants by
under-cutting their prices can force them to leave the market and
allow the cost leader to restore margins again in the future. For
example, News Corp is a multi-national media company selling
products such as daily newspapers. One newspaper in one market
was attacked by a new rival who wanted to provide better news
analysis at the same selling price. So News Corp (who had lower
production costs per unit due to its economies of scales) reduced
their selling price by two-thirds for one month. This deterred their
existing readers from trying out or moving to the new rival. By the
end of the month the new rival had abandoned production as it had
incurred unsustainable losses in the period.

o accepting lower margins — ultimately, low cost providers may have
to reduce selling prices and lower margins in the light of new
competition. They would hope however that this would be
compensated by higher volumes. For example, the French company
Societe Bic produced the Bic pen (known as the Biro or the Cristal)
and achieved a low cost position in the 1960s. Over the last 50
years there have been many rivals who have been able to match
the company's cost of production so that the margin per unit on the
product has steadily eroded. However, Bic have still managed to
make very large profits on the product overall on the basis that they
continue to be the market leader in disposable pens and sell the
product in large volumes (over 100 billion of the pens have been
produced). So although margin per unit has fallen, Bic continue to
make profits which are larger than all of their rivals

Differentiation based strategies

These can be sustained through:
o creating difficulties in imitation,
o achieving imperfect mobility of resources, and

o re-investing margins.

KAPLAN PUBLISHING

121



Strategic choice

122

m Further details

. creating difficulties in imitation — this is about ensuring that strategic
capabilities cannot be copied by rivals. Examples would be patent
protection, unique production methods, ownership of technology,
tying in suppliers etc.

o achieving imperfect mobility of resources — this is about ensuring
that the capabilities that create the difference cannot be traded to
rivals. Examples would be to tie in key staff to long-term and non-
competition contracts, protecting insider knowledge, creating
intangible assets such as brand names etc.

. re-investing margins — as seen in earlier segments, investing profits
in areas such as innovation and knowledge management can
sustain a competitive advantage. For example, Apple ensure that
whilst rivals try to catch up with the latest innovations that Apple
have made to the iPhone or iPad, Apple are busy working on the
next innovation. It means that, by the time rivals have caught up
with one innovation, Apple can still be differentiated by launching an
updated phone or tablet with a new innovation.

Differentiation through innovation

Innovation is increasingly seen as important for strategic success. The reasons
are:

o increased rate of technical advances
o increased competition
o increased customer expectations.

In all functions that serve to produce goods and services, achieving superior
innovativeness, relative to competitors, can help the firm to acquire new
customers. Superior innovation gives a company something unique, something
that its competitors lack until they are able to imitate the innovation. By the time
competitors succeed in imitating the innovator, the innovating company has
already built up such brand loyalty that its imitating competitors will find it
difficult to attack its position.

Innovation can apply to:
o the nature of the product or service being supplied
o how the product or service is produced and delivered

. operating the firm in a new or novel way.
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Research and development
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Research and development (R&D) can be defined as ‘the organisation of
innovation at the level of the firm’. R&D aims to satisfy a market need by
developing new products and by improved methods of production. It must
also find applications for scientific and technical developments. However,
an R&D (innovation) strategy cannot sensibly be pursued in isolation from
the rest of the organisation. The business strategy will concentrate on the
broad range of products that the organisation wishes to have and the
broad markets in which it wishes to compete. This strategy will be
supported by the organisation’s competence strategy, focused on the
technologies the organisation needs if it is to pursue its business strategy
successfully.

The R&D function should have a major innovative role in all
organisations. The pressures to introduce new ways of doing things may
be ‘demand pulled’, that is the innovation filling a market need, or it may
be ‘technology pushed’, the innovation coming from the application of
discoveries. In many organisations, there is a group of people, not
necessarily called R&D, whose responsibilities include the creation of
new business ideas and techniques.

An innovation strategy calls for a management policy of giving
encouragement to innovative ideas. This has a number of aspects.

. Financial backing must be given to innovation, by spending on R&D
and market research and risking capital on new ideas.

o Employees must be given the opportunity to work in an environment
where the exchange of ideas for innovation can take place.
Appropriate management style and organisation structure are
needed.

o Management can actively encourage employees and customers to
put forward new ideas. Participation by subordinates in development
decisions might encourage them to become more involved with
development projects and committed to their success.

o Development teams can be set up and an organisation built up on
project teamwork.

o Where appropriate, recruitment policy should be directed towards
appointing employees with the necessary skills for doing innovative
work. Employees should be trained and kept up to date.

o Certain managers should be made responsible for obtaining
information about innovative ideas from the environment, and for
communicating it throughout the organisation.

123



Strategic choice

124

The importance of innovation in strategy is one of the most hotly disputed
guestions in the subject. In many cases, the most innovative companies
in an industry consistently fail to be among the most profitable. This
creates a divergence of opinion over the role of innovation-based
strategy.

A company that chooses not to be innovative is still influenced by the
effect of innovation. It is innovation that frequently undermines the basis
of competition in existing markets, and creates new markets that may
supersede old ones. Firms must learn to innovate with greater
commercial effectiveness than is the case at present, or learn to replicate
innovations more quickly than they would choose to. The rate of
innovation is often too quick for a balanced assessment of it to be carried
out in a sensible time period.

Richard Lynch identifies three distinctive roles for innovation within a
business level strategy:

o achieving new growth through entry into new products and markets

o retaining competitive advantage by strengthening the product
offering

o achieving competitive advantage through jumping ahead of existing
rivals.

The indications are that organisations with high market share develop
strategies of higher price and/or higher quality than low-share
competition. These organisations tend to be more profitable, thus
providing the cash to invest in R&D to improve and differentiate products,
enhancing their market position and also justifying higher prices.

Acquiring new technologies

New technologies often emerge in one of two ways. Technology-push is
based upon an understanding of the technology, but a less well-
developed idea of market-pull has important applications. A technology-
push-based innovator always has difficulty in finding product/market
applications for the discoveries he or she makes. Consequently, a firm
using technology-push may frequently develop strategies by emergent
processes to exploit the latest discoveries. The danger is that the new
innovation might be ahead of complementary applications, and the
advantage lost by the time other technologies catch up. It is possible to
see this in the information technology business where hardware runs in
excess of the specifications for existing software, and sellers find it
increasingly difficult to justify margins at the high performance end of the
market. On the other hand, breakthrough technologies are almost
invariably of the technology-push kind.
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New ideas frequently emerge through market-pull. In this case, new
technologies are developed based upon a good understanding of
customer requirements, or close collaboration with a customer. In such
cases, finding a market for a new product is less problematic, but may
still be fraught with difficulty.

These two approaches are not mutually exclusive, and frequently support
each other. For example, an attempt to store films on a compact disc was
an example of market-led innovation, but the technology was more
effectively applied to data storage for computers after the failure of the
original product. It is far better to think of these as the two complementary
drivers to innovative activity.

Exploitation of existing technologies

An organisation that develops an advantage in a particular technology
should consider a strategy of market development. That is, that the
knowledge and competences can be applied to new markets. An
illustration of switching from entertainment to data storage based upon
knowledge of a particular technology is one such example. Where the
company has a diversified product range, discoveries in one area can be
readily applied to another.

Innovation and existing products

In certain stages of the product life cycle, innovation may be a threshold
competence. For example, in mobile telephones and software it is vitally
important to maintain product features at least as good as those of
competing products. Technology-driven strategies tend to be more
effective than market ones because many users will be unaware of the
possibilities of the technology or the uses to which it might be put.
Innovation plus good sales skills are threshold competences.

Overall
A successful company is one that:

o is outward-looking, has accepted the reality of constant change and
reviews its product-market policy continuously

o is always looking to the future towards new markets, innovative
products, better designs, new processes, improved quality,
increased productivity

o has a structure designed for innovation in which management and
staff are stimulated to think and act innovatively, which recognises
potential ‘intrapreneurs’ and ensures that everyone (particularly
senior people) welcome changes for the better

o stimulates creativity, and rewards ideas and supports individual and
team abilities.
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The impact of new product, process, and service developments and
innovation in supporting organisation strategy

New developments will play an important role in supporting organisational
strategy in a number of ways:

They will help close the gap between the organisation’s current strategic
position and its desired position as defined by its mission and objectives.

New launches can be a differentiator and innovative organisations can be
more attractive to customers and investors.

Many new developments fail and therefore launching more than one new
development can diversify away some of this risk.

As products and services age, new developments need to be found to
replace them. This should happen before older products and services start
to experience declining sales.

New developments are often copied by rivals so that any competitive
advantage is short-lived. Organisations therefore need to be thinking
about their next development whilst rivals are busy catching up with
existing developments.

Developments encourage an organisation to be flexible and to learn.
These can be critical success factors for future success (especially in
changing environments).

Organisations with a focus on quality see continuous improvement as core
competency and organisational mission. New developments make the
achievement of competitive strategies easier — either by cutting costs or by
differentiating the business.

Amazon first appeared on the internet in 1995 selling books. It was a
major innovator in the business of internet retailing and soon CDs and
DVDs were added to its product lists. The website allowed customers to
search a very extensive database and to order goods, which would
normally be delivered by post in a few days. The website also allowed
customers to write reviews about products, and informs customers about
how consumers of a particular product also bought other products.
Consumer goods such as electronics are now available from Amazon.

Although Amazon is pre-eminent in internet-based sales of books, CDs
and DVDs, innovation cannot stop and the company is spending heavily
on technology that will allow customers to download books, music and
video over the internet rather than having them delivered by post. The
company is being forced to innovate because competitors, such as
Apple’s iTunes, have been very successful in selling audio downloads,
and have made movies available for downloading.
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On-demand printing of books is particularly suitable for lower-volume
books and those that would normally be regarded as out of print.

The development of the Kindle and Kindle Fire were therefore essential
to Amazon. Without these, Amazon risked losing business to those who
could offer an innovative alternative method of delivery for its products —
rather like when Amazon itself attacked conventional book and music
shops.

Lock-in

This approach can work for both price-based and differentiation-based
strategies. It happens where a business’ products become the industry
standards. Examples are:

o Microsoft Windows

o Dolby

o Internet Explorer

These are not necessarily the best or cheapest products but have such market-
dominance that competitors find it very difficult to break into the market because
users are often locked in to the product and would find it expensive or
inconvenient to switch to rivals. The major threat to such businesses is likely to
be attention from anti-monopoly regulators.

4  Growth strategies
Introduction

Growth strategies are explored through the use of the Ansoff matrix.
Ansoff suggested that growth strategies can fall into 4 categories.

The matrix
Existing Products New Products
Existing Market Product development
Markets penetration/growth. . New products could arise
o This typically involves from R&D, joint ventures,
the use of a buying in other people's
new/improved products, copying
competitive strategy. innovations of rivals or
Key risks: licensing.
o competitor reaction o It might also come from
o can lead to stagnation product augmentation (for

example, by upgrading
software capabilities).

Key risks:
° market size and demand are
unknown

. can lead to cannibalisation of
existing products
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New Market development Diversification
Markets . This involves finding . This involves moving away
new markets for existing from existing core activities
products. and offer a new product to a
e  These could be new new customer.
segments in current o More details are available
markets (e.g. new age elsewhere in this chapter.
groups) or overseas Key risks:
markets. e  combines the risks of product
Key risks: and market development
(] needs a new external ° need good Corporate
analysis parenting skills (covered in
o puts a strain on existing detail in the next chapter)

strategic capabilities

More details on market penetration

Market penetration — existing markets and products

Market penetration involves some of the following:

o increasing the average spend per visit for existing customers
o increasing the frequency of visits for existing customers

o winning customers away from rivals

o encouraging non-users to buy.

Strategies used to penetrate a market include:

o Changes to the marketing mix. For example, spending more on
sales promotion, changing the selling price of products or
redesigning the product. The marketing mix is explored in more
detail in a later chapter.

o Pursuing a new competitive strategy. This would involve moving
positions on the strategy clock.

o Increasing the sales force.

The ease with which a business can pursue a policy of market penetration
will depend on the nature of the market and the position of competitors.
When the overall market is growing it may be easier for companies with a
small market share to improve quality or productivity and increase market
activity rather than in static markets, where it can be much more difficult to
achieve. The lessons of the experience curve stress the difficulty of market
penetration in mature markets where the cost structure of the market
leaders should prevent the entry of competitors with lower market share.
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A market penetration strategy would be contemplated for the following
reasons.

o When the overall market is growing, or can be induced to grow, it
may be relatively easy for companies entering the market, or those
wishing to gain market share, to do so relatively quickly. (Some
companies established in the market may be unable or unwilling to
invest resources in an attempt to grow to meet the new demand.) In
contrast, market penetration in static, or declining, markets can be
much more difficult to achieve.

o Market penetration strategy would be forced on a company that is
determined to confine its interests to its existing product/market area
but is unwilling to permit a decline in sales, even though the overall
market is declining.

o If other companies are leaving the market for whatever reasons,
penetration could prove easy — although the good sense of the
strategy may be in doubt.

o An organisation that holds a strong market position, and is able to
use its experience and competences to obtain strong distinctive
competitive advantages, may find it relatively easy to penetrate the
market.

o A market penetration strategy requires a relatively lower level of
investment with a corresponding reduction in risk and senior
management involvement.

Even though market penetration is seen as the least risky of Ansoff's
options, it should not be assumed that risk is always low. When Yamaha
attempted to gain share over Honda, it provoked a retaliation that left
Yamaha in a worse position than before. The example should serve to
remind us that Ansoff’s strategies still require a competitive advantage to
be effective (a point Ansoff made many times, but one that is frequently
forgotten). Also, if a company focuses purely on market penetration and
rarely develops new products, then it runs the risk of stagnation and
falling behind rivals who have better more innovative products. A good
example of this would be Kodak. The company focused on building
market share in traditional, high-end cameras. Rivals started to leave the
market and move into digital photography. So when the traditional market
went into decline, Kodak were too far behind rivals to catch up on digital
photography which led the company to file for bankruptcy in 2012.

Where a company believes that the product is not performing as well as it
could do, Ansoff suggests that, if penetration through an improved
competitive strategy cannot be achieved, the organisation could instead
consider
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consolidation — acquire or merge with rivals in order to increase
market share or obtain economies of scale

efficiency gains — it will be important to reduce costs as much as
possible and to improve processes to make them quicker, more
effective and more attractive to customers

withdrawal — if no obvious route for improvement is available it may
be best to withdraw from the market entirely (for example, by selling
out to rivals).

More details on product development

Product development — existing markets and new product

This strategy has the aim of increasing sales by developing products for a
company’s existing market. For our purposes, new-product development
is a generic term that encompasses the development of innovative new
products and the modification and improvement of existing products. By
adopting this strategy the company could:

develop new product features through attempting to adapt, modify,
magnify, substitute, rearrange, reverse or combine existing features

create different quality versions of the product

develop additional models and sizes.

A company might show a preference for product development strategy for
the following reasons:

(@)

(b)
(©)

(d)
()
(f)

(9)

it holds a high relative share of the market, has a strong brand
presence and enjoys distinctive competitive advantages in the
market

there is growth potential in the market

the changing needs of its customers demand new products.
Continuous product innovation is often the only way to prevent
product obsolescence

it needs to react to technological developments

the company is particularly strong in R&D

the company has a strong organisation structure based on product
divisions

for offensive or defensive motives, for example responding to
competitive innovations in the market.
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However, product development strategy does have its downside and
there are strong reasons why it might not be appropriate for a company.
For example, the process of creating a broad product line is expensive
and potentially unprofitable, and it carries considerable investment risk.
Empirical research reveals that companies enjoying high market share
may benefit in profit terms from relatively high levels of R&D expenditure,
while companies in weak market positions with high R&D expenditure
fare badly.

There are reasons why new-product development is becoming
increasingly difficult to achieve:

(@) in some industries there is a shortage of new product ideas

(b) increasing market differentiation causes market segments to narrow
with the effect that low volumes reduce profit potential that in turn
increases the risk of the investment involved

(c) acompany typically has to develop many product ideas in order to
produce one good one. This makes new product development very
costly

(d) even when a product is successful it might still suffer a short life
cycle with rivals quick to ‘copycat’ in the market but with their own
innovations and improvements

(e) there is a high chance of product failure.

Success frequently depends upon stretching a brand further than the
market is willing to take it. Also, there is a risk that this product will
adversely affect the sales of existing products. For example, as Apple
announced the launch of the third generation of its iPad, sales of second
generation pads fell dramatically. This is known as sales cannibalisation.

More details on market development
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Market development — existing products and new matkets

Market development strategy has the aim of increasing sales by
repositioning present products to new markets. (Note: this strategy is also
referred to as ‘market creation’.)

Kotler suggests that there are two possibilities:

(@) the company can open additional geographical markets through
regional, national or international expansion

(b) the company can try to attract other market segments through
developing product versions that appeal to these segments,
entering new channels of distribution, or advertising in other media.
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For example, during 1992 Kellogg's undertook a major television and
promotion campaign to reposition Kellogg’'s Cornflakes (traditionally
regarded as a breakfast cereal) to provide afternoon and evening meals.
In the same way, the malt drink Horlicks had previously repositioned from
a once-a-day product (‘a night meal’) to become a through-the-day
‘relaxing drink’ for young professionals. This was not successful. On the
other hand, Lucozade has successfully moved its brand from a product
associated with infirmity to a sports-related product.

Market development strategy would be contemplated for the following
reasons:

(@) the company identifies potential opportunities for market
development including the possibilities of repositioning, exploiting
new uses for the product or spreading into new geographical areas

(b) the company’s resources are structured to produce a particular
product or product line and it would be very costly to switch
technologies

(c) the company’s distinctive competence lies with the product and it
also has strong marketing competence (Coca-Cola provides a good
example of a company that pursues market development strategies,
as does the fast-food restaurant chain of McDonalds.)

The new market will need a new external analysis. The company will be
coming up against new cultures, legal rules, competitors etc. so a new
PESTEL and 5 Forces will be essential. It will also need to ensure it has
the knowledge, expertise and resources to cope with the demands from a
new market.

Often the risk of failure is perceived to be high and therefore strategic
alliances (such as joint ventures, franchises and licensing agreements)
are commonly used to reduce the risks from market development. These
ideas are explored more in the next chapter.
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More details on diversification
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Growth by diversification — new products and new markets

Diversification is the deployment of a company’s resources into new
products and new markets. The company thus becomes involved in
activities that differ from those in which it is currently involved.
Diversification strategy means the company selectively changes the
product lines, customer targets and perhaps its manufacturing and
distribution arrangements.

The term ‘diversification’ actually covers a range of different techniques.

Conglomerate diversification — a firm moves into markets that are
unrelated to its existing technologies and products to build up a
portfolio of businesses. Sometimes this is because the company
has developed skills in turnaround or brand management, and can
buy an ailing company very cheaply and quickly create value.
Hanson have achieved great things in this way, based upon a
nucleus of around 500 people. On other occasions, a company
might use conglomerate diversification if it believes it has no real
future in its existing product market domain. Finally, many
entrepreneurial leaders move in and out of markets simply because
of opportunities — Virgin being a good example.

Horizontal diversification — synergy is highest in the case of
horizontal diversification, especially if the technology is related, but
the disadvantage is that little additional flexibility is provided. This
type of strategy affects all parts of the value chain since fixed costs
can be spread over an increased number of units. Most
diversification strategies are of this type. The strategy is undertaken
when a company extends its activities into products and markets in
which it already possesses necessary expertise. For example, a
manufacturer of televisions branching into the manufacture of DVD
recorders, camcorders and hi-fi equipment.

Vertical integration — this can take the form of forward or backward
integration

—  Forward integration — moving towards the consumer —
control of distribution, e.g. drinks manufacturers buying public
houses.

—  Backward integration — moving away from the consumer —
control of supplier, e.g. beer brewers buying hop growers.

Suppose that a company currently manufactures cars. If the
company were to buy a chain of car dealers, this would represent
forward integration since it is moving towards the final consumer. If
the company were to buy a manufacturer of car components
(headlights, windscreens, etc.), this would represent backward
integration.
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Let's look at some of these strategies in more detail:

Unrelated/conglomerate diversification

Diversifying into completely unrelated businesses.

Not clear where added value comes from — except if an ailing

business is turned round.

Often leads to loss of shareholder value.

Advantages

Disadvantages

Increased flexibility
Increased profitability
Ability to grow quickly

Better access to capital
markets

Avoidance of anti-monopoly
legislation

Diversification of risk

No synergies

No additional benefit for
shareholders

No advantage over small
firms

Lack of management focus

Vertical integration

Advantages

Disadvantages

Cost

Economies of combined
operations.

Economies of internal
control.

Economies of avoiding the
market.

Quality

Tap into technology -
enhanced ability to
differentiate.

Barriers

Assured supply/demand.
Defence against lock-out.

Create barriers by controlling
supplies/distribution/retail
outlets.

Cost

It may not be cheaper to do it
oneself — especially if
suppliers have economies of
scale.

Increased operating gearing.
Dulled incentives.
Capital investment.

Reduced flexibility to switch
to cheaper suppliers.

Quality

Cut off from
suppliers/customers.

Reduced flexibility to switch
to better suppliers.

Differing managerial
requirements.

Barriers

Much more difficult to exit the
industry.
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(@)

(b)

(©)

Horizontal diversification

Horizontal diversification refers to development into activities that are
competitive with, or directly complementary to, a company’s present
activities. There are three cases.

Competitive products. Taking over a competitor can have obvious
benefits, leading eventually towards achieving a monopoly. Apart
from active competition, a competitor may offer advantages such as
completing geographical coverage.

Complementary products. For example, a manufacturer of
household vacuum cleaners could make commercial cleaners. A full
product range can be presented to the market and there may well
be benefits to be reaped from having many of the components
common between the different ranges.

By-products. For example, a butter manufacturer discovering
increased demand for skimmed milk. Generally, income from by-
products is a windfall: any you get is counted, at least initially, as a
bonus.

Advantages Disadvantages

Likely to be more synergies. | e Selling to different customers
For example, when Coca against different rivals will
Cola moved into the require an understanding of
production of other types of the market.

drinks such as bottled water
and bottled tea, they could
share bottling plants, staff

o Some new strategic
capabilities will be needed.

and distribution networks. o Synergies are not automatic
This can offer a defence and will need to be worked
against substitutes. on.

This can widen the o It can be more difficult to
company's product portfolio [)nuasrilr?g:sa diversified

and reduce reliance on one '

product or on powerful Many of these problems can be
customers. overcome by the use of strategic

. , alliances and good corporate
There is likely to be less risk parenting and these ideas are

than with vertical integration | explored in more detail in the next
or conglomeratisation as chapter.

some existing strategic
capabilities can still be used.
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Tesco plc is a UK based supermarket. It has grown from a position where
30 years ago it had revenue of around $3 billion p.a. to a position today
where revenue exceeds $90 billion p.a. and profits exceed $3 billion p.a.
It is the third biggest retailer in the world (behind Walmart and Carrefour).

It has achieved this growth through a variety of strategies, many of which
can be plotted onto the Ansoff matrix

Existing Products

New Products

Existing Markets

24 hour opening

Move from a
differentiation to a
hybrid strategy

Expansion into petrol
sales

Expansion into
clothing and electrical
sales

New Markets

Overseas expansion

Tesco Express —
smaller stores

aimed at convenience
shoppers

Launch of financial
services

Tesco Direct — selling
its products over the
internet

There are many other strategies that could be added to the matrix, but
even in this simple form it can be seen that companies who grow
successfully will often employ the full range of the Ansoff growth

strategies.

Test your understanding 4

M Company, a clothes manufacturer, is considering vertical integration.

Discuss the advantages and disadvantages for the M Company in
integrating forward by buying up a chain of retail outlets and integrating
backwards by buying a company that manufactures cloth.
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Achieving international growth

Market development and diversification can often lead to an organisation
expanding internationally.

Reasons why companies pursue a strategy of international diversification

o There are increasing opportunities from global markets, either where
products themselves are becoming global or where the organisation’s
customers operate on a global basis.

o If local markets are saturated or limited, it may be possible to sell products
into new locations using existing skills and infrastructure.

o Risks may be spread as poor results in one market due to local economic
conditions can be balanced against good conditions in another.

o It may be possible to take advantage of particular aspects of different
locations and markets such as low labour costs.

| Driving and restraining forces for international expansion

Driving forces:

o Technology

o Culture

o Market needs

. Cost

o Free markets

o Economic integration

o Peace/political stability

o Management vision

o Strategic intent

o Global strategy and action.
Restraining factors:

o Culture

o Market differences

o Cost

o National controls

. Nationalism

. War

o Management myopia/short-sightedness
o Organisation history

. Domestic focus.
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Possible strategies for geographical diversification

A multi-domestic strategy where products and services are tailored to
individual countries and markets, with many activities specific to particular
countries.

A global strategy, where standard products are sold in different countries.

A balance between the two above strategies, where products are largely
global but have minor modifications to suit the requirements of individual
countries. There will generally be a trade-off between scale economies
and the need to tailor products or services to local markets.

The concept of globalisation

Globalisation, if it can be seen as a single concept at all, is a very
complex one. The term provides a collective label for a whole series of
trends and changes related to the significance of geography in shaping
organisations and the interactions between them. For example, many
local markets are globalising as their governments reduce import
restrictions and tariffs, or as other countries re-open trade relationships.
This not only means that goods and services become available from
other parts of the world, but that the nature of competition changes from
local to global, in turn affecting the way that local firms must operate in
order to survive and thrive.

A somewhat different type of globalisation concerns the homogenising of
tastes across geographies. Food, once highly local in style, has become
more global in many respects. This is not simply what has been called
the culinary imperialism of America being rolled out across the world via
Coca-Cola and McDonalds. The changing economics of transportation
and increased experience of foreign travel have enabled consumers to
break away from largely national determinants of taste, and re-segment
across countries on more individual lines. It is not that everyone is
moving to a single global standard, but that shared tastes transcend
national borders. Some consumers are moving towards a traditional
Italian diet whether they live in London, Toronto or Stockholm, while
others eat increasing quantities of Chinese style stir-fries, whether in New
York, Adelaide or Madrid.

In this context globalisation simply means that geographic location is no
longer the key determinant of behaviour.

Other forms of globalisation can also be distinguished. More and more
firms have a presence in multiple locations across the world, rather than
simply exporting from a home base. But, perhaps more importantly, as
such firms seek to standardise approaches or gain purchasing
economies, they increasingly demand co-ordinated, multi-country support
from their suppliers. This requires the suppliers not only to be present in
different parts of the world, but also to manage the relationships between
their local units in new ways.
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5  Strategy evaluation

So far, this chapter has provided a number of strategic options that an
organisation can choose from. But not all of these will be successful for every
organisation. The choices need to be evaluated to determine which is the best
one for a particular organisation.

Johnson, Scholes and Whittington (JSW) argue that for a strategy to be
successful it must satisfy three criteria:

o Suitability — whether the options are adequate responses to the firm’s
assessment of its strategic position.

o Acceptability — considers whether the options meet and are consistent
with the firm’s objectives and are acceptable to the stakeholders.

o Feasibility — assesses whether the organisation has the resources it
needs to carry out the strategy.

This criteria can be applied to any strategy choice such as the competitive
strategies and the growth strategies assessed in this chapter, or even the
methods of development considered in a later chapter.

m Further explanation on each test

Suitability

Suitability considers whether the new strategy fits in with the
organisation's environment and addresses its key issues. It means that in
this test we should consider factors that may have arisen in the PESTEL
and 5 Forces analysis (covered in chapter 2), for example. Suitability
would therefore consider whether the strategy takes account of

o changes in technology

o the threat from substitutes

o the reaction of competitors

o where the business is in its life cycle
. support for overseas expansion

. the timing of the strategy

So the key focus is on whether the strategy solves the problems that the
company is facing (and which you are likely to have identified from
previous strategic analysis).

Suitability will also examine the 'cultural fit' of the strategy — this examines
whether there would be resistance to change from staff, whether the
organisational structure can incorporate the new strategy, whether
suitable controls are in place etc. Culture is explored in detail in a later
chapter.
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Feasibility

Assesses whether the organisation has the resources it needs to carry
out the strategy. It could be linked back to the resource audit and
strategic capabilities covered in chapter 3. This would involve ensuring
that

o the organisation has the right number of staff
o staff have the right skills

o adequate finance is available

o technology is suitable

o the organisation has appropriate skills in areas such as marketing
and design

o the organisation has experience with this market and/or product.

Feasibility may also consider barriers to entry to ensure that the market
can be accessed.

Acceptability

Acceptability concerns assessing risk, return and stakeholders’
expectations.

Risk
Risk can be assessed through using:

o financial ratios to identify any problems. For example, a low
operating margin and long cash operating cycle for the strategy
might highlight that there will be a risk to the organisation's cash
flows and that the project will put extra burdens on finances.
Assessing the impact on capital structure through using gearing
ratios could be equally important.

o sensitivity analysis. You should be aware from previous studies how
sensitivity (or 'what if?") analysis can identify key assumptions and
provide an indication of the margin of safety in assumptions.

A strategy that is deemed to be too risky may be rejected regardless of
whether it is suitable and feasible.

Risk (and how to evaluate it) is covered in more detail in chapter 14 when
we revise areas such as expected value and decision tree techniques.
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Return

A project will only be acceptable if meets the returns expected by key
stakeholders. These returns may be both financial and non-financial and
could include areas such as:

o the change in shareholder wealth (i.e. NPV)
o the accounting return (in terms of profits)

o impact on KPI's (such as customer satisfaction, market share gains
etc.)

In Chapter 4, we considered how financial ratios should be calculated
and analysed and we also considered what KPIs might be important to an
organisation. Later in the syllabus we will look at project appraisal
techniques such as payback and NPV methods which would be
appropriate here.

For non-profit organisations non-financial KPIs may take preference. But
there would still be a need to assess the financial performance of any
proposed strategy and techniques such as cost-benefit analysis are
commonly used to achieve this.

Risk and return are typically linked together so that if one increases the
other increases (i.e. taking more risks can often lead to greater returns). It
will therefore be important to determine the risk attitude of key
stakeholders. Risk averse stakeholders will be willing to sacrifice returns
in order to keep risk low, whereas risk seekers will aim to maximise
returns irrespective of risk.

Stakeholder expectations

It will be important to consider the reactions to the strategy of all
stakeholders (not just shareholders). We should consider areas such as:

stakeholder attitudes to risk (as explained above)

o how customers will react (for example, how will the new strategy
affect brand and reputation)

o whether there will be any resistance from staff and whether staff will
continue to be motivated by any new strategic direction (this will be
particularly important when staff are a key asset)

o whether the policy is ethical and how the wider community will react

o whether the strategy fits in with the overall vision, mission and
objectives of the organisation

o whether the strategy meets any known goals set out by
stakeholders (for example, if industry bodies are demanding that the
organisation becomes less aggressive towards competition etc.)

Stakeholder mapping and analysis (covered in chapter 7) can be of great
value here.
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m Test your understanding 5

Sarah Wu has set up and run her own bookstore for five years. She faces
little local competition and has made strong financial returns from the
store. She now has $15,000 available for investment and plans to open
up a second store in a nearby town which currently does not have a
bookstore

Her friend, Misah, has just returned from completing a university course
and has suggested that Sarah should instead invest in a website for her
store. He has said that this will allow Sarah to sell her books worldwide
and make a much quicker return on her investment that the new store
opening.

Required:
Evaluate Misah's strategy.

Professional skill:

lllustrate evaluation skills in appraising the option from Sarah's point of
view
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6 Chapter summary
Strategic choice

- : N : 7 Xir© . )

Competitive strategies Growth strategies Strategy evaluation

* No frills Ansoff suggested: e Feasibility — do we

* Low cost * Market penetration have the resources

* Hybrid * Product development and skills?

e Differentiation e Market development e Acceptability — does it

e Focused differentiation || ® Diversification match our goals?
— — b SUltablllty — does it fit

with the environment?
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Test your understanding 1

1  Walmart — cost leadership. The company is renowned for its
attention to keeping costs low.

Saga Holidays — focus.

Bang and Olufson — differentiation. Upmarket, very stylish, home
entertainment equipment.

Test your understanding 2

1  The specialised consultation service is likely to be in a position of
focused differentiation. It will be focused on the local area and the
unusual soil present in that area and it will be able to differentiate
itself through its specialist knowledge.

2 The manufacturer is likely to be using a no frills position. It does not
have the branding to offer a low cost or differentiated product.

3  The sole trader is likely to be in an uncompetitive position. It will not
be able to compete on either price or quality and its strategy is likely
to fail.

Test your understanding 3

Indian call service providers are struggling to sustain their international
competitive advantage for the following reasons:

Robustness

The demand for call centre staff in India has made it a scarce resource.
This in turn has pushed up wage rates — with annual wage inflation
running at around 13% per annum in 2011. In contrast, wage inflation in
the US and UK is falling and due to the economic recession call centre
staff are no longer a scarce resource in these countries. Some
companies are finding that domestic wage rates are coming to a par with
rates in India.

Property and rent prices in India have also risen sharply in India over the
past decade as call centres fight for an ever diminishing resource. This
again has threatened the cost effectiveness of these centres.

Rarity

Domestic call centres had reached capacity by the late 1990's as demand
for call centres grew beyond what they could cope with. However, over
the last 10 years these companies have invested in extra capacity which
has allowed them to satisfy the needs of domestic customers. The Indian
service is now not as rare as it was ten years ago.
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Value

Domestic consumers have started to complain about the quality of
service from Indian call centres and this in turn leading to US and UK
companies valuing the service less. In the US there has also been a
political backlash against using foreign labour instead of domestic labour.

On top of this, staff turnover in Indian call centres has risen to epidemic
levels as staff move on to seek higher salaries in a market where good
staff are difficult to retain (recent reports show attrition rates of between
25 and 35% per annum). It is typically the better staff who are leaving and
this is harming the value of the service provided.

The future

Already many small Indian call centres have closed down as they can no
longer sustain their competitive advantage. Larger companies have so far
managed to maintain the bulk of their customers. But they will need to
focus on building value, rare and robust new strategic capabilities if they
are to maintain this position in the future.

Test your understanding 4

There are several reasons why M Company might pursue forward
integration. It will be easier for a chain of retail outlets to differentiate its
clothes from those of its competitors through branding. This gives an
opportunity for higher margins to be earned. M Company can produce
clothes as the shops demand them (JIT), leading to reductions in
inventory levels. They will also have a guaranteed customer for its output.

There are also reasons against this course of action. The reaction of the
customers that M Company presently supplies may be hostile. If they
stop stocking M Company’s products, will the chain of retail outlets be
able to sell enough to cover this fall in demand? What is the likely effect
of the increased costs of distributing clothes to the shops, rather than to
the depots of current customers?

A strategy of backward integration into the supply chain would give M
Company a dedicated supplier with both guaranteed quality and price.
The material could be manufactured when required by M Company,
leading to lower inventory levels.

The downside to this course of action is that, if alternative cheaper
suppliers become available, M Company will not be able to use them,
since it will be committed.

There are also arguments against integration generally, whether forwards
or backwards.
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Being successful may require different skills from those presently
possessed by the company. For example, M Company may know little
about retailing or material manufacturing. To be successful, it will have to
stretch its current competencies to cover these areas.

In addition, there may be a very different focus for each of the
businesses. For example, the chain of retail outlets may well be
successful if it can differentiate its products from those of its competitors
using innovative colours and material, while the cloth manufacturer is
likely to be successful by keeping its costs low by using basic materials
and standardised colours. It will be difficult for M Company to maintain
both of these at the same time.

Test your understanding 5

Johnson, Scholes and Whittington's tests will be used to evaluate the
strategy:

Feasibility

A website may be cheap to set up and gaining a web presence is
relatively easy. But designing the site and maintaining it will need
technical expertise which Sarah is unlikely to possess.

Selling internationally will also require international distribution networks
that Sarah will not possess. She may be able to outsource distribution,
but the costs of this are likely to outweigh any benefits.

Therefore, this strategy may not be a feasible one for Sarah.

Acceptability

As a small, owner-managed business, Sarah is likely to be risk averse
and may well want to focus on the area that she is comfortable with. She
may decide that international expansion is too risky and difficult to control
and lack the confidence necessary to run the business successfully.

She is therefore unlikely to find the strategy to be acceptable.

Suitability

There are already worldwide book selling companies on the internet such
as Amazon. They are likely to have built up a reputation and supply chain
that Sarah cannot overcome. They will also have economies of scale
which enable them to sell books at a lower price than Sarah would find
possible and therefore Sarah's website would struggle to gain any
competitive advantage against these rivals.

Therefore the strategy is also unsuitable.
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Overall

This is not a valid strategy for Sarah to pursue and she should instead
evaluate the market development opportunity further.

Professional skill:

The key evaluation skills will be in considering the positive and
negatives from Sarah's point of view. It will not be good enough to
simply state or identify the issues. Likewise, few professional skills
marks would be awarded for having an unsupported opinion. It is not
good enough to state, for example, that the strategy is unsuitable.
Instead this needs to be supported by an assessment of the relevant
issues from either an external or internal perspective.
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. assess how internal development, or business combinations,
strategic alliances and partnering can be used to achieve
business growth

. describe the relationship between corporate parents and
business units and how the corporate parent can create or
destroy value

. apply the BCG and the public sector portfolio models to
assist organisations in managing their organisational
portfolios

One of the PER performance objectives (PO3) is
) that you contribute to the wider business

o strategy of your organisation through your
personal and team objectives. You identify
innovative ways to improve organisational
performance — which may include making or
recommending business process changes and
improvements. Working though this chapter
should help you understand how to demonstrate
that objective.

PER
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METHODS OF

STRATEGIC DEVELOPMENT

DEVELOPMENT PORTFOLIO
METHODS ANALYSIS

1 Introduction

This chapter looks at how some of the strategies discussed in the last two
chapters might be developed. It looks at various types of business
combinations. If the chosen method is to develop a strategy through acquisition,
then an organisation must consider corporate parenting and portfolio analysis.

2  Alternative development options

There are many ways in which a strategy can be developed. Some of the key
methods are explored in this section.

Acquisition

This chapter uses the term acquisition when referring to both acquisitions and
mergers

m Further details on the terminology

Technically, a merger is in essence the pooling of interests by two
business entities which results in common ownership. An acquisition
normally involves a larger company (a predator) acquiring a smaller
company (a target).

A merger typically involves the creation of a new company with mutual
decision making by each party entering into the agreement. All staff

therefore feel that their views and culture will be exEressed in the new

venture.

Acquisitions are usually easier to control as the predator can more easily
and quickly dictate controls, working methods, power structures etc.
There are also more opportunities to remove excess or inefficient senior
management in the acquired business than would be possible with a
merger.
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The acquisition can also be quicker to complete as it involves an
acquisition of the shares of the target company (though this can have a
high cost and have a significant financial impact). Mergers do not often
require an exchange of an 'acquisition price', but they do involve the
creating of a new entity which can be slow and complex. Mergers will
require new branding, for example, which an acquisition can avoid by
simply using the branding of the predator.

But mergers provide a better pooling of skills and resources, with each
party focusing on its core competences. A merger allows all parties to
participate in future growth and synergies whereas an acquisition allows
only the predator to receive these (although the target company sellers
are often compensated for this in the acquisition price).

Acquisitions typically have the following issues

Advantages Disadvantages
o it is a quick way to grow o can be very expensive
o there can be synergistic gains o synergies are not automatic

acquire the necessary strategic o can lead to cultural clashes
capabilities

overcomes barriers to entry o there may be legal barriers to
overcome (e.g. competition law)

can choose a target that fits best | e all parts of the target are
(see portfolio analysis later) acquired (including its problems)

enhances reputation with finance | e requires good change
providers management skills

Potential sources of synergy

"Synergistic gains" refers to a position where the combined entity is worth
more than the sum of the value of the companies prior to acquisition. This
can come from areas such as improved combined profitability, a better
financial position or better market position.

Improved profitability
Combined profits can be higher due to:

o Sales synergies. These can come from sharing databases, selling
products which are complementary, sharing distribution channels
etc.

o Cost synergies. Combined costs may be lower through sharing staff
(and making excess staff redundant), gaining economies of scale,

sharing premises, sharing central services (such as accounting) etc.
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Improved financial position

The financial position of the combined company may be better due to:
o sharing assets (and selling off excess assets)

o using assets better

o shared working capital management

o finding cheaper financing

o stabilising cash flows (e.g. removing seasonality).

Improved market position

This can come from:

o sharing skills or knowledge

o risk reduction from a portfolio effect

o improved management/better corporate parenting

° better focus.

Test your understanding 1

Blueberry is a quoted resort hotel chain based in Europe.

The industry

The hotel industry is a truly global business characterised by the
following:

o Increasing competition

o An increasing emphasis on customer service with higher standards
being demanded.

o In particular the range of facilities, especially spas, is becoming
more important as a differentiating factor.

Performance

o Blueberry offers services at the luxury end of the market only, based
on a strong brand and prestigious hotels — although its reputation
has become tarnished over the last five years due to variable
customer satisfaction levels.

o Despite a reputation for having the most prestigious coastal resort
hotels along the Mediterranean in 20X0, Blueberry was loss-making
in the financial years 20X4/5 and 20X5/6.

o To some extent this situation has been turned around in 20X6/7 with
an operating profit of $11 million. However shareholders are putting
the board under pressure to increase profits and dividends further.
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o Management have responded to this by setting out an ambitious
plan to upgrade hotel facilities throughout the company and move
more upmarket. The bulk of the finance is planned to come from
retained profits as Blueberry has historically kept its financial
gearing low.

Acquisition opportunity

The management of Blueberry have been approached by the owner of
‘The Villa d'Oeste’, a luxury hotel on the shores of Lake Como in lItaly,
who is considering selling it. The hotel has an international reputation
with world-class spa facilities and generates revenue throughout most of
the year due to Lake Comao’s mild micro-climate. The asking price will be
approximately $50m.

Required:

Outline the issues to be considered when assessing the acquisition.

Corporate parenting

Corporate parenting looks at the relationship between head office and
individual business units. This will become more important if a business
follows the route of growth through acquisitions — the aim will be to
become a good "parent” to new subsidiaries.

Corporate parents do not generally have direct contact with customers or
suppliers but instead their main function is to manage the business units
within the organisation. The issue for corporate parents is whether they:

o add value to the organisation and give business units advantages
that they would not otherwise have. This can be done, for example,
through providing resources and skills or by sharing expertise.

o add cost and so destroy the value that the business units have
created. For example, if central overheads are re-charged to
business units.
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Organic growth

Advantages

Disadvantages

can spread the cost

lack of experience in new areas

no cultural clashes or control
issues

less attractive to finance
providers

can be set up in many ways — for
example, through a new division

there may be barriers to organic
entry

may get access to government
grants

it may be too slow

easier to terminate

no access to skills, reputation
etc. or other strategic capabilities
required for success

can be developed slowly (less
risk)

managers may be spread too
thinly

Joint venture

Advantages

Disadvantages

can share the set-up and running
costs

can often lead to disputes

can learn from each other

may give access to strategic
capabilities and eventually allow
the partner to compete in core
areas

can focus on relative strengths

there may be a lack of
commitment from each party

may reduce political or cultural
risks

requires strong central support
which may not be provided

it is better than going it alone and
then competing

transfer pricing issues may arise
and performance appraisal can
be complicated
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Characteristics of a well-structured strategic alliance

A strategic alliance can be defined as a co-operative business activity,
formed by two or more separate organisations for strategic purposes, that
allocates ownership, operational responsibilities, financial risks, and
rewards to each member, while preserving their separate
identity/autonomy.

o Alliances can allow participants to achieve critical mass, benefit
from other participants’ skills and can allow skill transfer between
participants.

o The technical difference between a strategic alliance and a joint
venture is whether or not a new, independent business entity is
formed.

. A strategic alliance is often a preliminary step to a joint venture or
an acquisition. A strategic alliance can take many forms, from a
loose informal agreement to a formal joint venture.

o Alliances include partnerships, joint ventures and contracting out
services to outside suppliers.

Seven characteristics of a well-structured alliance have been identified

o Strategic synergy — more strength when combined than they have
independently.

o Positioning opportunity — at least one of the companies should be
able to gain a leadership position (i.e. to sell a new product or
service; to secure access to raw material or technology).

o Limited resource availability — a potentially good partner will have
strengths that complement weaknesses of the other partner. One of
the partners could not do this alone.

o Less risk — forming the alliance reduces the risk of the venture.

o Co-operative spirit — both companies must want to do this and be
willing to co-operate fully.

o Clarity of purpose — results, milestones, methods and resource
commitments must be clearly understood.

o Win-win — the structure, risks, operations and rewards must be
fairly apportioned among members.

Some organisations try to retain some of the innovation and flexibility that
is characteristic of small companies by forming strategic alliances (closer
working relationships) with other organisations. They also play an
important role in global strategies, where the organisation lacks a key
success factor for some markets.
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Franchising

Advantages

Disadvantages

receive an initial capital injection

share profits

can spread brand quickly

may give access to strategic
capabilities and eventually allow
the partner to compete in core
areas

easy to terminate

there may be a lack of goal
congruence

a good way to test the market
before full investment

there is a loss of control over
quality, recruitment etc.

franchisee may provide better
local knowledge

there may be a lack of
consistency across franchises

franchisor management can
focus on strategic rather than
operational issues

it may be difficult to attract
franchisees

Further detail on franchising

Franchising

The mechanism

damaged.

parties.

o The franchiser grants a licence to the franchisee allowing the
franchisee to use the franchiser’'s name, goodwill and systems.

o The franchisee pays the franchiser for these rights and also for
subsequent support services the franchiser may supply.

o The franchisee is responsible for the day to day running of the
franchise. The franchiser may impose quality control measures on
the franchisee to ensure the goodwill of the franchiser is not

o Capital for setting up the franchise is normally supplied by both

o The franchiser will typically provide support services including:
national advertising, market research, research and development,
technical expertise, management support.
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fail.

The advantages for the franchiser are as follows:

Rapid expansion and increasing market share with relatively little
equity capital.

The franchisee provides local knowledge and unit supervision. The
franchiser specialises in providing a central marketing and control
function, limiting the range of management skills needed.

The franchiser has limited capital in any one unit and therefore has
low financial risk.

Economies of scale are quickly available to the franchiser as the
network increases. For example, with the supply of branded goods,
an extensive advertising spend is justifiable.

The advantages for the franchisee are as follows.
These are mainly in the set-up stages where many new businesses often

The franchisee will adopt a brand name, trading format and product
specification that has been tested and practised.

The learning curve and attendant risks are minimised.

The franchisee usually undertakes training, organised by the
franchiser, which should provide a running start, further reducing
risk.

Disadvantages

Note: most of these relate to clashes between the franchiser and
franchisee

A franchisee is largely independent and makes personal decisions
about how to run his operation. In addition, the quality of product,
customer satisfaction and goodwill is under his control. The
franchiser will seek to maintain some control or influence over
quality and service from the centre but this will be difficult if the local
unit sees opportunities to increase profit by deviating from the
standards which the franchiser has established.

There can be a clash between local needs or opportunities and the
strategy of the franchiser, for example, with respect to location.

The franchiser may seek to update/amend the products/services on
offer whilst some franchisees may be slow to accept change or may
find it necessary to write off existing stock holdings.

The most successful franchisees may break away and set up as
independents, thereby becoming competitors.
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Test your understanding 2

Which of licensing, joint venture, strategic alliance and franchising might
be the most suitable for the following circumstances?

1 A company has invented a uniquely good ice cream and wants to
set up an international chain of strongly branded outlets.

2 An oil company which, in common with its rivals, is under political
pressure to develop alternative, renewable energy sources.

3 A beer manufacturer wants to move from its existing domestic
market into international sales

Business partnering

As we have noted above, partnerships between businesses have a long
history and come in many forms, including strategic alliances and joint
ventures (JVs).

Business partnering is the development of successful, long term,
strategic relationship between, for example, customers and suppliers,
based on achieving best practice and sustainable competitive advantage.

Why a Partnership?

A recent PwC analysis of more than a quarter century of global data on
alliances and JVs shows we're in another period of upswing when it
comes to those partnerships. The combined number of alliances and JVs
has increased in the past two years and is now at its highest level since
the start of the century.

For example, the Amazon—Berkshire Hathaway — JPMorgan deal in
2018, which targeted waste in the current US healthcare system and
improving patient service, shows how companies today, responding to
technological disruption, geopolitical uncertainty, regulatory overhaul, and
demographic shifts, are pushing such partnerships beyond their
traditional limits.

The aim is often to bring together expertise to expand the companies’
reach, drive growth, and cope with rising competition. Few companies
can afford to follow their previous deal blueprints if they want to respond
to the disruptions and risks in today’s markets. More important, the
traditional lines between industries are blurring, with consumers
increasingly expecting goods and services to be interconnected, and
businesses seeking to make their supply chains more efficient and
effective.

Similarly, co-branding is a strategic marketing and advertising partnership
between two brands wherein the success of one brand brings success to
its partner brand, too. Co-branding can be an effective way to build
business, boost awareness, and break into new markets, and for a
partnership to truly work, it has to be a win-win for all players in the game.
Both partners need to find value in the future relationship.
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Whatever the path the partnership takes, success usually hinges on trust
and good management. Building trust early on is important in managing
an alliance or JV. It can enable partners to set big long-term goals while
celebrating small wins along the way. Companies that manage
partnerships well also design agreements that are flexible, coordinate
planning and budgeting with each other, and follow strong governance
processes and principles. When partners work to be agreeable,
collaborative, and responsible, alliances and JVs can thrive.

3 Portfolio analysis tools

The use of portfolio analysis

An organisation may have to make investment decisions such as whether to
add a company to its existing portfolio or whether to divest of an existing
subsidiary. One technique that can be used to perform this task is portfolio
analysis, which determines the fit between the business unit and other business
units held by the organisation.

m More on portfolio analysis

Portfolio analysis:
o is designed to reveal whether the organisation has:
—  too many declining products or services
—  too few products or services with growth potential

— insufficient product or service profit generators to maintain
present organisation performance or to provide investment
funds for the nurturing of tomorrow’s successful ventures

o portfolio analysis can be very valuable in assessing how the balance
of activities contributes to the strategic capability of the organisation

o should be applied to SBUs, that is units dealing with particular
market segments not whole markets

o will result in different targets and expectations for different parts of
the organisation, which will impact on the resource allocation
processes — both capital and revenue budgets

In this section the BCG matrix is discussed in detail and alternatives in
outline. The ACCA has stated that it will not explicitly ask for a specific
portfolio tool but will expect you to use whichever models are most useful
in the scenario given.
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The Boston Consulting Group (BCG) growth share matrix

Rate of growth
in the market

This two-by-two matrix classifies businesses, divisions or products
according to the present market share and the future growth of that
market.

Growth is seen as the best measure of market attractiveness.

Market share is seen to be a good indicator of competitive strength.

BCG measurement issues

Assessing the rate of market growth as high or low is difficult because it
depends on the market. A useful tool for assessing growth is the PESTEL
model studied in chapter 3. In an exam scenario, this would be a good
tool to use alongside the BCG in order to assess whether a market has
good growth prospects.

Relative market share is defined by the ratio of market share to the
market of the largest competitor. The log scale is used so that the
midpoint of the axis is 1.0, the point at which an organisation’s market
share is exactly equal to that of its largest competitor. Anything to the left
of the midpoint indicates that the organisation has the leading market

share position.

High
Star Problem child

Cash cow Dog

Low High Low
Relative market share

An organisation would want to have the following in a balanced portfolio:

160

cash cows of sufficient size and/or number that can support other products
in the portfolio

stars of sufficient size and/or number that will provide sufficient cash
generation when the current cash cows can no longer do so

problem children that have reasonable prospects of becoming future stars

no dogs or — if there are any — there would need to be good reasons for
retaining them.
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BCG decision making aspects

KAPLAN PUBLISHING

Decision-making implications for different quadrants in the matrix

A cash cow has a high relative market share in a low-growth market and
should be generating substantial cash inflows. The period of high growth
in the market has ended (the product life cycle is in the maturity or
decline stage), and consequently the market is less attractive to new
entrants and existing competitors. Cash cow products tend to generate
cash in excess of what is needed to sustain their market positions. Profits
support the growth of other company products. The firm’s strategy is
oriented towards maintaining the product’s strong position in the market.

A star has a high relative market share in a high-growth market. This
type of product may be in a later stage of its product life cycle. A star may
be only cash-neutral despite its strong position, as large amounts of cash
may need to be spent to defend an organisation’s position against
competitors. Competitors will be attracted to the market by the high
growth rates. Failure to support a star sufficiently strongly may lead to the
product losing its leading market share position, slipping to the right in the
matrix and becoming a problem child. A star, however, represents the
best future prospects for an organisation. Market share can be
maintained or increased through price reductions, product modifications,
and/or greater distribution. As industry growth slows, stars become cash
COWS.

A problem child (sometimes called ‘question mark’) is characterised by
a low market share in a high-growth market. Substantial net cash input is
required to maintain or increase market share. The company must decide
whether to do nothing — but cash continues to be absorbed — or market
more intensively, or get out of this market. The questions are whether this
product can compete successfully with adequate support and what that
support will cost.

A dog product has a low relative market share in a low-growth market.
Such a product tends to have a negative cash flow, that is likely to
continue. It is unlikely that a dog can wrest market share from
competitors. Competitors, who have the advantage of having larger
market shares, are likely to fiercely resist any attempts to reduce their
share of a low-growth or static market. An organisation with such a
product can attempt to appeal to a specialised market, delete the product
or harvest profits by cutting back support services to a minimum.
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Options for the future can be plotted onto a BCG matrix and the long-term
rationale of business development can be highlighted by the matrix.
Using the original matrix a strategist could address the following issues.

o Which strategies are most suitable to move products from question
marks through to stars and eventually to cash cows? In other words,
will the strategy move the organisation to a dominant position in its
market?

o Will there be sufficient funds from cash cows to provide the
necessary investment in stars? Many bankruptcies have occurred
because firms have invested heavily in the promotion of products in
rapid growth without profitable and well-established products from
which it can fund these new ventures.

o Does the portfolio have a balance of activities that matches the
range of skills within the organisation? Unless a balance is achieved
certain groups are overstretched while others remain
underemployed. In general, question marks and stars can be very
demanding on the time of management.

o Is the organisation thinking about an acquisition strategy? Firms that
embark on acquisition programmes often forget that the most likely
targets for acquisition are not the cash cows and stars of the
business world but the question marks and dogs. There may be
logic in acquiring a question mark if an organisation has the
resources to move it towards stardom.

Strategic movements on the BCG matrix

A product’s place in the matrix is not fixed for ever, as the rate of growth
of the market should be taken into account in determining strategy.

o Stars tend to move vertically downwards as the market growth rate
slows, to become cash cows.

o The cash that they then generate can be used to turn problem
children into stars, and eventually cash cows.
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The ideal progression is illustrated below:

Star Problem child
High B O—O A
X y

Rate of growth

of market (%) /
Low _/
z

Cow Dog

High Low

Relative market share (log scale)

—) Product movement (A to B to C representing the
product life cycle)

:> Cash movement (from products z to x and y)

Evaluating BCG strategies

KAPLAN PUBLISHING

The BCG matrix suggests what appear to be very prescriptive strategies
for each position in the box. For example, it suggests that all cash cows
should be exploited and that all dogs should be disposed of.

But this is not always the case. It may be that some cash cows cannot be
exploited if, say, the market has remained competitive, rivals have not left
the market and large cash surpluses are not possible. For example, the
New York Times could be classed as a cash cow in the BCG matrix but it
has been reporting net losses in recent years. For other cash cows it may
be inappropriate to ‘milk’ them for cash if doing so would jeopardise the
strategic position of the product or business unit.

Likewise, not all dogs should be removed from the portfolio. Some dogs
may support other products and act as a ‘loss leader’, whilst other dogs
can continue to generate a positive contribution for many years. A major
customer might, for example, require sales of two products, one of which
is a dog and the other is a cash cow. But if the dog is not supplied sales
of the cash cow would also be lost and the business would be much
worse off.
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This is why in an examination you should not simply state that ‘dogs’, for
example, should be removed from the portfolio. Instead you need to
evaluate the suggested BCG strategy. This means you need to justify
why you think it should be removed or perhaps justify why it should
instead be retained within the business portfolio. It usually doesn’t matter
which way you suggest that the business should proceed as long as you
have a structured argument for doing so.

ﬁ Test your understanding 3

Fruity Drinks provides fruit juices to a number of supermarket chains, that
sell them under their own label. Its marketing manager explains, ‘We’'ve
got a large number of products. Our freshly squeezed orange juice is
doing fine. It sells in the same huge quantities now as it has done for a
number of years. Although margins are low, we have sufficient
economies of scale to do very nicely in this market. We’ve got advanced
production and bottling equipment and long-term contracts with some
major growers. No problems there. We also sell freshly squeezed
pomegranate juice: customers loved it in the tests, but producing the stuff
at the right price is a major hassle — all the seeds get in the way. We
hope it will be a winner, once we get the production right and start
converting customers to it. After all, the market for exotic fruit juices
generally is expanding fast.’

Required:
Analysis the position of each of Fruity Drinks products in its portfolio.

Professional skill:

lllustrate analysis skills in considering each product.

The public sector portfolio matrix

The BCG is aimed primarily at commercial, private sector organisations. The
public sector portfolio matrix adapts the BCG idea to public sector organisations
and the axes are "public need and funding effectiveness" and "value for
money".
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Expandable Text
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The dimensions of the matrix are:

o value for money — this considers whether the service can be
provided effectively

o the desirability of the service — public support and funding

Political hot box

attractiveness.

High

A
viibilE fsad Public sector star
and
Fun.dlng Golden fleece

effectiveness

Low

Back drawer issues —
discontinue

Value for money

High -«

> Low

The four potential positions for services can lead to the following
strategies for each service:

Position

Characteristics

Strategy

Public
sector star

Attractive to the
public and well-
funded. Funds are
used well and the
service goals are
achieved.

Continue at current funding
levels.

Golden
fleece

Very effective, but the
public believe that it
is over-funded.

Move funds to other services,
aim to reduce the service or cut
staff numbers.

Back drawer
issues

Not effective and not
desired by the public.

Remove this service.

Political hot
box

Very popular but not
very effective. Putting
a drain on funding
that could be used
elsewhere.

Either aim to change the

public's perceptions and change
it into a back drawer issue, or try
to improve effectiveness (for
example, by providing extra
resources) and turn it into a star.
Lobby for more funding.
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The major problem with the application of the public sector portfolio
matrix is that its dimensions (the organisation’s ability to serve effectively
by providing value for money, and the public’'s need and support and the
funding attractiveness) are all subjective, and largely dependent on the
user’s own perceptions as to what the body should be doing, and what
the public sector body is good at.

Also, some public services may be mandated centrally. For example, the
advertisement of jobs at a provided employment centre may be provided
in many different languages. The difficulty of the task may lead to many
inaccuracies and be expensive to achieve (and therefore struggle to
provide value for money). It may not be desired by the public. This would
make it a back drawer issue which maybe should be abandoned by the
employment centre. But it may be that the provision of this service is part
of a legal requirement for employment centres set out by the national
government. It therefore could not be abandoned and must be continued.

The Ashridge portfolio display

The Ashridge portfolio display, or parenting matrix, developed by Campbell,
Goold and Alexander, focuses on the benefits that corporate parents can bring
to business units and whether they are likely to add or destroy value (as
discussed earlier in this chapter).

The matrix considers two particular questions.

o How good is the match between perceived parenting opportunities and the
parent’s skills?

o How good is the match between the CSFs of the business units and the
skills and resources that the parent can bring?

High

Ballast Heartland
Ability to add

value

Alien territory Value trap

Low Low High
Opportunities to add value
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m Explanation of the matrix

Heartland business units

o These are where there is a high degree of match and the parent
company has the capabilities and experience to add value by
providing the support required by the business unit.

o These businesses should be central to future strategy.

Ballast businesses

o These are those where the parent understands the business well
but there are limited opportunities to offer help, sometimes because
the business has been owned for a long time and has no further
support needs.

° These businesses would do better if left alone or indeed divested.

Value trap businesses

o These are those where there appear to be many parenting
opportunities but there is a poor fit with the critical success factors of
the business.

o There appears to be good potential but in practice because of the
lack of fit with the strategy there is a high possibility of destruction of
value.

Alien businesses

o These are those where there is a complete mismatch.

o These should not remain part of the corporate portfolio.

Using the Ashridge portfolio display indicates which types of companies
should be divested and why. Businesses that may be candidates for
disinvestment are:

o alien businesses — the parent cannot do good to these organisations
and they would achieve more in another group

o value trap businesses — despite potential, a lack of fit leads to a high
possibility of a loss of value

o ballast businesses — may do better as the parent has little to offer.
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The matrix can be expanded to introduce what are called ‘edge of

heartland' business units

Ballast

eartlan

Ability to
add value

Alien territory

Low

Heartland

O

\

O

Value trap
businesses

High
A Edge o

-l
-«

> High

Opportunities to add value

Edge of heartland business units

o These are those where there is a good fit in some areas where the
parent can bring particular skills that add value to the business unit,

but not in others, where the parent may destroy value.

. However, if the parent develops sufficient understanding of the
business to avoid this, then the business may move into the

heartland.

Test your understanding 4

Anudir started as a single restaurant and has developed into a large
quoted fast food provider. Over the last ten years it has diversified as

follows:

o trendy hotels

o commercial property development — a depressed market at present

e  jeans manufacture.

The main skills of the parent holding company lie in identifying consumer
trends regarding food and designing menus to match those trends.

Required:

Using the above information, label the different business units using the

Ashridge portfolio display.
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Test your understanding answers

ﬁ Test your understanding 1

170

Suitability

The hotel market is becoming increasingly more competitive, so it
might make more sense for Blueberry to try to diversify its activities
more.

Furthermore, the acquisition does not address Blueberry's
underlying problems of inconsistent customer service levels.

On the other hand, the Villa d’'Oesta already has a world class spa
facility and would fit well into Blueberry’s current strategy of moving
more up-market.

Also the goodwill attached to the Villa’s reputation could enhance
Blueberry’s image, depending on branding decisions.

Feasibility

Financing the acquisition could prove problematic:

Debt finance: Historically, the Board have chosen to keep
Blueberry’s financial gearing level relatively low. Blueberry’s existing
clientele of shareholders may thus resist any major increase in
gearing.

Equity finance: Given losses in two out of the last three years,
Blueberry may struggle to raise the purchase price via a rights
issue.

Acceptability

Growth by acquisition is generally quicker than organic growth, thus
satisfying institutional shareholders’ desire to see growth in
revenues and dividends.

Further work is needed to assess whether the $50m asking price is
acceptable.

Buying another hotel should enable Blueberry to gain additional
economies of scale with respect to insurance, staff costs such as
pensions and purchasing economies on drinks. This should boost
margins and profitability further.

The new hotel would fit well into Blueberry’s existing portfolio of
hotels, for example, by having significant cash inflows throughout
the year in contrast to Blueberry’s highly seasonal business, thus
reducing the overall level of risk.
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Preliminary Recommendations

. The opportunity to acquire the Villa d'Oeste should be rejected on
the grounds that financing the acquisition would be problematic at
present.

. Blueberry should instead focus on improving facilities and quality in
existing hotels before looking to expand through acquisition.

Test your understanding 2

1 A franchise arrangement would work well here. There is more than
just manufacturing involved — there is the whole retail offering, and
entering into franchise agreements would be a quick, effective way
of expanding.

2 Unless the oil company feels that, because of its size, there is no
need for joint research, development, marketing and lobbying, a
strategic alliance of some sort could be useful. Research costs and
findings could be shared with other oil companies. Together they
could bring powerful pressure to bear on governments to, for
example, allow more generous time scales for implementation of the
new technology. Alternatively, the new energy technology could be
developed within a joint venture organisation.

3 Almost certainly, this company would expand by licensing local
brewing companies to make and distribute its product.

Test your understanding 3
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Orange juice is a cash cow.

Pomegranate juice is a question-mark, which the company wants to turn
into a star.

Professional skill:

This answer would not be sufficient to score well in the examination.
This paper is not about simply getting to the correct categorisation or
answer. It is about evidencing the route taken to get to that answer
through reasoned analysis. The best approach to take to a BCG
question would be

o try to justify whether market growth is high or low
o try to justify why you think market share is high or low
o categorise the business according to the BCG terminology

o evaluate whether the suggested BCG strategy would be

appropriate in this instance
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Let's examine how an examination answer might look for orange juice:

The market for orange juice appears to be mature (low growth). It sells in
huge quantities but these volumes do not appear to have changed for
many years.

Fruity Drinks' market share is high. It sells in huge quantities and the
marketing manager suggests that the company does very well in this
market.

This would suggest that the product is a ‘cash cow' in terms of the BCG
terminology and should be exploited in order to support Fruity Drinks'
other products. Fruity Drinks has long term contracts with a number of
supermarket chains which should support this strategy, and Fruity Drinks'
investment in advanced production and bottling suggests that it is unlikely
to consider exiting the market altogether. The orange juice business unit
should be used to support other products such as pomegranate juice.

Professional skill:

Compare this answer to the original 'answer'. This answer is more
detailed, has shown a better understanding of the model, has used the
scenario better and has a reasoned and justified opinion. This is what
would be needed in order to score sufficient marks in this type of
requirement in the exam..

Test your understanding 4

While in practice you would have more detail on which to base your
findings — the model could be applied as:

o fast food outlets — heartland (or ballast as it is debatable whether
further opportunities exist for value to be added)

o jeans — alien (possibly edge of heartland if you believe that skills
can be transferred to identifying consumer trends in clothing as well)

o hotels — value trap. Head office may believe that it has the skills to
add value on the food side but in reality CSFs are more concerned
with marketing, staffing, cost control

o property development — alien.
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As with using the BCG matrix, it will be important in the examination that
your answer is not laid out as we see above. You will need to provide
more relevance and depth. You should have a separate evaluation for
each business unit that follows these steps:

o comment on the opportunities to add value to this business unit
(therefore discuss the problems or issues being faced by this
business unit)

. comment on the ability of the parent to add value to this business
unit (this therefore means that you should be identifying and
explaining the parent's abilities and how they relate to the problems
identified)

o suggest how the business unit would be classified under the
parenting matrix

o evaluate whether the suggested strategy from the parenting matrix
would be appropriate in this scenario.
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Upon completion of this chapter you will be able to:

. discuss the nature of the principal-agent relationship in the
context of governance.

. analyse the issues connected with the separation of
ownership and control over organisation activity.

. compare rules versus principles based approaches to
governance and when they may be appropriate.

. discuss different models of organisational ownership that
influence different governance regimes (family firms versus
joint stock company-based models) and how they work in
practice.

. compare and contrast public sector, private sector, charitable
status and non-governmental (NGO and quasi-NGOs) forms
of organisation, including agency relationships, stakeholders’
aims and objectives and performance criteria.

. assess and evaluate the strategic objectives, leadership and
governance arrangements specific to public sector
organisations as contrasted with private sector.

. explain democratic control, political influence and policy
implementation in public sector organisations.

. discuss obligations of the public sector organisations to meet
the economy, effectiveness, efficiency (3 ‘E’s) criteria and
promote public value.
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PER

One of the PER performance objectives (PO4) is
that you contribute to effective governance in
your area. You evaluate, monitor and implement
risk management procedures, complying with
the spirit and the letter of policies, laws and
regulations Working though this chapter should
help you understand how to demonstrate that
objective.
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l.l A ‘joint stock company’ is a company which has issued shares.

o Since the formation of joint stock companies in the 19th century, they
have become the dominant form of business organisation within the
UK.

o Companies that are quoted on a stock market such as the London
Stock Exchange are often extremely complex and require a
substantial investment in equity to fund them, i.e. they often have
large numbers of shareholders.

o Shareholders delegate control to professional managers (the board
of directors) to run the company on their behalf. The board act as
agents (see later).

o Shareholders normally play a passive role in the day-to-day
management of the company.

o Directors own less than 1% of the shares of most of the UK’s 100
largest quoted companies and only four out of ten directors of listed
companies own any shares in their business.

o Separation of ownership and control leads to a potential conflict of
interests between directors and shareholders.

o This conflict is an example of the principal-agent (discussed later in
this chapter).

2 What is ‘corporate governance’?

The Cadbury Report 1992 provides a useful definition:

o 'the system by which companies are directed and controlled'.

An expansion might include:

o 'in the interests of shareholders' highlighting the agency issue involved
o ‘and in relation to those beyond the company boundaries' or

o and stakeholders' suggesting a much broader definition that brings in
concerns over social responsibility.

To include these final elements is to recognise the need for organisations to be
accountable to someone or something.

l.l Governance could therefore be described as:

o ‘the system by which companies are directed and controlled in the
interests of shareholders and other stakeholders’.
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m Coverage of governance

Companies are directed and controlled from inside and outside the
company. Good governance requires the following to be considered:

Direction from within:

. the nature and structure of those who set direction, the board of
directors

. the need to monitor major forces through risk analysis
o the need to control operations: internal control.

Control from outside:

o the need to be knowledgeable about the regulatory framework that
defines codes of best practice, compliance and legal statute

o the wider view of corporate position in the world through social
responsibility and ethical decisions.

ﬂ 3  The business case for governance

Providing a business case for governance is important in order to enlist
management support. Corporate governance is claimed to bring the following
benefits:

o It is suggested that strengthening the control structure of a business
increases accountability of management and maximises sustainable

o Institutional investors believe that better financial performance is achieved
through better management, and better managers pay attention to
governance, hence the company is more attractive to such investors.

o The above points may cause the share price to rise — which can be
referred to as the “governance dividend” (i.e. the benefit that shareholders
receive from good corporate governance).

o Additionally, a socially responsible company may be more attractive to
customers and investors hence revenues and share price may rise (a
"social responsibility dividend").

The hard point to prove is how far this business case extends and what the
returns actually are.
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4  Purpose and objectives of corporate governance

Corporate governance has both purposes and objectives.
For the private sector:

o The basic purpose of corporate governance is to monitor those parties
within a company which control the resources owned by investors.

o The primary objective of sound corporate governance is to contribute to
improved corporate performance and accountability in creating long term
shareholder value.

For the public and not for profit sectors:
Often objectives within these organisations are more complex and conflicting.

Organisations are often appraised according to the "value for money" (VFM)
that they generate.

Value for money may be defined as performance of an activity to
simultaneously achieve economy, efficiency and effectiveness.

This means maximising benefits for the lowest cost and has three constituent
elements:

o Economy — a measure of inputs to achieve a certain service or level of
service.

o Effectiveness — a measure of outputs, i.e. services/facilities.

o Efficiency — the optimum of economy and effectiveness, i.e. the measure
of outputs over inputs. These concepts will be discussed in greater detail
in section 6 of this chapter.
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CORPORATE GOVERNANCE
*
PURPOSES OBJECTIVES
Primary: Primary:
Monitor those parties within a Contribute to improved corporate
company who control the performance and accountability in
resources owned by investors. creating long-term shareholder
Supporting: value.
* Ensure there is a suitable balance of Supporting:
power on the board of directors. ¢ Control the controllers by
¢ Ensure executive directors are increasing the amount of reporting
remunerated fairly. and disclosure to all stakeholders.
* Make the board of directors * Increase level of confidence and
responsible for monitoring and transparency in company
managing risk. activities for all investors (existing
e Ensure the external auditors remain and potential) and thus promote
independent and free from the growth .
influence of the company. ® Ensure that the company is runin
® Address other issues, e.g. business a legal and ethical manner.
ethics, corporate social responsibility ¢ Build in control at the top that will
(CSR), and protection of ‘cascade’ down the organisation.
‘whistleblowers’.
N #ON 5

Test your understanding 1

Briefly describe the role of corporate governance.

ﬂ 5 Key concepts

The foundation to governance is the action of the individual. These actions are
guided by a person’s moral stance.
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m Importance of concepts in governance

Importance in governance

An appropriate level of morality or ethical behaviour is important for a
number of reasons:

o Codes provide the principle to behaviour; it is the individual's ethical
stance that translates this into action in a given business situation.

o The existence of given levels of ethical behaviour improves vital
public perception and support for the accountancy profession and
actions of individuals within that profession.

o Such moral virtue operates as a guide to individual, personal
behaviour as well as in a business context.

. The existence of such moral virtue provides trust in the agency
relationship between the accountant and others such as auditors.
This trust is an essential ingredient for successful relationships.

Characteristics which are important in the development of an appropriate moral
stance include the following:

Fairness
o A sense of equality in dealing with internal stakeholders.
o A sense of even-handedness in dealing with external stakeholders.

o An ability to reach an equitable judgement in a given ethical situation.

Openness/transparency

o One of the underlying principles of corporate governance, it is one of the
‘building blocks’ that underpin a sound system of governance.

o In particular, transparency is required in the agency relationship. In terms
of definition, transparency means openness (say, of discussions), clarity,
lack of withholding of relevant information unless necessary.

o It has a default position of information provision rather than concealment.

Innovation

o Innovation occurs when a firm “transforms knowledge and ideas into new
products, processes and systems for the benefit of the firm and its
stakeholders.”

o In the context of corporate governance, this covers innovation and
experimentation in reporting, allowing the business to move away from
rigid compliance, and towards the better communication of its individual
value creation story for its providers of financial capital.

o Ultimately, innovation improves a firm’s reporting performance to the
benefit of investors and consumers.
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Much of the knowledge from which innovation stems is tacit and "local,"
meaning that such knowledge is unique to the company and the
environment in which the knowledge arises.

In addition, the capacity of a firm to integrate external knowledge is crucial
for successful innovation.

Scepticism

Scepticism (often referred to as professional scepticism) is an attitude
which includes a questioning mind, being alert to conditions which may
indicate possible misstatement due to error or fraud. This is to provide a
critical assessment of evidence.

For example, The UK Corporate Governance Code provisions advocate
for non-executives to apply scepticism in order to challenge and scrutinise
management effectively.

Independence

Independence from personal influence of senior management for non-
executive directors (NEDSs).

Independence of the board from operational involvement.

Independence of directorships from overt personal motivation since the
organisation should be run for the benefit of its owners.

A quality possessed by individuals and refers to the avoidance of being
unduly influenced by a vested interest.

This freedom enables a more objective position to be taken on issues
compared to those who consider vested interests or other loyalties.

Probity/honesty

Honesty in financial/positional reporting.

Perception of honesty of the finance team(s) from internal and external
stakeholders.

A foundation ethical stance in both principles — and rules-based systems

In 2008 Russian oil giant Sibir Energy announced plans to purchase a
number of properties from a major shareholder, a Russian billionaire.
These properties included a Moscow Hotel and a suspended construction
project originally planned to be the world’s tallest building.

This move represented a major departure from Sibir Energy’s usual
operations and the legitimacy of the transactions was questioned. The
company was also criticised for not considering the impact on the
remaining minority shareholders.
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The Sibir CEQ’s efforts to defend the transactions were in vain and he
was suspended when it emerged that the billionaire shareholder owed
Sibir Energy over $300m. The impact on the company’s reputation has
been disastrous. The accusations of ‘scandal’ led to stock exchange
trading suspension in February 2009 and a fall in the share price of
almost 80% since its peak in 2008.

Responsibility

Willingness to accept liability for the outcome of governance decisions.
Clarity in the definition of roles and responsibilities for action.
Conscientious business and personal behaviour.

Accountability

The obligation of an individual or organisation to account for its actions
and activities.

Accounting for business position as a result of acceptance of
responsibility.

Providing clarity in communication channels with internal and external
stakeholders.

Development and maintenance of risk management and control systems.

Reputation

Developing and sustaining personal reputation through other moral
virtues.

Developing and sustaining the moral stance of the organisation.

Developing and sustaining the moral stance of the accounting profession.

Lord Browne resigned from his position as CEO of oil giant BP in May
2007 due to media stories regarding his private life.

His resignation was to save BP from embarrassment after a newspaper
had won a court battle to print details of his private life. Lord Browne
apologised for statements made in court regarding a four year
relationship with Jeff Chevalier that he described as being ‘untruthful’ (he
had actually lied, this relationship had existed).

Due to this ‘untruthfulness’ Lord Browne gave up a formidable
distinguished 41 year career with BP, and did the honourable thing by
resigning as the damage to his reputation would have impacted adversely
on BP.
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Judgement
o The ability to reach and communicate meaningful conclusions.
o The ability to weigh up numerous issues and give each due consideration.

o The development of a balanced and evaluated approach to making
business decisions and personal relationships covering intellectual and
moral aspects.

o To make decisions in the best interests of the organisation.
Integrity

o A steadfast adherence to strict ethical standards despite any other
pressures to act otherwise.

o Integrity describes the personal ethical position of the highest standards of
professionalism and probity.

o It is an underlying and underpinning principle of corporate governance and
it is required that all those representing shareholder interests in agency
relationships both possess and exercise absolute integrity at all times.

% Test your understanding 2 — Key concepts

Fred is a certified accountant. He runs his own accountancy practice from
home, where he prepares personal taxation and small business accounts
for about 75 clients. Fred believes that he provides a good service and
his clients generally seem happy with the work Fred provides.

At work, Fred tends to give priority to his business friends that he plays
golf with. Charges made to these clients tend to be lower than others —
although Fred tends to guess how much each client should be charged
as this is quicker than keeping detailed time-records.

Fred is also careful not to ask too many questions about client affairs
when preparing personal and company taxation returns. His clients are
grateful that Fred does not pry too far into their affairs, although the
taxation authorities have found some irregularities in some tax returns
submitted by Fred. Fortunately the client concerned has always accepted
responsibility for the errors and Fred has kindly provided his services free
of charge for the next year to assist the client with any financial penalties.

Required:

Discuss whether the moral stance taken by Fred is appropriate.
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6 Operational areas affected by issues in corporate governance

AREAS OF ORGANISATION
AFFECTED BY CORPORATE

GOVERNANCE

BOARD OF DIRECTORS’ RELATIONS WITH ACCOUNTABILITY
DIRECTORS REMUNERATION || SHAREHOLDERS AND AUDIT
BOARD GNSTITUTIONAL) ( PRIVATE j RISK AND [ AupDIT
COMMITTEES INTERNAL
CONTROL

_____ DUTIES AND
FUNCTIONS

------ COMPOSITION

------ REPORTING

Further detail of the impact on these areas will be covered in later chapters.
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Is governance relevant to all companies?

KAPLAN PUBLISHING

Issues in corporate governance relate to companies, and in particular
listed companies whose shares are traded on major stock markets.
However, similar issues might apply to smaller companies, and certainly
to many large not-for-profit organisations.

Large listed
company

Private
company

Not-for-profit
organisation

Primary
accountability

Shareholders
and regulators

Shareholders

Fund providers,
regulators,
general public,
members
(where
applicable).

Principal
stakeholders

Shareholders

Shareholders

Donors, grant
providers,
regulators,
general public,
service users,

members (if
applicable).
Main methods | Financial Financial Financial
of monitoring | statements statements statements,
performance other financial
and non-
financial
measures.
Governance Executive and Executive Volunteer
board NEDs. directors. trustees, paid
structure Appointment Appointment and unpaid
through formal | may be the management
process in line | result of team.
with shareholding or | Appointments
governance other through

requirements

recruitment
processes.

recruitment,
recommendation
or word of
mouth, or
election
process.

Openness and
transparency

In line with
corporate
governance
requirements.

Limited
disclosure
requirements

Limited
requirements
but large
demand due to
methods of
funding.
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o Corporate governance is a matter of great importance for large
public companies, where the separation of ownership from
management is much wider than for small private companies.

o Public companies raise capital on the stock markets, and
institutional investors hold vast portfolios of shares and other
investments. Investors need to know that their money is reasonably
safe.

o Should there be any doubts about the integrity or intentions of the
individuals in charge of a public company, the value of the
company’s shares will be affected and the company will have
difficulty raising any new capital should it wish to do so.

o The scope of corporate governance for private and not-for-profit
organisations will be much reduced when compared with a listed
company, especially as there are no legal or regulatory
requirements to comply with.

o The ownership and control, organisational objectives, risks and
therefore focus may be different from a listed company. However,
many of the governance principles will still be applicable to other
entities.

o The public and not-for-profit sectors have voluntary best practice
guidelines for governance which, while appreciating the differences
in organisation and objective, cover many of the same topics
(composition of governing bodies, accountability, risk management,
transparency, etc.) included within the UK Corporate Governance
Code (2010).

o In not-for-profit organisations, a key governance focus will be to
demonstrate to existing and potential fund providers that money is
being spent in an appropriate manner, in line with the organisations’
objectives.

7 Public Sector Governance

Public Sector Governance

A range of organisations exists in most economies with three types
predominant.

o Private sector — exist to make a profit
o Charities — which are charitable or benevolent

o Public sector — delivering goods or services not provided by “for profit”
entities
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The latter are operated predominantly by the state (self-governing autonomous
region), made up of four aspects:

o The government — an elected body
o The legislature — e.g. in the UK Houses of Parliament
o The judiciary — independently appointed

o The secretariat — separate administrative body to carry out state functions
e.g. Education

In addition government organisations can exist at different levels. For example:

National government

Usually based in the capital city and is subdivided into central government
departments e.g. in the UK the Ministry of Defence and is led by a Minister from
the elected governing political party.

They are also supported by permanent government employees (in the UK
known as the Civil Service) who are employed to provide advice to the Minister
in charge and assist in the implementation of government policy.

Sub-national government

At this level, countries can be organised into regional local authorities e.g. in the
UK local council authorities.

They are, in many countries, managed by elected representatives as with the
national governments and supported by permanent officials similar to the Civil
Servants noted above.

They take control of specific functions which are deemed to be best controlled
by local people who will have knowledge of various demographic needs. As
such the services they control e.g. Town Planning will report to the local
authority on selected performance measures.

Supranational government

In this case National governments come together for a specific purpose e.g. the
European Union in Brussels.

The purpose is to prevent disagreement between member states and foster a
collective opinion on high level international issues.

Stakeholders and the Public Sector

The complexity of the stakeholder relationship and the claims that stakeholders
have is more complicated in the public sector.

Of particular sensitivity in this context is the use of taxpayers’ funds which can
be perceived to be used for services which are of no benefit to the person
paying the tax. This gives rise to the question of agent and principal within the
Public sector.
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The problem of agency in the Public sector

Those that manage a business (the agents) do not own that business but
manage the business on behalf of those who do own it (the principals), hence
the concept of agency. This is key concept in the context of corporate
governance

In the public sector, the principals are different and rather than being for
example shareholders are often those that fund and/or use the activity.

Therefore whilst private and public companies have shareholders, public sector
organisations carry out their important roles on behalf of those who fund the
service, mainly taxpayers, and the users of the services e.g. patients in a
hospital. Funders and service users are therefore sometimes the same people
(i.e. taxpayers placing their children in state school) but often they are not,
giving rise to disagreements on how much is spent and on what service
provision — the fundamental nature of political debate is about how much state
funding should be allocated.

Public sector organisations emphasise different types of objectives to the
private sector. Whereas private companies tend to seek to optimise their
competitive strategy and advantages, public sector organisations tend to be
concerned with social purposes and delivering their services efficiently,
effectively and with good value for money.

Their objectives can therefore be more complex to develop.
This is often depicted as the three E’s:

o Economy — to deliver the service on time and within budget and to obtain
service at the lowest cost thus delivering value to the taxpayers, as well as
those working in them and those using the service. This will achieve
consistency with policy objectives.

o Effectiveness — to deliver the service the organisation was created to
provide.

o Efficiency — to deliver the service with the best use of resources, an
efficient organisation delivers more for a given level of resource input than
an inefficient one.

Other forms of organisations

In addition to the private and public sector, there is also a “third sector”.

This term is used to describe those organisations that are designed to deliver
services or benefits that cannot be delivered by the other two categories.

o Non-governmental organisations (NGO'S)

These are task oriented and driven by people with a common interest providing
a variety of service and humanitarian functions, e.g. the Red Cross.

They are often privately funded, managed by executive and non-executive
boards. In addition, they often have to answer to a board of trustees. This board
are in place to ensure that the NGO operates in line with its stated purpose.
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In this instance the agency relationship exists between the NGO and the
donors.

o Quasi-autonomous non-governmental organisations — QUANGO'’S

They are organisations funded by taxpayers, but not controlled directly by
central government e.g. The Forestry Commission, offering expertise and a
degree of independence. QUANGO's are often criticised for not being
accountable as their reporting lines are blurred.

They are predominantly funded by the taxpayer and hence should account for
their actions. The problem exists as they report to many principals (part of the
purpose of the QUANGO).

The agency relationship in this instance is therefore unclear.

Governance arrangements in the Public Sector

With no one single mechanism being appropriate to control and monitor the
achievement of objectives, accountability is achieved, at least in part, by having
a system of reporting and oversight.

This entails those in charge of the service delivery to report to an external body
of oversight which may be e.g. a board of governors or trustees.

The oversight body acts in the interest of the providers of finance, the taxpayer
to ensure that the service is delivered on time and is for the benefit of the users.
Membership may include executive and non-executive positions similar to the
private sector.

The roles of the oversight bodies include:

o To ensure the service complies with government rules

. To ensure that performance targets are met

o To set and monitor performance against budgets

o To oversee senior appointments.

. To monitor management performance

o To remove underperforming senior managers

o To report to higher authorities on the organisations being monitored.
Changing policy objectives

There is constant debate about the extent, operation and often the need for
public sector organisations.

In part this discussion revolves around which political ideology you support but
also the change to policy objectives mean that public sector organisations are
also required to change over time. For example, there is currently a debate in
the UK over the size and expense of the defence budget and therefore the
structure of the Ministry of Defence.
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This has raised the argument surrounding the process of privatisation i.e.
allowing a previously publicly funded organisation to be provided by the private
sector often by making it a publicly listed company and encouraging the people
to buy shares in it. For example the privatisation of the Post Office in the UK
(2013).

The debate continues as to the success of these ventures, arguments for and
against raging depending on your political bias.

Those in favour argue:

o More efficiency in delivery via profit driven performance measures

o Increased competition driving better value for money to the consumer
o Better quality management

. Improved governance.

Those against argue:

o Profit is not the motive for improved strategic services e.g. health

o Increased competition will lead to detrimental change

o Key services e.g. transport should always remain under state control to
ensure effective delivery.

In a democracy, political parties argue over the nature of public policy and they
do so from a particular set of underlying assumptions. Some of these underlying
assumptions influence the way they argue for particular outcomes and the way
in which they guide a government when they achieve political power. It tends to
be the case (with exceptions) that left-leaning governments prefer a larger state
sector, with more state spending and more public sector employment, while
right-leaning governments prefer more to be achieved in the private sector and
less by government.

In addition, changing policy objectives mean that some public sector
organisations are required to change over time, both in size and in what they
are asked to do. As governments change, some public sector organisations
grow in size and become more important, and others become small and less
important.

The debate is often intense and enduring. In the case of health services, for
example, some believe that health should always be entirely within the public
sector and entirely funded by the taxpayer. This means that, for the service user
(the patient), everything is free at the point of use. Others strongly believe that
this is a misuse of public funds and that people should pay for health services in
other ways, such as through an insurance or subscription scheme. Likewise
with university education: some believe it should be paid for by the state and
others believe that students should pay. In each case, debates are complicated.
If there were easy and convincing answers, there would be less debate, but
public opinion is split on most areas of public debate and this fuels political
debate and, in turn, how public sector organisations are configured in line with
particular political influences.
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Strategic objectives and leadership in the public sector

While most private sector organisations are independent in that they are ‘stand-
alone’ companies answerable to their shareholders, most public sector
organisations are part of a larger public sector structure. A health authority,
such as the NHS, cannot act alone and as it sees fit. It is funded by government
and is tightly controlled in what it is asked to do and how it achieves its aims.
Likewise, a school in the public sector will rarely have the freedom to do as it
likes in terms of what and how it teaches, who it appoints and where it locates
itself. In each case, the public sector organisation is helping to achieve and
implement a set of higher government policy objectives.

This is not to say that individual public sector organisations do not have
strategic objectives, however. Each one must work out how it will achieve what
it is asked to do but the autonomy given to individual organisations varies. The
‘three Es’ framework encountered in the previous article is of help in
understanding this. Each public sector organisation must be strategically
effective in that it must achieve the objectives established for it in carrying out
government policy. Because they are funded by public money, they must also
be efficient and make the most of whatever resources they are provided with.

Finally, they must also be economical in that they must work within specified
budget and deliver desired outputs within that budget. Accordingly, there is an
emphasis on value for money and service delivery. When public sector
organisations are occasionally criticised in the media, it is usually because they
have either overspent, underperformed, or both.

Governance and leadership arrangements

There is no single way in which public sector organisations are governed.
Accountability is gained in part by having a system or reporting and oversight of
one body over others. Because there is no market mechanism of monitoring
performance (as there is with listed companies, for example), other ways must
be found to ensure that organisations achieve the objectives and service
delivery targets established for them.

In some cases, then, a head of service or a board of directors must report to an
external body of oversight. The oversight body may be a board of governors, a
council of reference, a board of trustees, an oversight board or similar. In each
case, its role is to hold the management of the service to account for the
delivery of the public service and to ensure that the organisation is run for the
benefit of the service users. Because public sector organisations are not held to
account by shareholders as with business companies, the oversight body is
often put in place as a means of holding the management to account. In this
respect, oversight bodies are acting in the interests of service funders (usually
taxpayers) in making public sector organisations accountable.

Typical (and general) roles of oversight bodies include the following, although
their roles do vary substantially depending on jurisdiction and government

policy.
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In the first instance, they are there to comply with government rules on
whichever public sector governance applies. So a school may have a board of
governors in order to comply with the local authority or education department
rules on school governance. A hospital’s management may, likewise report to a
superordinate body possibly overseeing several other hospitals at the same
time.

Secondly, it is their role to ensure the organisation is well-run and meets the
performance targets established for it by higher levels of government. It may
receive internal or external audit reports to help achieve this or make visits and
other interventions to ensure that the organisation is performing to expectation.

Thirdly, the oversight body may be involved in budget negotiations and then in
monitoring performance against budget and any number of other agreed
financial measures in a similar way that a management accountant might in a
conventional business.

Fourthly, it is likely to be involved in making senior appointments to the public
sector body and in monitoring the performance of management on an ongoing
basis. In many cases, boards of governors in schools or universities, for
example, have the power to remove a senior manager (perhaps a head
teacher) if they believe he or she is underperforming and not delivering the
quality of services required.

Finally, they are sometimes required to report upwards, perhaps to local or
central authorities, on the organisations they have oversight over.

In conclusion, there is an increasing move in some situations to run some public
services along similar lines to private companies. This means they may have an
executive board and also some non-executive membership on the board also.

Agency in not-for-profit organisations

In a not-for-profit organisation, such as a charity, there are no residual claims to
be paid out and no owners expecting to earn a profit. Therefore, within these
organisations, any agency relationship between owners and managers is
clouded.

Furthermore, without residual claims or stock, there is no need for management
to worry about the organisation being bought or sold in the marketplace. These
conditions may suggest that managers in a not-for-profit organisation have
increased opportunity to pursue self-interest.

In the place of these owners are the donors. They contribute to the organisation
with the expectation that something good will result such as lives being saved,
the environment cleaned up, or people educated. Although it is not financial,
they anticipate a return from their investment and will invest elsewhere if their
expectations are not met.

Often, the largest donors also become board members of the organisation.
Although the function of a not-for-profit board is similar to for profits, there are
some differences that are a result of the absence of residual claims. For
example, in for profits, the threat of outside takeover provides the discipline to
allow insiders to play a significant role on the board.
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Without this threat and to prevent collusion or expropriation of funds, not-for-
profit boards should be dominated by outsiders. Furthermore, not-for-profit
board members are often substantial donors who serve without pay as this
shows their interest in the well-being of the organisation.

The decision control role of not-for-profit boards is the same as for profits
boards. In general, not-for-profit boards also have a special responsibility for
generating and managing financial resources. They are often called on to
personally contribute to the institution, lead campaigns to encourage others to
contribute, and manage the financial resources held by the institution. Together,
these two responsibilities, decision control and financial management, are
among the most important duties of the boards of not for profit organisations.

See also chapter 23 section 2 which considers the financial objectives of NFP
organisations.

8 Internal corporate governance stakeholders

Within an organisation there are a number of internal parties involved in
corporate governance. These parties can be referred to as internal
stakeholders.

Stakeholder theory will be covered in more detail in chapter 9. A useful
definition of a stakeholder, for use at this point, is ‘any person or group that
can affect or be affected by the policies or activities of an organisation'.

Each internal stakeholder has:
o an operational role within the company
o a role in the corporate governance of the company

o a number of interests in the company (referred to as the stakeholder
‘claim’).
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Stakeholder

Operational role

Corporate

Main interests in

governance role company
Directors Responsible for Control company pay
the actions of the | in best interest of
corporation. stakeholders. Ipel:fodrmance-
Company Ensure Advise board on tl)r(])nises
secretary compliance with corporate
company governance share options
legislation and matters. status
regulations and
keep board reputation
members ower
informed of their P '
legal
responsibilities.
Sub-board Run business . Identify and pay
management Operatlons. evaluate
Implement board risks faced performance-
pOliCieS. by company linked
bonuses
" Eniorce job stability
o Monitor career
SUCCESS progression
. Report status
concerns working
Employees Carry outorders |«  Comply with conditions
of management. internal
controls
o Report
breaches.
Employee _Protect employee Hig_hlight a_nd take power
representatives, | Interests. action against
e.g. trade breaches in status
unions governance

requirements, e.g.
protection of
whistle-blowers.
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Internal stakeholders
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The board of directors

Has the responsibility for giving direction to the company.

Delegates most executive powers to the executive management,
but reserves some decision-making powers to itself, such as
decisions about raising finance, paying dividends and making major
investments.

Executive directors are individuals who combine their role as
director with their position within the executive management of the
company.

Non-executive directors (NEDs) perform the functions of director
only, without any executive responsibilities.

Executive directors combine their stake in the company as a director
with their stake as fully paid employees, and their interests are,
therefore, likely to differ from those of the NEDs.

More detail on directors will be found in chapter 11.

The company secretary

Often responsible for advising the board on corporate governance
matters and ensuring board procedures are followed.

Duties vary with the size of the company, but are likely to include:
— arranging meetings of the board
—  drafting and circulating minutes of board meetings

— ensuring that board decisions are communicated to staff and
outsiders

—  completing and signing of various returns
—  filing accounts with statutory authorities

—  maintaining statutory documents and registers required by the
authorities.

Company secretary may act as the general administrator and head
office manager. This role may include a responsibility for
maintaining accounting records, corresponding with legal advisers,
tax authorities and trade associations.

Does not have the same legal responsibilities as directors.

Should always act in the interests of the company in any event of
conflict or dispute with directors.

Is responsible to the board and accountable through the chairman
and Chief Executive Officer (CEQO) for duties carried out.
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o Has the same interests and claims in the company as other
employees.

o Remuneration package should be settled by the board or
remuneration committee.

Management
o Responsible for running business operations.

o Accountable to the board of directors (and more particularly to the
CEO).

o Will take an interest in corporate governance decisions which may
impact their current position and potential future positions (as main
board directors, possibly).

o Individual managers, like executive directors, may want power,
status and a high remuneration.

o As employees, they may see their stake in the company in terms of
the need for a career and an income.

Employees

o Have a stake in their company because it provides them with a job
and an income.

o Have expectations about what their company should do for them,
e.g. security of employment, good pay and suitable working
conditions.

o Some employee rights are protected by employment law, but the
powers of employees are generally limited.

9 External corporate governance stakeholders

A company has many external stakeholders involved in corporate governance.
Each stakeholder has:

o A role to play in influencing the operation of the company

o Its own interests and claims in the company

o A stakeholder claim is where a stakeholder wants something from an
organisation. These claims can be concerned with the way a stakeholder
may want to influence the activities of an organisation or by the way they
are affected by the organisation.

There are:

o Direct claims — made by stakeholders directly with the organisation and
are unambiguous e.g. trade unions. Effectively they have their own voice

o Indirect claims — where the stakeholder is “voiceless”, e.g. an individual
customer of a large retail organisation or the environment with the
inevitable problem of interpretation.

KAPLAN PUBLISHING



Chapter 7

maintaining laws with
which all companies
must comply.

External party Main role Interests and claims in
company
Auditors Independent review of fees
company's reported .
financial position. reputation
quality of relationship
compliance with audit
requirements.
Regulators Implementing and compliance with
monitoring regulations. regulations
effectiveness of
regulations.
Government Implementing and compliance with laws

payment of taxes
level of employment

levels of
imports/exports.

Stock exchange

Implementing and
maintaining rules and
regulations for
companies listed on the
exchange.

compliance with rules
and regulations

fees.

Small investors

Limited power with use
of vote.

maximisation of
shareholder value

Institutional
investors

Through considered use
of their votes can (and
should) beneficially
influence corporate

policy.

value of shares and
dividend payments

security of funds
invested

timeliness of
information received
from company

shareholder rights are
observed.

Trade unions

Primary interest will be in
the pay and working
conditions of their
members.

concerned by poor
corporate governance

poor management of
health and safety risks

industrial relations
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Institutional investors

Institutional investors and corporate governance

Pressure is being brought to bear on institutional investors to give more
attention to corporate governance issues.

Due to the size of their shareholdings, institutional investors can
exert significant influence on corporate policy and take an active
role in bringing under-performing companies to task.

Guidelines issued by the Institutional Shareholders Committee in
2002 encourage institutional investors to develop a policy on
corporate governance and to apply this policy when voting in
company meetings.

It is argued that just as directors have obligations to their
shareholders, institutional investors have obligations to the many
individuals (pension scheme holders, unit trust investors and so on)
whose money they invest.

The main kind of institutional investors are:
—  Pension funds

— Insurance companies

—  Mutual funds

—  Sovereign funds

One of the largest institutional investors in the UK is Legal and General.

Stakeholder conflict arises when the needs of some stakeholder groups
compromise the expectations of others. A business has to make choices which
some stakeholders might not like. For example, the cheapest supplier goods,
which can help keep prices down for customers, must not come at the expense
of ethical practice by suppliers or product safety. Whilst the end product may be
cheaper, association with an unethical supplier or low quality product risks
damaging our business reputation and financial loss.
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10 What is agency theory?

I.I Agency theory is a group of concepts describing the nature of the agency
relationship deriving from the separation between ownership and control.

- PRINCIPAL .
E.G. SHAREHOLDERS
i
EMPLOYS | ACCOUNTABLE TO
ON BEHALF OF AGENT -

E.G. DIRECTORS

TO PERFORM

r TASK

l E.G. MANAGING THE COMPANY J

Agency theory and corporate governance

Agency theory can help to explain the actions of the various interest groups in
the corporate governance debate.

N
[ COMPANIES OWNED AND MANAGED

BY SAME PEOPLE y

Y

~
EXPANSION REQUIRED INVESTORS
(SHAREHOLDERS — LIMITED LIABILITY) ;

Y

DELEGATED RUNNING OF COMPANY i
TO MANAGERS (AGENTS)

h 4

[ SEPARATION OF GOALS J

A4
( AGENCY PROBLEMS ]
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Agency theory and corporate governance

Examination of theories behind corporate governance provides a
foundation for understanding the issue in greater depth and a link
between an historical perspective and its application in modern
governance standards.

o Historically, companies were owned and managed by the same
people. For economies to grow it was necessary to find a larger
number of investors to provide finance to assist in corporate
expansion.

This led to the concept of limited liability and the development of stock
markets to buy and sell shares.

o Limited liability — the concept that shareholders are legally
responsible for the debts of the company only to the sum of the
nominal value of their shares.

o Stock market — the “market” in which publicly held shares are issued
and traded.

o Delegation of running the firm to the agent or managers.

o Separation of goals between wealth maximisation of shareholders
and the personal objectives of managers. This separation is a key
assumption of agency theory.

o Possible short-term perspective of managers rather than protecting
long-term shareholder wealth.

o Divorce between ownership and control linked with differing
objectives creates agency problems.

Short-term perspective

This relates to a tendency to foreshorten the time horizon applied to
investment decisions or to raise the discount rate well above the firms'
cost of capital.

o This can come from within through managers operating in their self
interest.

o This can come from outside through investors and large institutional
investors churning shares to maximise return on investment (ROI)
for their investment funds and individual fund manager bonuses.
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ﬂ 11 Key concepts of agency theory

A number of key terms and concepts are essential to understanding agency
theory.

o An agent is employed by a principal to carry out a task on their behalf.
o Agency refers to the relationship between a principal and their agent.

o Agency costs are incurred by principals in monitoring agency behaviour
because of a lack of trust in the good faith of agents.

o By accepting to undertake a task on their behalf, an agent becomes
accountable to the principal by whom they are employed. The agent is
accountable to that principal.

o Directors (agents) have a fiduciary responsibility to the shareholders
(principal) of their organisation (usually described through company law as
‘'operating in the best interests of the shareholders’).

o Stakeholders are any person or group that can affect or be affected by
the policies or activities of an organisation.

o Agent objectives (such as a desire for high salary, large bonus and status
for a director) will differ from the principal's objectives (wealth
maximisation for shareholders)

o The most important agency costs are the external audit fee, attending
meetings and reading both annual reports and analyst’s reports.

m Examples of principal-agent relationships

Shareholders and directors

The separation of ownership and control in a business leads to a
potential conflict of interests between directors and shareholders.

o The conflict of interests between principal (shareholder) and agent
(director) gives rise to the ‘principal-agent problem’ which is the key
area of corporate governance focus.

o The principals need to find ways of ensuring that their agents act in
their ('the principals’) interests.

o As a result of several high profile corporate collapses, caused by
over-dominant or ‘fat cat’ directors, there has been a very active
debate about the power of boards of directors, and how
stakeholders (not just shareholders) can seek to ensure that
directors do not abuse their powers.

o Various reports have been published, and legislation has been
enacted, in the UK and the US, which seek to improve the control
that stakeholders can exercise over the board of directors of the
company.
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Shareholders and auditors

The other principal-agent relationship dealt with by corporate governance
guidelines is that of the company with its auditors.

The audit is seen as a key component of corporate governance,
providing an independent review of the financial position of the
organisation.

Auditors act as agents to principals (shareholders) when performing
an audit and this relationship brings similar concerns with regard to
trust and confidence as the director-shareholder relationship.

Like directors, auditors will have their own interests and motives to
consider.

Auditor independence from the board of directors is of great
importance to shareholders and is seen as a key factor in helping to
deliver audit quality. However, an audit necessitates a close working
relationship with the board of directors of a company.

This close relationship has led (and continues to lead) shareholders
to question the perceived and actual independence of auditors so
tougher controls and standards have been introduced to protect
them.

Who audits the auditors?

Other countries

Different ownership models in other countries raise additional principal-
agent relationships which need to be considered in the context of
corporate governance.

For example:

Institutional arrangements in German companies, typified by the
two-tier board (see chapter 8), allow employees to have a formal
say in the running of the company.

In Japan, there is an emphasis on a consensual management style
through negotiation between the interested parties.

In the US, there is a much greater likelihood of debt holders/major
creditors or chief executives of other companies being represented
on the board.
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ﬂ The cost of agency relationships

Agency cost

Agency costs arise largely from principals monitoring activities of agents, and
may be viewed in monetary terms, resources consumed or time taken in
monitoring. Costs are borne by the principal, but may be indirectly incurred as
the agent spends time and resources on certain activities. Examples of costs
include:

o incentive schemes and remuneration packages for directors

o costs of management providing annual report data such as committee
activity and risk management analysis, and cost of principal reviewing this
data

o cost of meetings with financial analysts and principal shareholders

o the cost of accepting higher risks than shareholders would like in the way
in which the company operates

o cost of monitoring behaviour, such as by establishing management audit
procedures.

Residual loss

This is an additional type of agency cost and relates to directors furnishing
themselves with expensive cars and planes etc. These costs are above and
beyond the remuneration package for the director, and are a direct loss to
shareholders.

Agency problem resolution measures

o Meetings between the directors and key institutional investors.

. Voting rights at the Annual General Meeting (AGM) in support of, or
against, resolutions.

o Proposing resolutions for vote by shareholders at AGMs.
o Accepting takeovers.
o Divestment of shares is the ultimate threat.

Need for corporate governance

o If the market mechanism and shareholder activities are not enough to
monitor the company then some form of regulation is needed.

o There are a number of codes of conduct and recommendations issued by
governments and stock exchanges. Although compliance is voluntary (in
the sense it is not governed by law), the fear of damage to reputation
arising from governance weaknesses and the threat of delisting from stock
exchange renders it difficult not to comply.

o These practical elements make up the majority of the rest of governance
issues discussed in subsequent chapters.
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Examples of codes

Examples of codes of conduct include:

o The UK Corporate Governance Code (2016) for Corporate
Governance adopted by the Financial Conduct Authority (FCA) in
the UK.

. OECD code on ethics.
° ACCA codes.

o Specific regulation regarding director remuneration and city code on
takeovers.

Agent accountability

Accountability relates to:
. the need to act in shareholders' interests

o the need to provide good information such as audited accounts and
annual reports

o the need to operate within a defined legal structure.
With specific regard to directors:
o Directors are accountable to shareholders.

o Directors must prove that they are discharging their responsibilities
in line with shareholder expectations in the form of financial results,
a clean audit report and reported compliance with codes of
corporate governance.

o If the shareholders do not like what they see, they ultimately
(although not necessarily practically) have the power to remove the
directors and replace them.

Other accountabilities that exist within a company:

o Managers to directors — the day-to-day operation of companies is
usually delegated to sub-board level management by the directors.
Senior managers are therefore accountable to the directors for their
actions, which are usually demonstrated through the results of the
company.

o Employees to managers — managers delegate the ‘doing’ of the
company to their employees, holding them accountable for the
success, or otherwise, of how their job is done.

o Management to creditors — suppliers hold the management of a
company accountable for payment of invoices on a timely basis.
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o Auditors to shareholders — the audit is viewed as an essential
component of corporate governance, providing an independent
review of the company’s financial report. Shareholders hold the
auditors accountable for ensuring their review is conducted on an
independent, competent and adequate basis, so that they can rely
on the outcome.

m Test your understanding 3

For each of the following scenarios, decide which kind of principal-
agent conflict exists.

Scenario Conflict

The CEO of a frozen food distributor decides that the
company should buy the car manufacturing company
Ferrari, because he is a big fan of the car.

An employee discovers that one of the key financial
controls in his area is not operating as it should, and could
potentially result in losses to the company. He has not
said anything because he does not want to get into
trouble.

The financial director decides to gamble £1 million of
company money, obtained from a bank loan, on a football
match result.

12 Stakeholder theory

The basis for stakeholder theory is that companies are so large and their impact
on society so pervasive that they should discharge accountability to many more
sectors of society than solely their shareholders.

As defined in an earlier section, stakeholders are not only are affected by the
organisation but they also affect the organisation.
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Stakeholder theory may be the necessary outcome of agency theory given that
there is a business case in considering the needs of stakeholders through
improved customer perception, employee motivation, supplier stability,
shareholder conscience investment.

Agency theory is a narrow form of stakeholder theory.

Refer to Chapter 9 for more detail on stakeholders and the technical articles “All
about stakeholders — parts 1 and 2”

ﬁ Test your understanding 4

Founded in 1983 as a long distance phone operator, GlobeLine has
relied heavily on acquisitions to fund its growth. In the last decade it has
made over 60 acquisitions, extending its reach around the planet and
diversifying into data and satellite communications, internet services and
web hosting. Almost all acquisitions have been paid for using the
company’s shares.

This high fuelled ‘growth through acquisition' strategy has had a number
of outcomes. One is the significant management challenge of managing
diversity across the world, straining manpower resources and systems. In
particular, the internal audit department has been forced to focus on
operational matters simply to keep up with the speed of change.
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Shareholders have, on the whole, welcomed the dramatic rise in their
stock price, buoyed up by the positive credit rating given by SDL,
GlobeLine’s favoured investment bank, who have been heavily involved
in most of the acquisitions, receiving large fees for their services.
Recently, some shareholders have complained about the lack of clarity of
annual reports provided by GlobeLine and the difficulty in assessing the
true worth of a company when results change dramatically period to
period due to the accounting for acquisitions.

Ben Mervin is the visionary, charismatic CEO of GlobeLine. Over the
course of the last three years his personal earning topped $77 million
with a severance package in place that includes $1.5 million for life and
lifetime use of the corporate jet. He is a dominant presence at board
meetings with board members rarely challenging his views.

Recently, a whistleblower has alleged financial impropriety within
GlobeLine and institutional shareholders have demanded meetings to
discuss the issue. The Chairman of the audit committee (himself a
frequent flyer on the corporate jet) has consulted with the CEO over the
company’s proposed response.

Required:

(a) Discuss agency costs that might exist in relation to the fiduciary
relationship between shareholders and the company, GlobeLine,
and consider conflict resolution measures.

Professional Skills:

lllustrate analysis skills when considering the agency costs that
might exist and evaluation skills when considering conflict
resolution measures
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13 Chapter summary

e

\

Corporate issues of separation of ownership and control
¢ Shareholders are the owners of a company.

* Control usually delegated to directors.

® Large company may have many shareholders.

* Interests of shareholders and directors may conflict.
 Directors may not act in the best interests of the shareholders.

Impact on organisation

* Duties of directors and
functions of the board

* Composition and
balance of the board
(and board committees)

* Reliability of financial
reporting and external

Corporate governance
Largely concerned with governing the
relationship between shareholders and
directors.

auditing

* Directors’ remuneration
and rewards

* Risk management
systems and internal
control

* Rights and
responsibilities of
shareholders.

Definition
‘a system by which
organisations are directed
and controlled’

Purposes and

objectives

* Monitor those who
control the assets
owned by investors.

= Contribute to
improved corporate
performance and
accountability in
creating long-term
shareholder value.

KEY UNDERPINNING CONCEPTS

210

Roles, interests
and claims of
stakeholders

Internal

stakeholders

* Directors

e Company secretary

* Managers

* Employees

* Employee
representatives.

External
stakeholders

& Auditors

* Regulators

e Shareholders

* Stock exchange
* Government.

Issues and scope of

governance on public,

private and NGO sectors

« Influenced by the size,
ownership, model and
objectives of organisation.

+ Democratic control, political
influence and policy
implementation.

AND THEORIES

[ AGENCY RELATIONSHIPS j

|

See diagram on next page
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See diagram on previous page

|

AND THEORIES

[ AGENCY RELATIONSHIPS J

[ AGENCY THEORYJ

i
i
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Transaction costs and
stakeholder theories
Economic theories
useful in explaining
some aspects of the
agency relationship.

I i r N\
Definition Relationship Agent
* Examines with corporate accountability
duties and governance By undertaking to
conflicts that Key function of perform a task on
occur between corporate their behalf,
parties who governance is to agents become
have an protect the accountable to
agency. principal-agent the principals for
\ = relationship \_ theiractions.
between
shareholders and
I Ke ts h directors.
y concep!
s Agent
* Principal
® Agency
e Agency costs
* Accountability
¢ Fiduciary
responsibility
e Stakeholders. )
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Test your understanding answers

ﬁ Test your understanding 1

The role of corporate governance is to protect shareholder rights,
enhance disclosure and transparency, facilitate effective functioning of
the board and provide an efficient legal and regulatory enforcement
framework.

a Test your understanding 2

Overall, it can be argued that Fred is providing a professional service in
accordance with the expectations of his clients.

However, the moral stance taken by Fred can be queried as follows.

o The guessing of the amounts to charge clients implies a lack of
openness and transparency in invoicing and has the effect of being
unfair. Friends may be charged less than other clients for the same
amount of work. If other clients were aware of the situation, they
would no doubt request similar treatment.

o The lack of questioning of clients about their affairs appears to be
appreciated. However, this can be taken as a lack of probity on the
part of Fred — without full disclosure of information Fred cannot
prepare accurate taxation returns. It is likely that Fred realises this
and that some errors will occur. However, Fred does not have to
take responsibility for those errors; his clients do instead.

o While Fred does appear to be acting with integrity in the eyes of his
clients, the lack of accuracy in the information provided to the
taxation authorities eventually will affect his reputation, especially if
more returns are found to be in error. In effect, Fred is not being
honest with the authorities.

o Fred may wish to start ensuring that information provided to the
taxation authorities is of an appropriate standard to retain his
reputation and ensure that clients do trust the information he is
preparing for them.
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Test your understanding 3

Scenario

Conflict

The CEO of a frozen food
distributor decides that the
company should buy the car
manufacturing company Ferrari,
because he is a big fan of the
shareholders.

Shareholder — director

Director is acting in his own
interests, not those of the car

An employee discovers that one of
the key financial controls in his
area is not operating as it should,
and could potentially result in
losses to the company. He has not
said anything because he does
not want to get into trouble

Management — employee
Employee is acting in his own
interests, not in those of the
company.

(Shareholder — director is also
potential, as directors are
responsible for ensuring risk and
control are managed within the
organisation on behalf of the
shareholders.)

The financial director decides to
gamble £1 million of company
money, obtained from a bank
loan, on a football match result

Bank — directors

It is the directors’ responsibility.to
manage funds lent to it by the
bank without taking excessive
risks.

Shareholders — directors

It is the directors’ responsibility to
manage the company’s assets in
the best interests of the
shareholders.
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Test your understanding 4

(a) Agency costs

Agency costs exist due to the trust placed by shareholders on
directors to operate in their best interests. These costs will rise
when a lack of trust exists, although misplaced trust in a relationship
will have hidden costs that may lead to poor management and even
corporate failure.

Residual costs are a part of agency costs. These are costs that
attach to the employment of high calibre directors (outside of salary)
and the trappings associated with the running of a successful
company. The corporate jet and possible proposed severance pay
could be seen as residual costs of employment. Ensuring incentives
exist to motivate directors to act in the best interests of shareholders
is important. These incentives typically include large salaries such
as the multi-million dollar remuneration of the CEO. Stock options
will also be used to assist in tying remuneration to performance.

Agency costs also include costs associated with attempts to control
or monitor the organisation. The most important of these will be the
annual reports with financial statements detailing company
operations. Shareholders have complained about the opaqueness
of such reports and the costs of improving in this area will ultimately
be borne by them.

Large organisations are required, usually as part of listing rules, to
communicate effectively with major shareholders. Meetings
arranged to discuss strategy, possibly involving the investment
bank, and certainly involving the CEO, will take time and money to
organise and deliver.

A hidden cost associated with the agency relationship, and one of
particular significance here, relates to the increased risk taken on by
shareholders due inevitably through relying on someone else to
manage an individual's money, and specifically due to the
acquisitive strategy employed by the company and the difficulty in
gauging the financial performance and level of internal control within
the corporation.

Conflict resolution

The market provides a simple mechanism for dealing with
unresolved conflict, that of being able to divest shareholding back
into the market place. This option is always available to
shareholders if they consider the risks involved too great for the
return they are receiving.
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A less drastic measure might be to pursue increased communication
and persuasion possibly via the largest shareholders in order to
ensure the organisation understands shareholders concerns and is
willing to act upon their recommendations. The threat of a wide
scale sale of shares should have an impact since this will affect
directors share options and the ability to continue its acquisitive
strategy.

Since acquisition is a two-way street it might be possible for
shareholders to persuade another company to bid to take over the
organisation should the situation become desperate, although this
seems unlikely in this scenario since, although the situation is dire, it
does not appear to be terminal.

Shareholder activism may simply require interested parties to
propose resolutions to be put to the vote at the next AGM. These
might include a reluctance to reappoint directors who may have a
conflict of interest in supporting the management or the owners of
the company. Such a conflict may exist between the CEO and the
Chairman of the audit committee.

Professional Skills:

The analysis skills are demonstrated by linking the information in
the scenario to the agency costs and the relationship between
the shareholders and the company.

The evaluation skills are demonstrated by considering the pro's
and con's of each conflct resolution proposed. The aim is to
consider options rather than come to one definitive solution.
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Upon completion of this chapter you will be able to:

. compare rules versus principles based approaches to
governance and when they may be appropriate.

. discuss different models of organisational ownership that
influence different governance regimes (family firms versus
joint stock company-based models) and how they work in
practice.

. describe the objectives, content and limitations of,
governance codes intended to apply to multiple national
jurisdictions

() Organisation for economic cooperation and
development (OECD)

(i) International corporate governance network (ICGN)
Report

(Note: Reference to specific versions of the above
documents are not included as they change periodically and
only high level principles will be examined)
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CONVERGENCE

OWNERSHIP
APPROACHES MODELS OF GOVERNANCE

CODES

BASED BASED
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SOX

1 Rules and principles based approaches to corporate
governance

There are different approaches to the communication, management and
monitoring of codes.

APPROACHES TO CORPORATE
GOVERNANCE

RULES-BASED, PRINCIPLES-BASED,
E.G. US E.G. UK

o A rules-based approach instils the code into law with appropriate penalties
for transgression.

o A principles-based approach requires the company to adhere to the spirit
rather than the letter of the code. The company must either comply with
the code or explain why it has not through reports to the appropriate body
and its shareholders.

The UK model is principles based and although it requires the company to
adhere to the spirit of the code, and therefore best adopt best practice, it is
governed by the Stock Exchange Listing Rules.

The listing rules provide statutory authority (via the Financial Service and
Markets Act 2000) and require public listed companies to state how they have
complied or explain why they have not under the “comply or explain” clause
noted above. This provides a basis for comparing Corporate Statements.
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There is no such requirement for disclosure of compliance in private company
accounts.

The US model is enshrined into law by virtue of Sarbanes — Oxley (SOX). It is,
therefore, a rules-based approach.

Choice of governance regime

The decision as to which approach to use for a country can be governed by
many factors:

o dominant ownership structure (bank, family or multiple shareholder)
o legal system and its power/ability

o government structure and policies

o state of the economy

o culture and history

o levels of capital inflow or investment coming into the country

o global economic and political climate.

Comply or explain

A principles-based code requires the company to state that it has complied with
the requirements of the code or to explain why it could not do so in its annual
report. This will leave shareholders to draw their own conclusions regarding the
governance of the company.

UK Corporate Governance Code (2016) states — "The “comply or explain”
approach is the trademark of corporate governance in the UK. It has been in
operation since the Code’s beginnings and is the foundation of its flexibility. It is
strongly supported by both companies and shareholders and has been widely
admired and imitated internationally."

e.g

On 10 March 2008, Marks & Spencer announced Board and senior
management changes.

The announcement stated that “Lord Burns will stand down as Chairman
with effect from 1 June 2008” and that “Sir Stuart Rose is appointed
Executive Chairman from the same date”.

This action meant that Sir Stuart Rose would become CEO and chairman
and, in allowing one individual to hold both positions, Marks & Spencer
would not be in compliance with the UK Corporate Governance Code.
Furthermore (and also in contravention of the code), the directors had not
fully consulted major shareholders in advance of this announcement.
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In their corporate governance statement for the year ended 29 March
2008, Marks & Spencer stated that they had complied with all the
provisions of the code with the exception of the two noted above and
went on to explain the non-compliance. A letter was also written to the
shareholders (dated 3 April 2008) explaining in full the reasons for the
departure.

Arguments in favour of a rules-based approach (and against a
principles-based approach)

Organisation’s perspective:

o Clarity in terms of what the company must do — the rules are a legal
requirement, clarity should exist and hence no interpretation is required.

o Standardisation for all companies — there is no choice as to complying or
explaining and this creates a standardised and possibly fairer approach for
all businesses.

o Binding requirements — the criminal nature makes it very clear that the
rules must be complied with.

Wider stakeholder perspective:
o Standardisation across all companies — a level playing field is created.

o Sanction — the sanction is criminal and therefore a greater deterrent to
transgression.

o Greater confidence in regulatory compliance.

Arguments against a rules-based approach (and in favour of a principles-
based approach)

Organisation’s perspective:

o Exploitation of loopholes — the exacting nature of the law lends itself to the
seeking of loopholes.

o Underlying belief — the belief is that you must only play by the rules set.
There is no suggestion that you should want to play by the rules (i.e. no
‘buy-in' is required).

o Flexibility is lost — there is no choice in compliance to reflect the nature of
the organisation, its size or stage of development.

o Checklist approach — this can arise as companies seek to comply with all
aspects of the rules and start ‘box-ticking'.
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Wider stakeholder perspective:

2

Regulation overload’ — the volume of rules and amount of legislation may
give rise to increasing costs for businesses and for the regulators.

Legal costs — to enact new legislation to close loopholes.
Limits — there is no room to improve, or go beyond the minimum level set.

‘Box-ticking’ rather than compliance — this does not lead to well governed
organisations.

Sarbanes-Oxley (SOX)

In 2002, following a number of corporate governance scandals such as Enron
and WorldCom, tough new corporate governance regulations were introduced
in the US by SOX.

It is named after Senator Paul Sarbanes and Representative Michael Oxley,
who were its main architects, and it set a number of non-negotiable rules and
deadlines for compliance.

SOX is a rules-based approach to governance.
SOX is extremely detailed and carries the full force of the law.

SOX includes requirements for the Securities and Exchange Commission
(SEC) to issue certain rules on corporate governance.

It is relevant to US companies, directors of subsidiaries of US-listed
businesses and auditors who are working on US-listed businesses.

On 2 December 2001, Enron, one of US top 10 companies filed for
Chapter 11 bankruptcy protection. The size of the collapse sent shock
waves around the world and 'Enronitus’ spread through investors and
boards of directors shaking confidence in the markets and continued

global economic prosperity.
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Auditor independence Audit committee
Auditors are restricted in Company must have an
the additional services they audit committee — will be
can provide to an audit disallowed from trading if it
client. does not have one.
= i Internal control report
Audit partner Annual report must include
Senior partner must be S0X statements concerning the
changed every five years. KEY internal control systems in
the company.
POINTS . b [Sectionio:} )
Restrictions on dealing g s
Directors prohibited from dealing : Accuracy of financial
in shares at ‘sensitive times’. statements
s Must be vouched for by CEQ
and CFO
Increased financial 9 -

disclosures
Financial reports to detail off
balance sheet financing.

Key effects of SOX

Personal liability of directors for mismanagement and criminal punishment
Improved communication of material issues to shareholders

Improved investor and public confidence in corporate US

Improved internal control and external audit of companies

Greater arm's length relationships between companies and audit firms

Improved governance through audit committees.

Negative reactions to SOX

Doubling of audit fee costs to organisations

Onerous documentation and internal control costs
Reduced flexibility and responsiveness of companies
Reduced risk taking and competitiveness of organisations
Limited impact on the ability to stop corporate abuse

Legislation defines a legal minimum standard and little more.
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Test your understanding 1

The ASD company is based in a jurisdiction which has strong principles
of corporate governance. The directors realise that if the rules of
governance are broken, then there are financial penalties on them
personally. However, the rules that must be followed are clear and the
directors follow those rules even though they may not agree with them.

Recently, one director has noted that if one of the reports required under
corporate governance is simply placed into the postal system, then it is
deemed to have been received by the shareholders. However, with a
significant percentage of items being ‘lost in the mail’ this provides the
company with a good excuse for non-receipt of the report — the director
even went so far as to suggest privately that the report should not be
produced.

Required:

(a) Briefly explain the principles — and rules — based approaches to
corporate governance.

(b) Contrast the advantages and problems of the system of corporate
governance in ASD company’s jurisdiction with the alternative
approach to governance.

Professional skills:

lllustrate evaluation skills when contrasting the advantages and
problems of the governance system in ASD

Divergent governance

The committees and codes of practice in the UK are implemented through the
Financial Services Authority (FSA) and adherence is a requirement of listing on
the stock exchange.

Corporate governance also impacts on other types of organisational structure:

non-governmental organisations (NGOS)

smaller limited companies

US companies (see earlier in this chapter — SOX)
private or family companies (see later in this chapter)

global organisations (see later in this chapter).
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NGOs

Governance issues for NGOs are similar to those raised for public sector
organisations since both are not-for-profit (NFP) structures (discussed in
chapter 7).

In general, there is a need for increased commercialisation in operations,
the need to run the charity as a business for the benefit of all. Reasons
for the movement towards a more commercially run operation include:

the need to be seen to run resource efficiently by stakeholders

the need to get the most out of budgets, gifts, grants in service
provision

the increased use of directors drawn from the private sector to run
NFPs

increased awareness and skills among employees in relation to
business management techniques.

The shift in terms of increased accountability and performance measure
is not without its cost. The culture clash between serving a social need
and running a business often leads to a dilution of resolve:

Boards are councils or governing bodies.
Managers are administrators or organisers.

Boards struggle to find a method or function which is not at odds
with their association's configuration and philosophy.

Key reasons for this are:

dormant or silent patrons

the anti-industry bias/culture

the discretionary nature of the sector, using volunteers
the ambiguity of mission and commercial imperative
historical mode of operation/custom and precedence
lack of commercial skills in senior management

unwillingness of directors to move beyond their parental, devotional
view.
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m Smaller limited companies

There is a duty on all organisations to operate within the law and, for
those of any given size, to produce audited accounts. In governance
terms, the agency problem does not tend to arise in private limited
companies since shareholding is restricted and those with shares tend to
have a direct involvement with the running of the firm.

Particular problems arise due to the limited size of such concerns:
o role and numbers of NEDs

o size of the board

o use of audit and nomination committees.

Despite this there is generally a perception that all companies should
comply and, like all other companies, in order to foster the key need for
improved communication, should either comply or explain.

4 Governance structures

A wider world view of governance requires consideration of the nature of
ownership, power and control.

E.g

La Porta 1999 analysed company structures in 49 countries and found
that 24% of large companies have a wide share ownership compared to
35% being family controlled (Walmart, Barclays, Cadbury).

o Families tend to have control rights in excess of their cash flow
rights in terms of preferential share voting rights.

o Controlling families tend to participate in the management of their
firms.

o Other large shareholders are usually not there to monitor controlling
shareholders.

Family structures (as opposed to joint stock)

A family structure exists where a family has a controlling number of shares in a
company. This has potential benefits and problems for the company, and the
other shareholders involved.

Benefits that arise include:

o Fewer agency costs — since the family is directly involved in the company
there are fewer agency costs.

o Ethics — it could be said that threats to reputation are threats to family
honour and this increases the likely level of ethical behaviour.

o Fewer short-term decisions — the longevity of the company and the wealth
already inherent in such families suggest long-term growth is a bigger
issue.
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Problems include:

o Gene pool — the gene pool of expertise in owner managers must be
guestionable over generations.

o Feuds — families fight, and this is an added element of cultural complexity
in the business operation.

o Separation — families separate and this could be costly in terms of buying
out shareholding and restructuring.

Insider-dominated structures (as opposed to outsider-dominated)

This is an extension of the same idea. Insider-dominated structures are where
the listed companies are dominated by a small group of shareholders. These:

o may be family owned
o may be banks, other companies or governments

o predominate in Japan and Germany.

The close relationship suggests benefits including:

o The agency problem is reduced i.e. easier to establish links between
owners and managers

o Greater access and potentially lower cost of capital i.e. smaller base of
shareholders

o Smaller base of shareholders willing to take a long term strategic view of
investment

o Improved communication and influence over management policy and
dialogue

Problems include:

o Lack of minority shareholder protection (unlike protection in law in
outsider-dominated structures).

o Opaque operations and lack of transparency in reporting.

o Misuse of power i.e. reluctance to employ outsiders in influential positions
and NED'’s.

o The market does not decide or govern (shareholders cannot exit easily to
express discontent).

o Tend to be reluctant until forced to develop formal governance structures.

o Reluctance of large independent shareholders to invest.
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National differences
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The insider/outsider model deals with the issue of national differences.
These tend to lie in the nature of the legal system and the degree of
recourse investors (minority investors) have.

Little recourse leads to insider dominated structures.

° Insider orientation: termed the French structure because of its
origin.

o Outsider orientation: Anglo-American structure because of its origin.

The global diffusion of such governance standards tends to be initially led
by Anglo-Saxon countries because of the agency problems and similarity
between legal systems from the UK origin.

Chapter seven described developments in corporate governance
regulation in the UK. Similar developments have occurred in other
countries. This section considers other international developments, in
particular the development of corporate governance guidelines in the
Commonwealth and European Union

Corporate governance and the European Union

In May 2003, the EU Commission presented a Communication entitled”
Action Plan on Modernising Company Law and Enhancing Corporate
Governance in the European Union”. The aim of this report was to put
forward recommendations designed to lead to greater harmonisation of
the corporate governance framework for EU listed companies in all
countries in the EU.

The recommendations in the report included measures such as;

o An EU directive requiring listed companies to publish an annual
statement on corporate governance, including a ‘comply or explain’
regulation

o Another directive on collective board responsibilities for the
disclosure of certain key financial and non-financial information.

On 5 April 2011, the EU Commission launched a public consultation on
possible ways forward to improve existing corporate governance
mechanisms. The objective of the Green Paper is to have a broad debate
on the issues raised and allow all interested parties to see which areas
the Commission has identified as relevant in the field of corporate
governance.

However, new EU Directives or amendments to existing Directives will
have to be incorporated into the national law of all the member states of
the EU.
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Corporate governance and the Commonwealth Countries

Concern for the need to establish good corporate governance practice
has led to an initiative from the Commonwealth countries, which began
with the first King report (South Africa) in 1994.

Many commonwealth countries have emerging economies and some
such as South Africa have developing Stock Markets. Good corporate
governance is seen as essential to the further development of national
economies and the growth of the capital markets in those countries.

The work of the first King report lad to the setting up in 1998 of the
Commonwealth Association for Corporate Governance (CACG). It
produced a set of Corporate Governance guidelines in 1999.

The CACG guidelines put forward a list of fifteen principles of corporate
governance. These are fairly similar to corporate governance guidelines
of other organisations it is useful to view them from the ‘emerging
markets’ viewpoint.

Corporate governance in Japan

Some new corporate governance provisions were introduced into the
Japanese Commercial Code in 2003, including provisions for US-Style
board committees. However not many Japanese listed companies have
yet decided to adopt this new system.

International convergence

The competitiveness of nations is a preoccupation for all governments.

Harmonisation and liberalisation of financial markets mean that foreign
companies now find it easy to invest in any marketplace.

This has led to a drive towards international standards in business
practices to sit alongside the global shift in applying International
Accounting Standards (IASS).

Two organisations have published corporate governance codes intended to
apply to multiple national jurisdictions. These organisations are:

the Organisation for Economic Cooperation and Development (OECD)
and

the International Corporate Governance Network (ICGN).
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CORPORATE GOVERNANCE
CODES FOR MULTIPLE
JURISDICTIONS

ICGN STATEMENT ON
GLOBAL CORPORATE
GOVERNANCE
PRINCIPLES

OECD PRINCIPLES OF
CORPORATE
GOVERNANCE

Organisation for Economic Cooperation and Development (OECD)

What is it?

o Established in 1961, the OECD is an international organisation composed
of the industrialised market economy countries, as well as some
developing countries, and provides a forum in which to establish and co-
ordinate policies.

m Objectives of the OECD principles

o The principles represent the first initiative by an intergovernmental
organisation to develop the core elements of a good corporate
governance regime.

o The principles are intended to assist OECD and non-OECD
governments in their efforts to evaluate and improve the legal,
institutional and regulatory framework for corporate governance in
their countries, and to provide guidance and suggestions for stock
exchanges, investors, corporations, and other parties that have a
role in the process of developing good corporate governance.

o The principles focus on publicly-traded companies, both financial
and non-financial. However, to the extent that they are deemed
applicable, they might also be a useful tool for improving corporate
governance in non-traded companies, e.g. privately-held and state-
owned enterprises.

o The principles represent a common basis that OECD member
countries consider essential for the development of good
governance practices.

o The principles are intended to be concise, understandable and
accessible to the international community.

o The principles are not intended to be a substitute for government,
semi-government or private sector initiatives to develop more
detailed ‘best practice’ in corporate governance.
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The OECD principles were updated and republished in 2004.
Content of the OECD principles:

o ensuring the basis for an effective corporate governance framework
o the rights of shareholders and key ownership functions

o the equitable treatment of shareholders

o the role of stakeholders in corporate governance

o disclosure and transparency

o the responsibilities of the board.

International Corporate Governance Network (ICGN)

What is it?

o ICGN, founded in 1995 at the instigation of major institutional investors,
represents investors, companies, financial intermediaries, academics and
other parties interested in the development of global corporate governance
practices.

m Objectives of the ICGN principles

o The ICGN principles highlight corporate governance elements that
ICGN-investing members take into account when making asset
allocations and investment decisions.

o The ICGN principles mainly focus on the governance of
corporations whose securities are traded in the market — but in
many instances the principles may also be applicable to private or
closely-held companies committed to good governance.

o The ICGN principles do, however, encourage jurisdictions to
address certain broader corporate and regulatory policies in areas
which are beyond the authority of a corporation.

o The ICGN principles are drafted to be compatible with other
recognised codes of corporate governance, although in some
circumstances, the ICGN principles may be more rigorous.

o The ICGN believes that improved governance should be the
objective of all participants in the corporate governance process,
including investors, boards of directors, corporate officers and other
stakeholders as well as legislative bodies and regulators. Therefore,
the ICGN intends to address these principles to all participants in
the governance process.
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Content of the ICGN principles:

Corporate objective — shareholder returns

Disclosure and transparency

Audit

Shareholders’ ownership, responsibilities, voting rights and remedies
Corporate boards

Corporate remuneration policies

Corporate citizenship, stakeholder relations and the ethical conduct of
business

Corporate governance implementation.

Limitations

All codes are voluntary and are not legally enforceable unless enshrined in
statute by individual countries.

Local differences in company ownership models may mean parts of the
codes are not applicable.
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Test your understanding answers

Test your understanding 1

KAPLAN PUBLISHING

(@)

(b)

Rules-and principles-based approaches to corporate
governance

A rules-based approach to corporate governance instils the code
into law with appropriate penalties for transgression. The code
therefore has to be followed, and if it is not followed then the
directors are normally liable to a fine, imprisonment or both.

A principle-based approach requires the company to adhere to the
spirit rather than the letter of the code. The company must either
comply with the code or explain why it has not through reports to the
appropriate body and its shareholders. However, in many principles-
based jurisdictions, the code has to be followed in order to obtain a
listing on the relevant stock exchange. This means that the code is
not quite ‘voluntary’.

In the example, the ASD company is in a rules based
jurisdiction.

Benefits of the rules based approach

There is clarity in terms of what the company and directors must do
to comply with the corporate government regulations. In this
instance, clarity simply means that the requirements must be
followed; there is no option to comply or explain why the
requirements have not been followed as there is in a principles-
based system.

Even though ASD is a medium-sized company, there is one set of
rules to be followed. This has the effect of limiting uncertainty
regarding the standard of corporate governance which can be a
problem with a principles-based approach (which rules were actually
complied with?).

There are criminal sanctions for non-compliance which means that
there is a greater likelihood that the regulations will be followed. In a
principles-based approach, although there may be the threat of de-
listing, there is no penalty on the directors meaning that there can
be less incentive to actually follow the code.
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Problems with the rules based approach

The fact that the regulations are statutory tends to lead to methods
of avoiding the ‘letter of the law’ — that is loopholes will be found and
exploited. A principles-based approach provides the guidelines
which can then be applied to any situation, effectively avoiding this
problem.

The rules are simply there; agreement with the rules is not required,
only compliance. In principles-based systems, there is the
underlying belief that the principles are accepted. In other words
compliance is more likely simply because companies and directors
want to follow them to show good corporate governance.

Companies and directors must follow the rules that have been set —
there is no incentive to improve on the basic minimum standard, for
example, in terms of providing additional disclosure. A principles-
based system allows interpretation of the minimum standards and in
effect encourages additional disclosure where necessary as this
complies with the ‘spirit’ of the regulations.

Professional skills:

To demonstrate evaluation skills the student needs to use
judgement when considering the issues facing ASD.

In this case the answer above does this by providing comparison
of each problem and advantage identified with the "rules based"
and "principles based" approach, before recommending any

solution.
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Upon completion of this chapter you will be able to:

. discuss and critically assess the concept of stakeholder
power and interest using the Mendelow model and apply this
to strategy and governance.

. evaluate the stakeholders’ roles, claims and interests in an
organisation and how they may conflict.

o explain social responsibility and viewing the organisation as
a ‘corporate citizen’ in the context of governance.

One of the PER performance objectives (PO2) is

that you manage stakeholder expectations and
o needs, developing and maintaining productive
business relationships. You listen to and engage
stakeholders effectively and communicate the
right information to them when they need it.
Working though this chapter should help you
understand how to demonstrate that objective.

PER
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CSR is a concept with many definitions and practices. The way it is understood
and implemented differs greatly for each company and country. Moreover, CSR
is a very broad concept that addresses many and various topics such as human
rights, corporate governance, health and safety, environmental effects, working
conditions and contribution to economic development. Whatever the definition
IS, the purpose of CSR is to drive change towards sustainability.
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A corporation:

o Is an artificial person in law. It has the same rights and responsibilities as
human beings.

o Is notionally owned by shareholders but exists independently of them. The
shareholder has a right to vote and be paid a dividend but the company
owns its assets.

o Managers have a fiduciary duty to protect shareholder investment.

Milton Friedman argued that, in relation to this definition, a corporation has no
responsibility outside of making profit for shareholders:

o Only human beings have moral responsibility for their actions.

o It is the managers' duty to act solely in the interest of shareholders:
—  thisis a point of law. Any other action is shareholder betrayal.

o Social issues are the province of the state and not corporations.

The argument against this viewpoint needs to provide the organisation with an
alternative view that leads to the same outcome of profit.

Enlightened self-interest

o Corporations perceived as ethically sound are rewarded with extra
customers.

o Corporations which are ethically unsound are boycotted.

o Employees are more attracted to work for, and are more committed to,
socially responsible companies.

o Voluntarily committing to social actions and programmes may forestall
legislation and promote independence from government.

o Positive contribution to society may be a long-term investment in a safer,
better educated and more equitable community creating a more stable
context in which to do business.

E 2 Stakeholders and their claims

As already stated in chapter 1 Freeman defines stakeholders as 'any person or
group that can affect or be affected by the policies or activities of an
organisation’.

o The definition is important since it shows the directionality of stakeholder
claims in as much as they can impact on the corporation as well as being
the recipient of the actions of the firm.

The traditional model of capitalism provides us with:
o customers, suppliers, shareholders and employees.
The stakeholder model extends this to include:

o government, civil society and competitors.
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Stakeholder claims

These are the demands that the stakeholder makes of an organisation. They
essentially ‘want something’ from an organisation.

o The stakeholders may seek to influence the organisation to act in a certain
way, or may want it to increase or decrease certain activities that affect
them.

o Direct stakeholder claims are usually unambiguous, and are often made
directly between the stakeholders and the organisation.

o Stakeholders typically making direct claims will include trade unions,
employees, shareholders, customers and suppliers.

o Indirect claims are made by those stakeholders unable to express their
claim directly to the organisation. They have no ‘voice’.

o This lack of expression may arise from the stakeholder being powerless
(an individual customer of a large organisation), not existing yet (future
generations), having no voice (natural environment) or being remote from
the organisation (producer groups in distant countries).

o The claim of an indirect stakeholder will need to be interpreted by
someone else in order to be expressed.

ﬂ 3 Stakeholder classifications and relations

Classifications of stakeholders

There are a number of ways of classifying stakeholders according to criteria
based on how stakeholders relate to organisational activities.

Internal and external stakeholders

This is the distinction between stakeholders inside the organisation and those
outside.

o Internal: includes employees and management, and possibly trade unions.

o External: includes customers, competitors and suppliers.

Narrow and wide stakeholders

This is the extent to which the stakeholder group is affected by organisational
activity.

o Narrow: those most affected or who are dependent on corporation output,
such as shareholders, employees, management, customers and suppliers.

o Wide: those less affected or dependent on company output such as
government, the wider community and non-dependent customers.
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Primary and secondary stakeholders

This focuses on the opposing view in Freeman’s definition, that stakeholders
affect organisations as well as being affected by organisations.

o Primary: those that have a direct affect on the company and without whom
it would be difficult to operate, such as the government,

o Secondary: those that have a limited direct influence on the organisation
and without whom the company would survive, such as the community
and management.

Active and passive stakeholders

This categorisation distinguishes between those that seek to participate in
organisational activity and those that do not.

o Active: those that wish to participate, so includes management and
employees, but may also include regulators, environmental pressure
groups and suppliers.

o Passive: those that do not wish to participate and may include
shareholders, local communities, government and customers.

Voluntary and involuntary stakeholders

This categorisation removes the element of choice associated with active and
passive participation, sub dividing the active group into two elements.

o Voluntary: those stakeholders that choose to be involved in organisational
decision making such as management, employees, environmental groups
and active shareholders. These stakeholders can withdraw their
stakeholding in the short-term.

o Involuntary: those stakeholders that do not choose to be involved in
morganisational decisions, but become involved for a variety of reasons.
This could include regulators, key customers, suppliers, government,
natural environment and local communities. They cannot withdraw in the
short-to medium-term.

Legitimate and illegitimate stakeholders

This is the extent to which the claim of the stakeholder is considered a valid
claim. It can be a subjective classification with debate surrounding certain
group’s claims, and can lead into the concept of whether stakeholders are
recognised by the organisation or not.

o Legitimate: those with, for example, an active economic relationship with
an organisation, such as customers and suppliers.

o lllegitimate: those without such a link, such as terrorists, where there is no
case for taking their views into account when making decisions.
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Managing stakeholder relations

Stakeholder mapping: The Mendelow model

Interest
Low High
Power Low Minimal Effort Keep informed
High Keep Satisfied Key Players

Stakeholder identification is necessary to gain an understanding of the sources
of risks and disruption. It is important in terms of assessing the sources of
influence over the objectives and outcomes for the business decisions or
projects (such as identified in the Mendelow model).

In strategic analysis, stakeholder influence is assessed in terms of each
stakeholder’s power and interest, with higher power and higher interest
combining to generate the highest influence.

It is necessary in order to identify areas of conflict and tension between
stakeholders, especially relevant when it is likely that stakeholders of influence
may be in disagreement over the outcomes of the decisions.

There is similarly a moral case for knowledge of how decisions affect
stakeholders both internal and external to the organisation.

m Mendelow model

The matrix was designed to track interested parties and evaluate their
viewpoint in the context of some change in business strategy.

Power relates to the amount of influence (or power) that the stakeholder
group can have over the organisation. However, the fact that a group has
power does not necessarily mean that their power will be used.

The level of interest indicates whether the stakeholder is actively
interested in the performance of the organisation. The amount of
influence the group has depends on their level of power.

Low interest — low power

These stakeholders typically include small shareholders and the general
public. They have low interest in the organisation primarily due to lack of
power to change strategy or influence corporate governance.

High interest — low power

These stakeholders would like to affect the strategy or influence
corporate governance of the organisation but do not have the power to do
this. Stakeholders include staff, customers and suppliers, particularly
where the organisation provides a significant percentage of sales or
purchases for those organisations. Environmental pressure groups would
also be placed in this category as they will seek to influence company
strategy, normally by attempting to persuade high power groups to take
action.
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Low interest — high power

These stakeholders normally have a low interest in the organisation, but
they do have the ability to affect strategy and/or influence corporate
governance should they choose to do so. Stakeholders in this group
include the national government and in some situations institutional
shareholders. The latter may well be happy to let the organisation
operate as it wants to, but will exercise their power if they see their stake
being threatened.

High interest — high power

These stakeholders have a high interest in the organisation and have the
ability to affect strategy and/or influence corporate governance.
Stakeholders include directors, major shareholders and trade unions.

Assessing stakeholder importance

Customers, shareholders and employees may be the most important
stakeholders but continual assessment helps to focus in on those that require
immediate action.

Three attributes may be assessed:

o Power: the perceived ability of the stakeholder to affect organisational
action.

o Legitimacy: whether the company perceives the stakeholder action to be
legitimate.

o Urgency: whether the stakeholder claim calls for immediate action.

Definitive stakeholders (possessing all three) require immediate action, the
others are latent stakeholders.

m Further stakeholder relationships

Beyond the specific nature of the action taken, there are different
relationships between the company and its stakeholders. In general we
consider these to be antagonistic but they do not necessarily need to be
sO.

o Challenge: relationship based on mutual opposition and conflict.
o Sparring partners: relationship based on healthy conflict.

o One-way support: relationship based on sponsorship and
philanthropy from one party to the other.

o Mutual support: formal and informal two-way support.

o Endorsement: relationship based on paid public approval through a
specific product or programme, e.g. ISO standards.

o Project dialogue: major regeneration and construction project
dialogue.
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o Strategy dialogue: relationship based on discussion over future
regulation.

o Joint venture: mutual commitment to achieve a specific goal.

Organisational motivations regarding stakeholders

Donaldson and Preston draw a distinction between two motivations as to why
organisations act in relation to the concerns of stakeholders.

The instrumental view of stakeholders:

. This relates to motivation stemming from the possible impact of
stakeholder action on the objectives of the organisation.

o The organisation reacts to stakeholder input because it believes that not to
do so would have an impact on its primary objectives (which may be profit,
but could be other objectives for organisations such as charities).

o Such a view of stakeholders is therefore devoid of any moral obligation.
The normative view of stakeholders:

o This relates to motivation stemming from a moral consciousness that
accepts a moral duty towards others in order to sustain social cohesion
(the good of society).

o Such an altruistic viewpoint appreciates the need to act in a general sense
of what is right rather than in a narrow interpretation of what is right for the
company to achieve its profit targets.

4  Impact of stakeholders on corporate governance

A key area of impact is in relation to the increased need for, and existence of,
social accounting. There are various forms of social accounting produced for
inclusion in the Business Review as part of annual accounting reports.

o Ethical accounting: tends to focus on internal management systems or
codes of practice at an individual level and how the company audits and
complies with this.

o Environmental accounting: tends to focus exclusively on the organisation’s
impact on the natural environment.

o Social accounting: has a broader remit to incorporate employee
conditions, health and safety, equal opportunities, human rights and
charity work.

o Sustainability accounting: is a grand title that incorporates the triple bottom
line of the first three with possible emphasis on environmentalism.
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m Effective social accounting

The following factors are key to ensuring effective social accounting:

o Inclusivity: suggests a two-way conversation with key stakeholders
not just a one way reporting process.

o Comparability: benchmarking previous periods or industry standards
provides meaning to the extent of work being carried out.

o Completeness: suggests inclusion of negative as well as positive
areas of organisational activity.

o Evolution and continuous improvement: commitment to learning
from the past and changing practices.

o Management policies and systems: the development and
consolidation of policies into real systems for evaluation and control.

o Disclosure: clear disclosure in reporting to meet stakeholders'
needs.

o External verification: the perceived independence of verifiers where
needed.

5 The organisation as a corporate citizen

Corporate citizenship

The key aspect about corporate citizenship is that it goes beyond compliance,
obligations and that which is required by law.

It is the conferral of rights on stakeholders and the acceptance by the company
of its responsibilities. The company therefore embraces responsibility for its
actions and encourages a positive impact on the stakeholders with whom it
interfaces. This is achieved via its activities for example by its interaction with
the environment, consumers etc.

It is linked to the concept of corporate accountability.

o Corporate accountability refers to whether the organisation is in some way
answerable for the consequences of its actions beyond its relationship
with shareholders.

The demands for corporations to be more accountable and step up to their new
role as valid members of society comes from two main sources: government
failure and corporate power.
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Government failure

One consequence of a modern society with an abundance of products and
services is the failure of governments to deal with risks that accompany these
rapid changes.

Sometimes the risks are beyond the control of a single government.
Sometimes electoral impact dampens political will.

Sometimes they are part of the problem.

Sometimes it is simply too difficult to change lifestyles.

Sometimes sub-political activism such as Greenpeace impedes political
will.

Corporate power

Corporations can shape lives in many ways:

244

Liberalisation and deregulation of markets increase market power and
restrict the ability of governments to intervene.

Privatisation of many previous state monopolies places greater power in
the corporate hand.

Countries struggle with unemployment and yet the decision to locate and
support societies is often not theirs but that of corporations.

The pressure on low-wage economies to maintain low wages (and hence
low costs to attract customers) is vast.

Complex cross-border legal agreement is very difficult and so corporations
are encouraged to self-regulate.

Scope of corporate citizenship

Corporate citizenship (CC) implies a role for corporations in the societies
upon which they impact.

There are three views as to the scope and nature of CC.

o Limited view of CC: this is a philanthropic view. The scope is limited
to charitable donations to the local community in which the
organisation operates.

o Equivalent view: this is CC as being the equivalent to CSR. 'The
extent to which business meets economic, legal, ethical and
discretionary responsibilities’.

o Extended view: this is most appropriate viewpoint since here
citizenship (both individual and corporate) has rights and
responsibilities. Rights include the right to freedom of speech and
the right to own property. Responsibilities include the right to uphold
civil liberties where governments may be failing in their duty.
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Test your understanding 1

JV Limited manufactures cleaning chemicals at its factory in a small town
in the Lake District. It employs 300 people, and is the largest employer
within a 20-mile radius.

The factory is located on the side of a lake, at the end of a single track
road.

Identify five social responsibilities of this company.

Test your understanding 2

The LKJ company is a distributor of electricity in a large country. In effect,
LKJ purchases electricity from companies making electricity and then
distributes this through a network of cables to companies and private
individuals throughout the country. Electricity is generated from a variety
of sources including burning coal and natural gas, nuclear power and a
small amount from renewal resources such as wind and wave power.

LKJ's shares are owned by three other companies, who take an active
interest in the profitability of LKJ. There are three other electricity
distribution companies in the country LKJ operates in.

The board of LKJ are currently considering the proposal to purchase
electricity from another country. This source of supply is quoted as being
cheaper from those within LKJ's home country, although the electricity is
generated by burning coal. If this supply is taken, LKJ will stop
purchasing electricity from an old nuclear power station and some of the
expensive wind power plants. The Clean-Earth environmental group has
learnt of the proposal and is currently participating in a media campaign
in an attempt to block the change by giving LKJ bad publicity.

The board, managers and employees in LKJ appear indifferent, although
changing the source of supply will provide a price advantage over LKJ's
competitors, effectively guaranteeing their jobs for the next few years.

Required:

Identify the stakeholder groups who will be interested and/or affected by
the decision of the LKJ company to change electricity suppliers,
evaluating the impact of that decision on the group.

Discuss the actions the board can take with respect to each stakeholder
group.

KAPLAN PUBLISHING

245



Stakeholders and corporate social responsibility

246

6  Chapter summary
r ™
CORPORATE SOCIAL
‘ DEFINITION AND | ite hof::gf:gﬁg';‘gi:n | * CSRStrategy |
NATURE OF CSR : : * Strategic CSR
manages the impact of their
: operations on the wider
environment, including
CARROLL consideration for stakeholder
e Economic responsibility groups
» Legal responsibility
« Social responsibility
» Philanthropic responsibility
'
STAKEHOLDER CORPORATE CITIZENSHIP STAKEHOLDER
THEORY » Expanded view of the OWNERSHIP
. o corporate role e Brings rights
and responsibility
DEFINITION STAKEHOLDER
e Can affect or be » May have claims
affected by the on the organisation
policies or \
activities of an
organisation
STAKEHOLDERS ) STAKEHOLDER STAKEHOLDER IMPACT OF
CLASSIFICATION RELATIONS MOTIVATIONS STAKEHOLDERS
* Internal/external * Mendelow model e Instrumental view ON CORPORATE
* Primary/secondary * Normative view GOVERNANCE
* Active/passive o Increased need for
= Voluntary/involuntary forms of social
= Legitimate/illegitimate accounting to

Y

J

.

provide
information to
stakeholders.

KAPLAN PUBLISHING



Chapter 9

Test your understanding answers

Test your understanding 1

Many points can be included:
o not polluting the lake with waste chemicals

o making sure employees use adequate protection when working with
the chemicals

o complying with legislation regarding the use of hazardous chemicals
. minimising the impact of traffic on local roads
o minimising the visual impact of the factory on the area.

Test your understanding 2

Large institutional investors

The main strategy of the board regarding a large institutional investor is
communication with the need for change followed by participation in
strategy determination. Most codes of corporate governance indicate the
bi-lateral approach to be taken. The large investor is interested in the
success of the organisation while at the same time having the ability to
adversely affect the organisation if their shareholding is sold. The
organisation must therefore keep the stakeholder informed regarding
important strategic decisions. Similarly, there is a responsibility on the
part of the stakeholder to take an interest in the activities of the
organisation and to use their influence responsibly.

The three investors in LKJ are likely to be keen for the electricity to be
purchased from the different country as this will increase the return on
their investment.

A dialogue should be established between the chairman and large
shareholders, as a minimum by discussion at the annual general
meeting. However, more frequent meetings throughout the year are also
expected. The chairman needs to ensure that the expectations of return
from LKJ are congruent with the investing companies.
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Environmental pressure group

The pressure group will attempt to influence other groups with high power
to change the strategy of the organisation. The board of LKJ therefore
need to communicate with the group with the aim of explaining and
educating them in respect of the actions being taken by LKJ.

Currently Clean-Earth are attempting to influence the strategy of LKJ by
the media campaign. The basis of this campaign is likely to be the fact
that obtaining electricity from coal is more harmful to the environment
than renewable sources and possibly nuclear generation. Explanation of
the reason for change in terms of increased profit may not, however, be
acceptable.

However, the board must be prepared to learn from the pressure. Many
pressure groups do have responsible and knowledgeable people within
the group. Not to listen may mean that valuable advice and assistance is
rejected on grounds of prejudice against this type of stakeholder. While it
is likely that advice from the group will be biased towards renewable
resources, they may have ideas regarding cost efficiency that LKJ can
use.

Directors/managers/employees of LKJ

The directors of LKJ are stakeholders in the organisation. In terms of
corporate governance, they have the responsibility to act in the best
interests of the company and its shareholders. In this sense, there is no
conflict in the decision to source electricity supplies from another country;
LKJ profits are forecast to increase while there is job security for the
directors. While the directors have high power and interest in LKJ, this
power appears to be being used correctly.

Similarly, the actions of the directors appears to meet the requirements of
the managers and employees of LKJ in that their jobs are protected.

However, the environmental impact of their action may be a cause for
concern. If LKJ, and therefore the directors, are considered not to be
acting ethically then customers may choose alternative suppliers. This
action will mean that the profit forecasts are incorrect and the directors
may need to consider alternative courses of action.
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Upon completion of this chapter you will be able to:

. explain the role of effective leadership and identify the key
leadership traits effective in the successful formulation and
implementation of strategy and change management.

. apply the concepts of entrepreneurship and
‘intrapreneurship’ to exploit strategic opportunities and to
innovate successfully.

) discuss the importance of leadership in defining and
managing organisational culture.

. advise on the style of leadership appropriate to manage
strategic change.

One of the PER performance objectives (PO5) is

that you manage yourself and your resources
o effectively and responsibly. You contribute to the
leadership and management of your
organisation — delivering what's needed by
stakeholders and the business. Working though
this chapter should help you understand how to
demonstrate that objective.

PER
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EFFECTIVE LEADERSHIP

NATURE OF ENTRE- AND
LEADERSHIP INTRA-PRENEURSHIP

LEADERSHIP AND LEADERSHIP AND
MANAGEMENT CULTURE

1  The nature and importance of leadership

The nature and importance of leadership

Buchanan and Huczynski define a leader as ‘someone who exercises influence
over other people’. Another definition is: Leadership is an interpersonal
influence directed toward the achievement of a goal or goals. Three important
parts of this definition are the terms interpersonal, influence, and goal:

o Interpersonal — means between persons. Thus, a leader has more than
one person (group) to lead.

o Influence — is the power to affect others.
o Goal — is the end one strives to attain.

Basically, this traditional definition of leadership says that a leader influences
more than one person towards a goal.

Leadership can be viewed from three standpoints:

o an attribute or a position, e.g. the managing director
o a characteristic of a person — a natural leader

o a category of behaviour.

Leadership is all about moving people and things on, getting them from Ato B —
improving performance, changing the way things are done, making a new
product — and if the designated leader cannot communicate the why, how and
when of moving from A to B then he or she will neither behave like a leader, nor
succeed in the task.
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As a function, leadership involves facilitating the achievement of group goals
and has been defined in many ways from ‘that which leaders do’ to long,
complex paragraphs including many elements. Fiedler, in one of his definitions,
writes that a leader is ‘the individual in the group given the task of directing and
co-ordinating tasks — relevant group activities or who, in the absence of a
designated leader, carries the primary responsibility for performing these
functions in the group’.

From the definitions given (and there are lots more) you may still wonder what
leadership is. Are leaders born or made? Can anyone be a leader, or only the
favoured few? Is there a particular trick to it, or a particular style, something
that, if we could learn it, would transform our lives? Are there models we should
imitate, great men we can learn from? Do you have to be popular to be an
effective leader? Can you be both well-liked and productive? The search for
answers to questions like these has prompted a large number of studies and,
unfortunately, none of these has produced a definitive solution to the leadership
puzzle.

2 What makes an effective leader?

In paper F1 (Accountant in Business) you learnt how there are a wide range of
different theories, models and research that seek to determine what the ideal
leader or manager should be like.

Trait theories

Early studies focused on the qualities required by effective leaders. Lists were
compiled of required leadership qualities including:

o physical traits, such as drive, energy, appearance and height

o personality traits, such as adaptability, enthusiasm and self-confidence;
and

o social traits, such as co-operation, tact, courtesy and administrative ability.

Certain other writers selected other personal qualities which were thought to be
desirable in leaders, who are ‘born and not made’. Many great leaders were
considered to have:

o above-average intelligence

o initiative — independence and inventiveness and the capacity to perceive a
need for action

) motivation
. self-assurance and self-confidence

o the ‘helicopter factor’ — the ability to rise above the particulars of a
situation and perceive it in relation to the surrounding context

o other ‘essential’ qualities included enthusiasm, sociability, integrity,
courage, imagination, determination, energy, faith, even virility.
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The problem with personality or trait theories is that there are always counter-
examples that can be given, for instance, when one theorist suggested a good
leader must be tall, a short yet effective leader was identified; when one theorist
suggested a leader must be tactful and courteous, a rude yet effective leader
was found. Clearly good leadership is more than simply possession of particular
physical or psychological attributes.

Behavioural/style theories

The essence of leadership style theories is that a successful leader will exhibit a
pattern of behaviour (i.e. 'style) in gaining the confidence of those they wish to
lead. Style is a difficult factor to measure or define. The style of a manager is
essentially how he or she operates, but it is a function of many different factors.

The research at Ashridge Management College distinguished four main
management styles:

o Tells (autocratic) — the manager makes all the decisions and issues
instructions which are to be obeyed without question.

o Sells (persuasive) — the manager still makes all the decisions, but believes
that team members must be motivated to accept them in order to carry
them out properly.

. Consults (participative) — the manager confers with the team and takes
their views into account, although still retains the final say.

o Joins (democratic) — the leader and the team members make the decision
together on the basis of consensus.

Ashridge discovered that most people preferred operating under the ‘consults’
style, though the most important thing was consistency — staff disliked it when
managers changed between different styles.

Lewin worked with similar categories and concluded that in terms of productivity
and satisfaction, it was the democratic style that was the most productive and
satisfying. On the other hand, an autocratic authoritarian style was the least
productive of all and carried with it lots of frustration and instances of
aggression among group members.

Unfortunately, as with trait theories, it is possible to find counter examples.

For example, you could argue that Warren Buffett (an extremely successful and
high profile investor) has a hands-off, laissez-faire management style that is
highly successful because he focuses on hiring very capable people, and the
autonomy of these executives is key to the success. On the other hand, Steve
Jobs (Apple) was well known for his authoritarian approach and reluctance to
delegate, so could be described as having an autocratic approach. Lewin's work
indicated that this style was the least effective, but according to Forbes, Apple
was the largest tech company in the world in 2017, and also the 9th largest
company in the world.
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Contingency/contextual theories

The difficulty with style theories, even when they attempt to reflect the
multidimensional nature of leadership, is that they ignore the important influence
of the context in which the leader is operating. The modern consensus is that
there is no one best style of leadership that is equally effective for all
circumstances.

One example studied in F1 is Adair’s action-centred leadership approach. He
argued that the leader needs to adapt to three competing needs:

o The needs of the group (communication, team building, motivation,
discipline)

o The needs of individuals (coaching, counselling, motivating and
developing)

o Task needs (setting objectives, planning tasks, allocating responsibilities
and performance standards)

Such a balancing act is just as relevant to the CEO in the boardroom as itis to a
supervisor on the shop floor.

A theory that is a mixture of both trait and contingency is the situational
approach. The theory here is that leaders are products of particular situations,
e.g. Hitler in Germany of the 1930s, Churchill in Britain of the early 1940s and
Mao in China after 1946. A given set of factors exist in certain situations, e.g.
economic depression, weak government, high unemployment and
disenchantment with traditional politics. The theory suggests that a leader
emerges who recognises the problems and has characteristics or traits that fit
the needs of the situation.

ﬁ Test your understanding 1

Before taking up her position as Head of the Finance department of QRS,
T had enjoyed a career in the Army where she had attained the rank of
major. The military style of command had suited T's personality. She is by
nature an assertive kind of individual, so giving orders is something that
comes naturally to her.

The start of her new post as Head of Finance has not been easy. She
has found that her previous style of management has not been well
received by her new staff. Her enthusiasm for improving the way things
are done in the department is not matched by that of her staff. In fact, if
anything, an air of resentment seems to exist in the department. More
generally, T is finding it difficult to adjust to the whole way of operating in
QRS. In her view, so much time seems to be spent in meetings and in
consultation generally that she wonders how the organisation manages to
compete in the market place as successfully as it does.
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Required:

Using any appropriate theory of management style, write an email to T

explaining why she is experiencing the difficulties described in her new

post, and recommend the kind of management style that might be more
appropriate.

(15 minutes)

3 Leadership and management

A leader can be a manager, but a manager is not necessarily a leader. The
leader of the work group may emerge informally as the choice of the group. If a
manager is able to influence people to achieve the goals of the organisation,
without using formal authority to do so, then the manager is demonstrating
leadership.

Management is the process of setting and achieving the goals of the
organisation through the functions of management: planning, organising,
directing (or leading), and controlling. A manager is hired by the organisation
and is given formal authority to direct the activity of others in fulfilling
organisational goals. Thus, leading is a major part of a manager’s job. Yet a
manager must also plan, organise, and control.

Generally speaking, leadership deals with the interpersonal aspects of a
manager’s job, whereas planning, organising, and controlling deal with the
administrative aspects. Leadership deals with change, inspiration, motivation,
and influence. Management deals more with carrying out the organisation’s
goals and maintaining equilibrium.

The key point in differentiating between leadership and management is the idea
that employees willingly follow leaders because they want to, not because they
have to. Leaders may not possess the formal power to reward or sanction
performance because leadership does not necessarily take place within the
hierarchical structure of the organisation. However, employees give the leader
power by complying with what he or she requests. On the other hand,
managers may have to rely on formal authority to get employees to accomplish
goals.

The skills of a leader

The basic aim of leaders is to succeed in completing the task set with the help
of their group. An effective leader will need to inspire confidence and trust so
that there is maximum co-operation from the group. In order to achieve this aim,
leaders need certain skills, which include:

o An understanding of the precise requirements needed from the group.
o The ability to make decisions, sometimes under pressure.
o An understanding of human nature to appreciate the attitude of the group.

o Confidence both in the group and themselves.
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o The ability to create a sense of direction. Leaders should have a clear idea
of what they are trying to achieve with their group, department, business
unit or organisation. This needs to be a vision which is appealing to the
staff and well communicated to them, allowing staff, who do not share the
vision, to leave the unit over time and bond together those that remain
around a common purpose.

o The ability to think strategically. Innovation and vision take a long while to
see through from inception through to fruition or failure. The leader must
be interested in the long-term view of the group.

o Entrepreneurial abilities. Leaders should be able to identify opportunities
and win the resources necessary to exploit them.

o The ability to lead from the front. Leaders must be able to inspire and
motivate, to translate the vision into achievement.

o The possession of good communication skills. If leaders are to conceive a
vision, develop it into a strategy, win scarce organisational resources and
gain the support of their staff, then they will need to be a competent
communicator.

The leader needs to use these skills to satisfy Adair’s three principal
requirements of leadership:

o Satisfy the task’s needs. The leader ensures that the purpose —completion
of the task — is fulfilled.

o Satisfy the group’s needs. Until the task is completed, the group has to be
held together; the leader must maintain team spirit and build morale.

o Satisfy the individual’'s needs. Each member of a group or team has
individual needs and the leader should try to ascertain these needs and
work towards satisfying them as far as is possible within the group’s
needs.

4  Leadership and culture

Bennis proposed that there were two types of leaders:

o Transactional leaders see the relationship with their followers in terms of a
trade: they give followers the rewards they want in exchange for service,
loyalty and compliance.

o Transformational leaders see their role as inspiring and motivating others
to work at levels beyond mere compliance. Only transformational
leadership is said to be able to change team/organisational cultures and
move them in a new direction.

Transactional leaders tend to be more passive and transformational leaders
more proactive. While a transactional leader would work within the confines of
the organisational culture, the transactional leader would seek to change and
improve the culture. Transformational leadership enhances the motivation,
morale, and job performance of followers.
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They act as a role model and inspire others to develop and innovate. They
would advocate empowerment, encouraging followers to take greater ownership
for their work.

Transformational leadership has become more important in recent years. The
dynamic nature of the environment facing many organisations today means that
there is a constant need to innovate and change. It is suggested that to cope
with this type of environment, leaders need to have vision and creativity, be
innovative and capable of inspiring others. The distinguishing feature of
transformational leadership is the ability to bring about significant change.

NB The role of leadership and culture in managing change is discussed in
further detail in chapter 24.

5 Entre and Intrapreneurship

Many large businesses were set up by entrepreneurs who had new ideas and
were willing to take risks to convert those ideas into successful products.
However, a growing trend within business is to encourage employees
'intrapreneurs’ to come up with new ideas and take risks to grow the business.

Major brands such as Sony PlayStation and the Post-it Note were developed in
a culture of intrapreneurship. Even the idea of the ‘Like’ button on Facebook
was developed by a junior member of staff at the company.

Ways to encourage such intrapreneurship include the following:

o Set up a culture where employees are encouraged to explore new ideas,
even if they are not related to their official roles. This works even better if
employees are given time to do this.

o Managers should have open door policies making it easy for their staff to
come and discuss new ideas.

o Removing administrative barriers and bureaucracy so that new ideas can
be presented.

o Develop a culture where innovation is valued and failure is not the final
word — calculated risk taking is essential to commercial success.

o Budget for resources to develop new ideas. Intrapreneurs should not be
expected to finance development themselves.

o Give employees a degree of ownership of new ideas — for example,
allowing them to present the concepts to senior management.

o Try to identify intrapreneurs and give them more time and resources to
develop ideas further.
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Differences between entrepreneurs and intrapreneurs

An entrepreneur is an individual that ‘starts-up’ a business and is the
owner. Whereas, an intrapreneur is an employee of the company and
does not usually have any ownership.

However, some employees, likely the intrapreneurs among them, may
hold shares in the company they work for in the form of shares.
Ownership of a company gives the entrepreneur the ultimate control over
what the business does. The Entrepreneur is the risk-taker of the
business.

The intrapreneur may take ‘risks’ within the corporation where he works.
However, the final risk comes down to the responsibility of the business
owner. There is no actual financial risk taken by the intrapreneur. In
addition the difference between entrepreneurs and intrapreneurs is with
regards to the “ultimate sacrifice”. The entrepreneur will use his own
money for his start-up business. They may use their own assets (like their
own home) to secure loans to finance their small business start-up and
therefore the ultimate sacrifice being made by an entrepreneur as one of
potential financial loss. An intrapreneur will not usually be in a position to
raise funds for the organisation. The intrapreneur is therefore not risking
any of their own money in any organisation where they are involved.

Financial loss for the entrepreneur comes in two forms. Firstly, if the
business makes a loss, and runs out of cash, the entrepreneur is the one
who has to make up the difference. Secondly, where a company
collapses and goes into liquidation, the entrepreneur could lose
everything. This will depend on what monies are owned by the company,
and what's personally secured by the entrepreneur.

Conversely, it is that the entrepreneur who will reap the rewards of
success, firstly, where the company makes a profit, the entrepreneur will
be able to reward himself with profits in the way of dividends. Secondly,
the final benefit to the entrepreneur is on the sale of the business. Where
the organisation has done exceptionally well, the entrepreneur could be
in for a significant gain from the sale proceeds.

It's possible that due to the nature of an intrapreneur, they may have
arranged a ‘profit share’ for themselves. This will mean they receive a
reward for their efforts. However, this will always only be a share of
profits, compared to the entrepreneur, who is entitled to 100% of the
balance of the profits. Also, the intrapreneur will not gain from the sale of
the business in the same way. The exception to this is where they have
an agreement in place with the business owner to take a share of the
proceeds at the point of sale.

All intrapreneurs are dependent on entrepreneurs in the first place to start
the business. Without entrepreneurs there would be no intrapreneurs to
flourish. Good ‘entrepreneur-leadership’ will lead to having intrapreneurs
within their businesses and entrepreneurs will encourage
intrapreneurship.
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However, there’s always the worry that the intrapreneur will leave to set
up in competition. The risk exists of losing a key employee who acts as
an intrapreneur, making it extremely difficult to replace that individual. It is
the entrepreneur’s duty therefore to not only encourage intrapreneurship,
but also to support and look after their intrapreneurs within the business.
An entrepreneur carries with it a certain level of risk, whereas
intrapreneurs can simply walk away when a business goes wrong.

A small business’s survival can sometimes depend upon the
entrepreneur’s ability and willingness to raise funds for example from
financial sources, like banks and other lenders. A loan will more than
likely need personal security and personal guarantees.

Intrapreneurs never have to carry this level of risk. They are fully reliant
on the entrepreneur to carry the burden of risk of things going wrong. In
addition in the case of cash flow problems, it is the entrepreneur, and not
the intrapreneur that will have to provide the funds.

Effectively the resources used by an entrepreneur are provided by him.
Entrepreneurs have to be extremely resourceful. Whilst intrapreneurs are
resourceful, they are not required to provide the resources need by the
company. The resources needed by the intrapreneur are already
provided to him by the company.

The resources we are referring to here are not just ‘cash’ and capital, as
discussed above, but it's all the other resources needed to run a
business. At no time is an intrapreneur expected to provide funds for the
business. These resources are not necessarily physical resources either.
There are personal resources required to succeed in business also which
include educational resources, emotional resources and human
resources.

An entrepreneur always also has the final say in what happens within a
business. So although intrapreneurs do tend to have a high level of
autonomy and creativity, they are under the ultimate control and guidance
of the entrepreneur who owns the business. The exceptions to this rule
are where a business is jointly owned and run, or whereby lenders are
involved and have a certain amount of say over certain business
decisions within the business.

Intrapreneurs, by their very nature, are often extremely autonomous, and
should be encouraged to be so. However, there will always be certain
larger decisions whereby the intrapreneur will need to seek approval and
clear boundaries must be set.
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Test your understanding answers

Test your understanding 1

EMAIL

To: T

From: Management accountant
Date: Today

Subject: Management style

Management style is concerned with how a manager deals with
subordinates. There are a number of different models but one that is
commonly used is that of Lewin.

Using Lewin's conclusions, you could be described as adopting an
autocratic style of management. This means that you are telling the
subordinates what to do. This style of management probably comes
naturally to you since it is the style adopted in the armed forces where
subordinates are trained to not question their orders. Since you have
spent a long time in this environment it is, understandably, the style you
are used to.

The workers that you are supervising in the Finance department however
may well be professionally qualified people used to carrying out tasks in
their own way without a great deal of supervision.

With these kind of workers an autocratic style is unlikely to be successful,
since the workers will resent the reduction in the amount of decision-
making they are allowed. You may find it more useful to adopt a more
democratic management style in which decisions are discussed with the
employees rather than being imposed. This should lead to greater worker
contentment with resulting gains in productivity and morale.

There will probably be a number of difficulties in changing your
management style. You are used to doing things in ‘the army way’ (which
you clearly did successfully having risen to the rank of major) and you are
a naturally assertive person to whom an autocratic style of management
is probably most comfortable.

Another factor that could cause problems is the potential for you to feel
that you are ‘losing face’ by changing to suit your subordinates. You
might question the effect this will have on your authority both now and in
the future, for example, what happens if they dislike something else, will
you be expected to adapt to them again?

Although there are many practical difficulties surrounding this change in
style they are not insurmountable. You may have to gradually change
your style over time, perhaps by getting key subordinates more involved
now and gradually extending this.
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An alternative solution would be to involve another senior manager from
a different department to help mentor you. This would involve working
with a mentor who could help you discuss practical ways in which your
style can evolve.

The above measures are likely to be unsuccessful unless you recognise
that it is in your interests as well as that of your sub-ordinates and the
company to change your style.

I hope you have found the above helpful. Please do not hesitate to get in
touch if you require any further information.
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Upon completion of this chapter you will be able to:

assess the major areas of organisational life affected by
issues in governance.

() duties of directors and functions of the board (including
setting a responsible ‘tone’ from the top and being
accountable for the performance and impacts of the
organisation)

(i)  the composition and balance of the board (and board
committees)

(i) relevance and reliability of organisation reporting and
external auditing

(iv) directors’ remuneration and rewards

(v) responsibility of the board for risk management systems
and internal control

(vi) organisation social responsibility and ethics

evaluate the cases for, and against, unitary and two-tier
board structures.

describe and assess the purposes, roles, responsibilities and
performance of Non-Executive Directors (NEDs).

describe and assess the importance and execution of,
induction and continuing professional development of
directors on boards of directors.

explain the meaning of ‘diversity’ and critically evaluate
issues of diversity on boards of directors.

assess the importance, roles, purposes and accountabilities
of the main committees within the effective governance
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describe and assess the general principles of remunerating
directors and how to modify directors’ behaviour to align with
stakeholder interests.

explain and analyse the regulatory, strategic and labour
market issues associated with determining directors’
remuneration.

9]

PER

One of the PER performance objectives (PO4) is
that you contribute to effective governance in
your area. You evaluate, monitor and implement
risk management procedures, complying with
the spirit and the letter of policies, laws and
regulations Working though this chapter should
help you understand how to demonstrate that
objective.
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1 Board of directors — roles and responsibilities

In relation to corporate bodies:

'.I o a director is an officer of the company charged by the board of
directors with the conduct and management of its affairs

o the directors of the company collectively are referred to as a board of
directors

o the shareholders appoint the chairman of the board and all other
directors (upon recommendations from the nominations committee)

o directors, individually and collectively, as a board of directors, have a
duty of corporate governance.
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From the principles in the UK Corporate Governance Code (2016), the key
roles and responsibilities of directors are to:

provide entrepreneurial leadership of the company

represent company view and account to the public

decide on a formal schedule of matters to be reserved for board decision
determine the company’s mission and purpose (strategic aims)

select and appoint the CEO, chairman and other board members

set the company’s values and standards

ensure that the company’s management is performing its job correctly

establish appropriate internal controls that enable risk to be assessed and
managed

ensure that the necessary financial and human resources are in place for
the company to meet its objectives

ensure that its obligations to its shareholders and other stakeholders are
understood and met
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o meet regularly to discharge its duties effectively
o for listed companies:
—  appoint appropriate NEDs
—  establish remuneration committee
—  establish nominations committee
—  establish audit committee
o assess its own performance and report it annually to shareholders

o submit themselves for re-election at regular intervals. All directors in FTSE
350 companies should be put forward for re-election every year.

The UK Corporate Governance Code (2016) has been developed as a source
of good practice. Although it is not global in its application it remains a useful
guide for examination purposes.

m Effective board

An effective board demonstrates the following capabilities:

o clear strategy aligned to capabilities

o vigorous implementation of strategy

o key performance drivers monitored

o sharp focus on the views of the City and other key stakeholders

o regular evaluation of board performance.

m ‘Tone at the Top’

The term, originally created in the field of accounting, refers to how an
organisation's leadership creates an environment or atmosphere in the
workplace, for example via ethical (or unethical) working practices.

Management's “tone” has a trickle-down effect on employees. If top
managers uphold ethics and integrity so will employees. But if senior
management appears unconcerned with ethics and focuses solely on the
bottom line, employees will perhaps be more prone to commit fraud and
feel that ethical conduct isn't a priority.

In short, employees will follow the examples of their bosses.
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ﬂ Potential problems for boards
Sometimes achieving all of this in practice can be difficult due to ‘barriers’.

o Most boards largely rely on management to report information to them
(and may not have the time or the skills to understand the details of
company business), thus allowing management to obscure problems and
the true state of a company.

o A board that meets only occasionally may be unfamiliar with each other.
This can make it difficult for board members to question management.

o CEOs often have forceful personalities, sometimes exercising too much
influence over the rest of the board.

o The current CEQO's performance is judged by the same directors who
appointed him/her making it difficult for an unbiased evaluation.

2  What is diversity?

Diversity describes the range of visible and non-visible differences that exist
between people.

Managing diversity harnesses these differences to create a productive
environment in which everybody feels valued, where talents are fully utilised
and in which organisational goals are met.

The concept of diversity encompasses acceptance and respect. It means
understanding that each individual is unique, and recognising our individual
differences. These can be along the dimensions of:

o race
o ethnicity
o gender

o sexual orientation

o socio-economic status

. age

o physical ability

o religious beliefs

o political beliefs or other ideologies.

Diversifying the board is said broadly to have the following benefits:
o More effective decision making.

o Better utilisation of the talent pool.

o Enhancement of corporate reputation and investor relations by
establishing the company as a responsible corporate citizen.

Refer to technical article on ACCA website: “Diversifying the Board — A step
toward better governance” — updated 14.01.2014
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Women on the board

In the UK, 2010 Women made up only 12.5% of the members of the corporate
boards of FTSE100 companies. This was up from 9.4% in 2004. But the rate of
increase is too slow.

The business case for increasing the number of women on corporate boards is
clear. Women are successful at university and in their early careers, but attrition
rate increase as they progress through an organisation. When women are so
under-represented on corporate boards, companies are missing out, as they are
unable to draw from the widest possible range of talent.

Evidence suggests that companies with a strong female representation at board
and top management level perform better than those without and that gender-
diverse boards have a positive impact on performance. It is clear that boards
make better decisions where a range of voices, drawing on different life
experiences, can be heard. That mix of voices must include women.

Diversity of Non-Executive Directors

The Higgs Review found that the majority of NEDs in UK companies are white,
middle-aged males of British origin with previous plc director experience. In the
survey of companies completed for the Higgs Review, non-British nationals
accounted for only 7% of NED positions, while British citizens from ethnic
minority backgrounds accounted for only 1% of such positions.

The survey also found that although about 30% of managers in the UK
corporate sector are female, women hold only 6% of NED positions.

The striking homogeneity of board membership suggests that many UK
companies are not searching broadly for talent, or at least have not done so in
the past.

Aviva Chairman, Pehr Gyllenhammar, suggests useful guidelines for the
selection of NEDs with the phrase 'No crooks, no cronies, no cowards.'

Action for increasing board diversity

Lord Davies of Abersoch compiled a report in February 2011 in a report
commissioned by the Government on women on the board.

While there is still work to be done, progress since the report has been positive.

When Lord Davies and his steering group started this ambitious agenda in 2011
women made up just 12.5% of FTSE 100 boards; and just a few years later,
we’ve seen that double — it is now at 26.1% on FTSE 100 boards and 19.6% on
FTSE 250 boards.

There are more women on FTSE 350 boards than ever before, with
representation of women more than doubling since 2011 — 550 women
appointed to FTSE 350 boards since 2011.

We have also seen a dramatic reduction in the number of all-male boards.
There were 152 in 2011. Today there are no all-male boards in the FTSE 100
and only 15 in the FTSE 250.

There remain 15 all-male boards in the FTSE 350 and progress has been far
too slow in getting more women into Executive Director roles.
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m Board agenda items

A board agenda is likely to include the following:

Companies Act requirement

o Approval of interim and final financial statements.

o Approval of interim dividend and recommendation for final dividend.
o Approval of significant changes to accounting policies.

o Appointment or removal of key staff such as company secretary.

o Remuneration of auditors (where shareholders have delegated the
power).

o Recommendation for the appointment or removal of auditors (where
shareholders have delegated the power).

Stock exchange

o Approval of press releases concerning significant matters decided
by the board.

Management

o Approval of group's commercial strategy.

o Approval of group's annual operating budget.

o Approval of group's annual capital expenditure plan.

o Changes relating to the group's capital structure.

o Terms and conditions/service agreements of directors.

o Major changes to the group's management and control structure.

3 Board structures
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There are two kinds of board structure, unitary and two-tier (dual) boards.

Two-tier boards

These are predominantly associated with France and Germany. Using Germany
as an example, there are two main reasons for their existence:

o Codetermination: the right for workers to be informed and involved in
decisions that affects them. This is enshrined in the Codetermination Act
(Germany) 1976.

o Relationships: banks have a much closer relationship with German
companies than in the UK. They are frequently shareholders, and other
shareholders often deposit their shares and the rights associated with
them with their banks.

This creates a backdrop to creating structures where these parties are actively
involved in company affairs, hence the two-tier structure.

Lower tier: management (operating) board:

o responsible for day-to-day running of the enterprise

o generally only includes executives

o the CEO co-ordinates activity.

Upper tier: supervisory (corporate) board:

o appoints, supervises and advises members of the management board
. strategic oversight of the organisation

o includes employee representatives, environmental groups and other
stakeholders’ management representatives (these NEDs are not
considered to be 'independent NEDs')

° the chairman co-ordinates the work

o members are elected by shareholders at the annual general meeting
(AGM)

o receives information and reports from the management board.

Advantages of a two-tier board

o Clear separation between those that manage the company and those that
own it or must control it for the benefit of shareholders.

o Implicit shareholder involvement in most cases since these structures are
used in countries where insider control is prevalent.

o Wider stakeholder involvement implicit through the use of worker
representation.

o Independence of thought, discussion and decision since board meetings
and operation are separate.

o Direct power over management through the right to appoint members of
the management board.
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Problems with a two-tier board

Dilution of power, confusion over authority and hence a perceived lack of
accountability. (NB Due to codetermination, there is a right for many
different stakeholders to be involved in decisions which affect them).

Isolation of supervisory board through non-participation in management
meetings.

Agency problems between the boards where one will be acting on behalf
of another e.g. the Management Board meetings excluding the
Supervisory Board resulting in confusion over authority.

Increased bureaucracy which may result in slower decisions being made.

Lack of transparency over appointment of supervisory board members
leading to inefficient monitoring and governance.

Advantages of a unitary board

Issues specific to the unitary board tend to relate to the role of NEDs.

272

NED expertise: the implied involvement of NEDs in the running of the
company rather than just supervising.

NED empowerment: they are as responsible as the executives and this is
better demonstrated by their active involvement at an early stage.

Compromise: less extreme decisions developed prior to the need for
supervisory approval.

Responsibility: a cabinet decision-making unit with wide viewpoints
suggests better decisions.

Reduction of fraud, malpractice: this is due to wider involvement in the
actual management of the company.

Improved investor confidence: through all of the above.
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ﬂ 4  Non-executive directors (NEDs)
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m The key roles of NEDs

Strategy role: this recognises that NEDs have the right and responsibility
to contribute to strategic success, challenging strategy and offering
advice on direction.

Scrutinising role: NEDs are required to hold executive colleagues to
account for decisions taken and results obtained.

Risk role: NEDs ensure the company has an adequate system of internal
controls and systems of risk management in place.

People role: NEDs oversee a range of responsibilities with regard to the
appointment and remuneration of executives and will be involved in
contractual and disciplinary issues.

m An effective NED

To be effective, a NED needs to:

o build a recognition by executives of their contribution in order to
promote openness and trust

o be well-informed about the company and the external environment
in which it operates

o have a strong command of issues relevant to the business

o insist on a comprehensive, formal and tailored induction, continually
develop and refresh their knowledge and skills to ensure that their
contribution to the board remains informed and relevant
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o ensure that information is provided sufficiently in advance of
meetings to enable thorough consideration of the issues facing the
board

o insist that information is sufficient, accurate, clear and timely
o uphold the highest ethical standards of integrity and probity

o guestion intelligently, debate constructively, challenge rigorously
and decide dispassionately

o promote the highest standards of corporate governance and seek
compliance with the provisions of the Combined Code wherever
possible.

The Code states as a principle that the board should include a balance of NEDs
and executives. This is to reduce an unfavourable balance of power towards
executives.

The board should consist of half independent NEDs excluding the chair.

One NED should be the senior independent director who is directly available to
shareholders if they have concerns which cannot or should not be dealt with
through the appropriate channels of chairman, CEO or finance director.

The primary fiduciary duty that NEDs owe is to the company’s shareholders.
They must not allow themselves to be captured or unduly influenced by the
vested interests of other members of the company such as executive directors,
trade unions or middle management.

There are also concerns over the recruitment of NED’s and the challenge that
this may bring to independence.

Recruiting those with previous industry involvement can result in a higher
technical knowledge, a network of contacts and an awareness of what the
strategic issues are within the industry. While these might be of some benefit to
a NED'’s contribution, they can make the NED less independent as prior
industry involvement might also reduce the NED’s ability to be objective and
uncontaminated by previously held views.

Accordingly, it is sometimes easier to demonstrate independence when NEDs
are appointed from outside the industry.

In practice, many companies employ a mix of NEDs, and it is often this blend of
talents and areas of expertise that makes a non-executive board effective.
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Reasons for NED independence

To provide a detached and objective view of board decisions.

To provide expertise and communicate effectively.

To provide shareholders with an independent voice on the board.

To provide confidence in corporate governance.

To reduce accusations of self-interest in the behaviour of executives.

Threats to independence

MATERIAL BUSINESS
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Cross directorship

A cross directorship is said to exist when two (or more) directors sit on
the boards of the other. In most cases, each director’s ‘second’ board
appointment is likely to be non-executive.

For example, director A is an executive director on the board of company
X and also holds a non-executive position on the board of company Z.
Director B is an executive on the board of company Z and also holds a
non-executive position in company X.

Cross directorships could undermine the NED independence in that a
director reviewing performance of a colleague who, in turn, may play a
part in reviewing his or her own performance, is a clear conflict of
interests. Neither director involved in the arrangement is impartial and so
a temptation would exist to act in a manner other than for the benefit of
the shareholders of the company on whose board they sit.

In practice, such arrangements may also involve some element of cross
shareholdings which further compromises the independence of the
directors involved.

It is for this reason the cross directorships and cross shareholding
arrangements are explicitly forbidden by many corporate governance
codes of best practice.
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NEDs on the board

Advantages

o Monitoring: they offer a clear monitoring role, particularly on remuneration
committees to dampen the excesses of executives.

o Expertise: to expand this resource available for management to use.

o Perception: institutional and watchdog perception is enhanced because of
their presence.

o Communication: the implied improvement in communication between
shareholders' interests and the company.

o Discipline: NEDs may have a positive influence on the success or
otherwise of takeovers.

Disadvantages
o Unity: lack of trust and needless input can affect board operations.
o Quality: there may be a poor gene pool of NEDs willing to serve.

o Liability: the poor remuneration with the suggested (Higgs) removal of
stock options from the package coupled with the equal liability in law for
company operations might lead some to question whether they want the
job or not.

ﬂ 5 Chairman and CEO
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Responsibilities

It is vital for good corporate governance to separate the roles of chairman and
CEO to avoid “unfettered powers”.

The division of responsibilities between the chairman and CEO should be
clearly established, set out in writing and agreed by the board.

The importance of the appointments of CEO and chairman are further
underlined by the fact that the CEO frequently has most say over the
appointment of executive directors to the board, while the chairman will
frequently have a great deal of influence over the appointment of NEDs.
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Chairman’s responsibilities

The overall responsibility of the chairman is to:

o ensure that the board sets and implements the company’s direction and
strategy effectively, and

o act as the company’s lead representative, explaining aims and policies to
the shareholders.

an

Specific responsibilities of the chairman

The specific responsibilities of the chairman, inter alia, are to:

provide leadership to the board, supplying vision and imagination,
working closely with the CEO

take a leading role in determining the composition and structure of
the board which will involve regular assessment of the:

—  size of the board

—  balance between executive directors and NEDs

— interaction, harmony and effectiveness of the directors
set the board’s agenda and plan board meetings

chair all board meetings, directing debate toward consensus

ensure the board receives appropriate, accurate, timely and clear
information

facilitate effective contribution from NEDs

hold meetings with the NEDs, without the executive directors
present

chair the AGM and other shareholders’ meetings, using these to
provide effective dialogue with shareholders

discuss governance and major strategy with the major shareholders

ensure that the views of shareholders are communicated to the
board as a whole.

ﬂ CEO's responsibilities
The overall responsibility of the CEO is to:

o take responsibility for the performance of the company, as determined by
the board’s strategy

o report to the chairman and/or board of directors.

KAPLAN PUBLISHING

277



The board of directors

278

m Specific responsibilities of the CEO

The specific responsibilities of the CEO, inter alia, are to:

o develop and implement policies to execute the strategy established
by the board

o assume full accountability to the board for all aspects of company
operations, controls and performance

o manage financial and physical resources
o build and maintain an effective management team

o put adequate operational, financial, planning, risk and internal
control systems in place

o closely monitor operations and financial results in accordance with
plans and budgets

o interface between board and employees
. assist in selection and evaluation of board members

o represent the company to major suppliers, customers, professional
associations, etc.

Splitting the role

The UK Corporate Governance Code (2010) is unequivocal with regard to the
separation of the chairman and CEO roles:

‘A clear division of responsibilities must exist at the head of the company.
No individual should have unfettered power of decision.’

Chairmen should be independent in the same way that NEDs are designated as
being independent. If not, reasons must be clearly disclosed to major
shareholders.

The code states the chairman should, on appointment, meet the independence
criteria set out in the provisions, but thereafter the test of independence is not
appropriate to the chairman.

Reasons for splitting the role

o Representation: the chairman is clearly and solely a representative of
shareholders with no conflict of interest having a role as a manager within
the firm.

o Accountability: the existence of the separate chairman role provides a
clear path of accountability for the CEO and the management team.

o Temptation: the removal of the joint role reduces the temptation to act
more in self-interest rather than purely in the interest of shareholders.
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Reasons against splitting the role

Unity: the separation of the role creates two leaders rather than the unity
provided by a single leader.

Ability: both roles require an intricate knowledge of the company. It is far
easier to have a single leader with this ability rather than search for two
such individuals.

Human nature: there will almost inevitably be conflict between two high-
powered executive offices.

Test your understanding 1

Three years ago, the outgoing CEO/chairman of BrightCo decided to
retire having served in the combined role for over ten years of a full 30
year BrightCo career. Succession was not an issue since Dan Bolowski
had been operating as second in command for a number of years and
had recently stepped firmly into “the old man’s” shoes.

What followed was a roller coaster ride for investors, where the minor
dips were more than compensated by the exhilarating rise in share price.
Bolowski trebled the size of the company through his aggressive “slash
and burn” acquisitive strategy, taking the company into uncharted
markets around the globe where he bought, stripped and resold huge
companies, reaping profits in the process.

The board of directors are rightfully pleased with their CEO's performance
and the part they played in that success, seven out of ten board members
being company executives. The remaining three were drafted in by the
ex-CEO/chairman due to their key expertise in BrightCo’s traditional
markets. None have regular contact with shareholders. The board meets
irregularly and (by their own admission) do not tend to do more than
simply review current performance. Mr Bolowski has complete freedom to
act and this is widely seen as the reason for the company’s positive
trading position.

Shareholders are also pleased with performance. However, some
institutional investors have aired their concerns as to the sustainability of
the current strategy, whether finances exist within BrightCo to support it
and whether risks associated with unknown markets make the company
overexposed and vulnerable.

At the last board meeting Mr Bolowski brushed aside any criticism stating
that he was going to take the firm to new heights, a pronouncement met

with loud applause from all those in attendance.
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Required:

(@) With reference to the scenario, discuss changes to governance
structure that you would recommend for this company.

(b) Assuming the changes recommended in part (a) are carried out,
describe the possible role of a new board of directors.

Professional skills:

the new board of directors.

Demonstrate communication skills when recommending changes to
the governance structure for BrightCo and when describing the role of

6 Directors' induction and CPD
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Induction

FORMAL CPD
PROGRAMME

o Although aimed at NEDs, the principles of an induction programme will be
the same for new executive directors coming to the company from another

organisation.

o For an internally-promoted director, it will depend on the person’s
background as to which aspects of the programme must be undertaken.

o It is important, for effective participation in board strategy development,
not only for the board to get to know the new NED, but also for the NED to
build relationships with the existing board and employees below board

level.
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The induction process

Every company should develop its own formal induction programme and
it should:

o be comprehensive
o be tailored to the needs of the company and individual directors

o contain selected written information plus presentations and activities
such as meetings and site visits

o give new appointees a balanced and real-life overview of the
company

° not overload the new director with too much information

o provide the new director with a list of all the induction information
that is being made available to them so that they may call up items if
required before these are otherwise provided.

The induction process should give the incoming director:

o an understanding of the nature of the company, its business and the
markets in which it operates

o a link with the company’s people

o an understanding of the company’s main relationships (including
meeting with the company’s auditors).

Obijectives of induction

To communicate vision and culture.
To communicate practical procedural duties.

To reduce the time taken for an individual to become productive in their
duties.

To assimilate an individual as a welcome member of the board.

To ensure retention of individuals for future periods.

Induction package

The company secretary is generally responsible for directors' induction. The
Institute of Chartered Secretaries and Administrators (ICSA) induction package
suggests the following items for immediate provision to the director.

Director's duties

Brief outline of director’s role and responsibilities under codes of best
practice.

Advice on share dealing and disclosure of price sensitive information.

Company information on matters reserved for the board, delegated
authority, policy for obtaining independent advice.

Fire drill procedures.
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Company strategies:

Current strategies, plans and budgets/forecasts.
Annual accounts, interims and KPIs.

Company structures, subsidiaries and joint ventures.
Treasury issues such as financing and dividend policy.

Company brochures, mission statements.

Board operations:

Memorandum and articles.
Minutes of 4-6 previous meetings.
Board composition/profiles of members.

Details of committees, meeting procedures and schedule for future
meetings.

A few months later:

Company’s history plus products and services brochures.

Details of advisors and contacts (lawyers, auditors, banks).

Details of major shareholders and shareholder relations policy.
Copies of AGM circulars from three previous years.

Copies of management accounts.

Details of risk management procedures and disaster recovery plans.

Policies: health and safety, whistleblower, environmental, ethics and
charitable.

Recent press releases, reports, articles, cuttings.
Details of five largest customers and suppliers.

Full details of the code of compliance and company policy in relation to it.

Continuing Professional Development (CPD)

The following offers guidance on directors' CPD requirements:

To run an effective board, companies need to provide resources for
developing and refreshing the knowledge and skills of their directors,
including the NEDs.

The chairman should address the developmental needs of the board as a
whole with a view to enhancing its effectiveness as a team.

The chairman should also lead in identifying the development needs of
individual directors, with the company secretary playing a key role in
facilitating provision.

NEDs should be prepared to devote time to keeping their skills up to date.
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Objectives of CPD

o To ensure directors have sufficient skills and ability to be effective in their
role.

o To communicate challenges and changes within the business environment
effectively to directors.

o To improve board effectiveness and, through this, corporate profitability.
o To support directors in their personal development.

o The overall purpose of these objectives is to provide benefits to the
individual and the employing organisation.

7  Legal and regulatory framework governing the board of

directors
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Legal rights and responsibilities

The legal duties of a director are a baseline for directorial action and a concern
since breach can leave a director open to criminal prosecution and
imprisonment (e.g. corporate manslaughter).

Objective

The law is there to protect the owners of the company. It exists because of the
nature of a fiduciary relationship where one person acts on behalf of another.
The law provides a framework for directors' actions in upholding the best
principles in this owner/manager relationship.

Power
Directors do not have unlimited power.

o Articles of association: the articles of association provide a framework for
how directors operate including the need to be re-elected on a 3-year
rotation.

o Shareholder resolution: this curtails director action in a legal sense.
o Provisions of law: these could be health and safety or the duty of care.

. Board decisions: it is the board that makes decisions in the interests of
shareholders, not individual directors, but rather a collective view.
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Directors do however have unlimited liability in the sense that even though they
may delegate actions to management below, in a legal sense they cannot
delegate liability for the outcome.

Fiduciary duties

Being aware of the objective and the power vested in directors leads to
consideration of the nature of the fiduciary relationship.

o The duty to act in good faith: as long as directors' motives are honest and
they genuinely believe they are acting in the best interests of the company
they are normally safe from claims that they should have acted otherwise.

o The duty of skill and care: this care is a specific fiduciary duty. The law
requires a director to use reasonable skill and care in carrying out their
tasks.

Penalties

Directors who breach duties may face civil action by the company. If the director
is in breach:

o any made by the director may be void
o they may be personally liable for damages in compensation for negligence
o they may be forced to restore company property at their own expense.

In the UK (for example purposes only) offences occur under the Companies Act
2006.

There are over 250 offences with penalties ranging from fines to imprisonment.
Most are dealt with at contract magistrates' courts and relate to:

o administrative and compliance issues such as those for filing accounts

o restrictions and disclosure requirements such as insider trading and
disclosure of share interests.

Conflict and disclosure of interests

The fiduciary duty of directors is to act in the best interests of shareholders. i.e.
the directors may not put themselves in a position where their own personal
interests conflict with the duties that they owe to the company as director.

A conflict of interest is a breach of this duty. A situation that has the potential to
undermine the impartial nature of an individual’s business dealing due to a
clash of interest between the persons self-interest and public or professional
interest.

A conflict of interest could be for directors of a company to also be involved with
suppliers, buyers or competitors where clearly their independence would be
threatened.
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DIRECTORS
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m Area of conflict of interest

o Directors contracting with their own company: in general, directors
cannot contract with their own company. However, the articles may
specifically allow the director to have an interest as long as he
discloses this interest to the board of directors.

o Substantial property transactions: the Companies Act in the UK (for
example) requires any substantial asset sale above 10% of net
worth to be approved by shareholders through ordinary resolution.
Substantial property transactions — “The asset(s) in question need
to be of “requisite value” to qualify as a substantial property
transaction. If the asset is worth less than £5,000, it is not of
requisite value and the transaction will not be a substantial property
transaction. If the asset is worth more than £100,000 then it will
always be a substantial property transaction. If the asset is worth
between £5,000 and £100,000 then it will qualify as being of
requisite value if it is worth more than 10% of the company’s net
assets (net worth) as stated in the company’s most recent statutory
accounts, or if no accounts have been prepared, 10% of the
company’s called up share capital.”

o Contracts with listed companies: the Listing Rules of the London
Stock Exchange (for example) stipulate that any substantial contract
between the company and an interested party must be agreed by
ordinary resolution before the transaction takes place.

o Loans to directors: generally, loans to directors are prohibited.
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Disclosure

The Companies Act (CA 06) s 412 and 413 states that companies are required,
in the form of notes in the annual accounts, to disclose any information
concerning transactions involving the directors. This includes any transaction or
arrangement that is a material interest.

Insider dealing/trading

Insider trading is the illegal purchase or sale of shares by someone (usually a
director) who possesses inside information about a company’s performance and
prospects which, if publicly available, might affect the share price.

286

Inside information is information which is not available to the market or
general public and is supposed to remain confidential.

These types of transactions in the company’s own shares are considered
to be fraudulent.

The ‘director insider’, simply by accepting employment, has made a
contract with the shareholders to put the shareholders’ interests before
their own, in matters related to the company.

When the insider buys or sells based upon company-owned information,
he is violating his contract with, and fiduciary duty to, the shareholders.

Test your understanding 2

Are these scenarios examples of insider trading?
Scenario 1

The chairman of Company ZZ knows (prior to any public announcement)
that Company ZZ is to be taken over, and then buys shares in Company
ZZ knowing that the share price will probably go up.

Scenario 2

While in a bar, an individual hears the CEO of Company ZZ at the next
table telling the sales director that the company is to be taken over. That

individual then buys the shares.
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Performance evaluation of the board

Some of the questions that should be considered in a performance
evaluation of the board include, inter alia:

How well has the board performed against any performance
objectives that have been set?

What has been the board’s contribution to the testing and
development of strategy?

What has been the board’s contribution to ensuring robust and
effective risk management?

Is the composition of the board and its committees appropriate, with
the right mix of knowledge and skills to maximise performance in the
light of future strategy?

Are relationships inside and outside the board working effectively?

How has the board responded to any problems or crises that have
emerged and could or should these have been foreseen?

Are the matters specifically reserved for the board the right ones?

How well does the board communicate with the management team,
company employees and others?

How effectively does it use mechanisms such as the AGM and the
annual report?

Is the board as a whole up to date with latest developments in the
regulatory environment and the market?

How effective are the board’s committees? (Specific questions on
the performance of each committee should be included such as,
e.g. their role, their composition and their interaction with the board.)

The processes that help underpin the board’s effectiveness should also
be evaluated:

Is appropriate, timely information of the right length and quality
provided to the board and is management responsive to requests
for clarification or amplification?

Does the board provide helpful feedback to management on its
requirements?

Are sufficient board and committee meetings of appropriate length
held to enable proper consideration of issues?

Is time used effectively?

Are board procedures conducive to effective performance and
flexible enough to deal with all eventualities?
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Performance evaluation: chairman and NEDs

Some specific issues relating to the chairman (which should be included
as part of an evaluation of the board’s performance) include:

Is the chairman demonstrating effective leadership of the board?

Are relationships and communications with shareholders well
managed?

Are relationships and communications within the board
constructive?

Are the processes for setting the agenda working?
Do they enable board members to raise issues and concerns?

Is the company secretary being used appropriately and to maximum
value?

The chairman and other NEDs should consider the following issues and
the individuals concerned should also be asked to assess themselves by
answering the following questions:

How well prepared and informed are they for board meetings and is
their meeting attendance satisfactory?

Do they demonstrate a willingness to devote time and effort to
understanding the company and its business and a readiness to
participate in events outside the boardroom, such as site visits?

What has been the quality and value of their contributions at board
meetings?

What has been their contribution to development of strategy and to
risk management?

How successfully have they brought their knowledge and
experience to bear in the consideration of strategy?

How effectively have they probed to test information and
assumptions?

Where necessary, how resolute are they in maintaining their own
views and resisting pressure from others?

How effectively and proactively have they followed up their areas of
concern?

How effective and successful are their relationships with fellow
board members, the company secretary and senior management?

Does their performance and behaviour engender mutual trust and
respect within the board?
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o How actively and successfully do they refresh their knowledge and
skills and are they up to date with:

—  the latest developments in areas such as corporate
governance framework and financial reporting?

—  the industry and market conditions?

o How well do they communicate with fellow board members, senior
management and others, e.g. shareholders?

o Are they able to present their views convincingly yet diplomatically
and do they listen and take on board the views of others?

8 Board committees

[BOARD OF DIRECTORS]
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Importance of committees
Board sub-committees are a generally accepted part of board operations.
Positives that come out of the creation and use of such structures are:

o Reduces board workload and enables them to improve focus on other
issues.

o Creates structures that can use inherent expertise to improve decisions in
key areas.

o Communicates to shareholders that directors take these issues seriously.
o Increase in shareholder confidence.
o Communicates to stakeholders the importance of remuneration and risk.

o Satisfy requirements of the UK Corporate Governance Code (2010) (or
other governance requirements).
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ﬂ 9 Nominations committee

The need for a nominations committee is identified in many codes of best
practice.

As an example, the UK Corporate Governance Code (2010) requires that there
should be a formal, rigorous and transparent procedure for the
appointments of new directors to the board:

. Creation of a nominations committee.

o This should have a majority of NEDs, the chairman should chair except
when considering his successor.

o Evaluation of candidate’s skills, knowledge and expertise is vital.
o Chairman’s other commitments should be noted in the annual report.

. NED terms and conditions available for inspection, other commitments
stated.

o Executives should not be members of any other FTSE 100 company
board.

o A separate section of the annual report should describe the work of the
committee.

Responsibilities of nominations committee
The main responsibilities and duties of the nominations committee are to:

o Review regularly the structure, size and composition of the board and
make recommendations to the board.

. Consider the balance between executives and NEDs on the board of
directors.

o Ensure appropriate management of diversity to board composition.

o Provide an appropriate balance of power to reduce domination in
executive selection by the CEO/chairman.

o Regularly evaluate the balance of skills, knowledge and experience of the
board.

o Give full consideration to succession planning for directors.

o Prepare a description of the role and capabilities required for any
particular board appointment including that of the chairman.

o Identify and nominate for the approval by the board candidates to fill board
vacancies as and when they arise.

o Make recommendations to the board concerning the standing for
reappointment of directors.

o Be seen to operate independently for the benefit of shareholders.
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CEO/chairman succession

The search for a potential replacement CEO begins immediately after a new
CEO is appointed:

o for the nomination committee to have access to senior managers to gauge
performance

o to have some idea of a successor in case the new CEO dies or leaves
o to monitor senior managers and cultivate possible successors over time

o for a search firm (‘head-hunters’) to be retained for this and other
directorship identification

o to think very carefully as to whether the company wants a visionary at
o the helm or someone who can execute strategy effectively

o the NED chairman should meet independence criteria at the time of
appointment.

10 Development of corporate governance regarding directors'
remuneration

The Greenbury Report (1995) contributed to the existing code with regards to
directors' remuneration.

A committee was formed to investigate shareholder concerns over director's
remuneration. The report focused on providing a means of establishing a
balance between salary and performance in order to restore shareholder
confidence.

ﬂ 11 Remuneration committee

The role of the remuneration committee

The role of the remuneration committee is to have an appropriate reward policy
that attracts, retains and motivates directors to achieve the long-term
interests of shareholders.

This definition creates a good balance between the opposing viewpoints of
stakeholders.
Objectives of the committee

o The committee is, and is seen to be, independent with access to its own
external advice or consultants.

o It has a clear policy on remuneration that is well understood and has the
support of shareholders.

o Performance packages produced are aligned with long-term shareholder
interests and have challenging targets.

o Reporting is clear, concise and gives the reader of the annual report a
bird’s-eye view of policy payments and the rationale behind them.
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The whole area of executive pay is one where trust must be created or restored
through good governance and this is exercised through the use of a
remuneration committee.

Responsibilities of the remuneration committee

The overall responsibilities of the remuneration committee are to:

o Determine and regularly review the framework, broad policy and specific
terms for the remuneration and terms and conditions of employment of the
chairman of the board and of executive directors (including design of
targets and any bonus scheme payments).

. Recommend and monitor the level and structure of the remuneration of
senior managers.

o Establish pension provision policy for all board members.

. Set detailed remuneration for all executive directors and the chairman,
including pension rights and any compensation payments.

o Ensure that the executive directors and key management are fairly
rewarded for their individual contribution to the overall performance of the
company.

. Demonstrate to shareholders that the remuneration of the executive
directors and key management is set by individuals with no personal
interest in the outcome of the decisions of the committee.

o Agree any compensation for loss of office of any executive director.

o Ensure that provisions regarding disclosure of remuneration, including
pensions, as set out in the Directors’ Remuneration Report Regulations
2002 and the Code, are fulfilled.

12 Directors' remuneration

Remuneration is defined as payment or compensation received for services or
employment and includes base salary, any bonuses and any other economic
benefits that an employee or executive receives during employment.

Behavioural impact on directors of remuneration components

Whatever remuneration package is determined, it is essential to ensure that the
directors have a stake in doing a good job for the shareholder.

o Each element of a remuneration package should be designed to ensure
that the director remains focused on the company and motivated to
improve performance.

o A balance must be struck between offering a package:

— thatis too small and hence demotivating and leading to potential
underachievement, and

that is too easily earned.
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The company, following the work of the remuneration committee, should:

Provide a package needed to attract, retain and motivate executive
directors of the quality required, but avoid paying more than is necessary.

Judge where to position the remuneration package relative to other
companies and labour market conditions.

Be aware of what comparable companies are paying and should take
account of relative performance.

Be sensitive to the wider scene, including pay and employment conditions
elsewhere in the company (especially when determining annual salary
increases).

Remuneration policy and strategy

REMUNERATION
POLICY
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Strategy

A company’s remuneration strategy may consider:
o offering more benefits in kind to compensate for lower basic salary

o non-cash motivators for all or some of the company employees, e.g.

childcare vouchers, company car scheme, additional holiday

o availability of company resources, e.g. there may be insufficient
cash available to pay an annual bonus, but share options might be
an alternative

o encouraging long-term loyalty through share purchase schemes.

The need to develop a remuneration strategy that links reward to
performance is the greatest challenge facing the remuneration
committee. There is a critical need to ensure the board is:

o motivated to strive to increase performance

o adequately rewarded when performance improvements are
achieved

o seen to be paid appropriately for their efforts and success
o not criticised for excessive pay

o retained through market-based pay levels.
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The remuneration strategy is therefore about creating a link to corporate
strategy since corporate strategy is the process through which
performance is improved.

. the extent to which the remuneration strategy achieves this link or
how close this link is, is a measure of the remuneration strategy’s
success.

Components of directors' remuneration package

DIRECTORS’
REMUNERATION
PACKAGE
N
BASIC PERFORMANCE- BENEFITS
SALARY RELATED oo IN KIND
J

ul'“

e

| SHARE
BONLS OPTIONS

Basic salary

Companies set salary levels according to:

o the job itself

o the skills of the individual doing the job

o the individual's performance in the job

. the individual’'s overall contribution to company strategy
o market rates for that type of job.

The setting of base salary in relation to peer groups may give some indication of
expectation of director performance since upper quartile salaries generally
suggest the individual is being paid a premium for a premium effort over the
future period.

Performance-related elements of remuneration

Defined as those elements of remuneration dependent on the achievement of
some form of performance-measurement criteria.

o Performance-related element should form a significant part of the total
remuneration package.

A short-term bonus may be paid to the director at the end of the accounting
year. This could be based on any number of accounting measures.
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m Bases for short-term bonus

1

Short-term bonuses may be based on any of the following:

Operating profits or pre-tax profits

- Percentage of bonus based on salary in relation to percentage
yearly profit increase.

— 2% of salary for each 1% increase in profit.

—  Fixed sum for achieving a given profit target.

Earnings per share (EPS)

—  This may exclude exceptional charges that affect earnings.
Total shareholder return

—  This includes both dividend and capital appreciation over time.
Economic value added (EVA)

—  This is the surplus calculated above a charge on all assets
used using the weighted average cost of capital (WACC) as a
threshold percentage minimum return before a bonus is
achieved.

Executive stock options are the most common form of long-term market-
orientated incentive scheme.

o Share options are contracts that allow the executive to buy shares at a
fixed price or exercise price.

o If the stock rises above this price the executive can sell the shares at a
profit.

Executives treat share options as part of their compensation and almost always
exercise the option when it becomes available.

o Share options give the executive the incentive to manage the firm in such
a way that share prices increase, therefore share options are believed to
align the managers' goals with those of the shareholders.

o This alignment should, in theory, overcome the agency problem of the
separation between ownership and control since the executive in effect
becomes the owner.

o The actual shares or share option incentives should be:
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Payouts (or grant of options) should be:

—  subject to challenging performance criteria reflecting the company’s
objectives and performance relative to a group of comparator
companies in some key variables such as total shareholder return

—  phased rather than awarded in one large block.

Share options

The company, following the work of the remuneration committee, should:

o consider whether the directors should be eligible for benefits under
long-term incentive schemes

o weigh traditional share option schemes against other kinds of long-
term incentive scheme

o ensure that executive share options are not offered at a discount

o ensure that shares granted or other forms of deferred remuneration
should not vest, and options should not be exercisable, in under
three years

o encourage directors to hold their shares for a further period after
vesting or exercise, subject to the need to finance any costs of
acquisition and associated tax liabilities.

Pension contributions

In general, only basic salary should be pensionable.

The remuneration committee should consider the pension consequences
and associated costs to the company of basic salary increases and any
other changes in pensionable remuneration, especially for directors close
to retirement.

Benefits in kind

Benefits in kind (also referred to as perks) are various non-wage
compensations provided to directors and employees in addition to their
normal wages or salaries.

The remuneration committee should provide whatever other ancillary
benefits would either be expected with the position of executive director or
would increase their loyalty and motivation (examples of these would be a
company car, health insurance, etc.).
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The following information is summarised from Tesco plc's 2017 Annual

Report.
Element Purpose Calculation £000
Basic salary | To attract and retain | Determined by 1,563
talented people responsibilities, skills | (including
and experience benefits)
Benchmarked
against other large
FTSE 100 retailers
and international
equivalents
Short-term performance related pay
Cash bonus | Motivates year-on- | Based on specific 2,300
year earnings objectives and EPS
growth and delivery | (earning per share)
of strategic targets e.g.
business priorities | development of
international and
non-food businesses
Deferred Generates focus on | Based on total 1,690
share bonus | medium-term shareholder return
targets and, by targets
incentivising share
price and dividend
growth, ensures
alignment with
shareholder interest
Long-term performance related pay
Performance | Assures a focus on | Based on a mix of 1,205
share plans | long-term business | ROCE (return on
and share success and capital employed),
options shareholder returns | EBIT (earnings

before interest and
tax) and EPS

Total £5,472,000
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Other forms of compensation

The guaranteed bonus and 'golden hellos’

o The purpose of a bonus is to adjust pay on the basis of
performance. To award a bonus regardless of any particular effort is
to make the term meaningless.

o Although not common, guaranteed bonuses are sometimes used to
retain CEOs in struggling organisations. The same is true for signing
on (turning up) bonuses (‘golden hellos'). For example, David Lewis
CEO of Tesco was paid £3.2m as a "golden hello" by way of
compensation for bonuses forfeited from his previous employer,
Unilever.

Loyalty bonuses and retention payments

o As with guaranteed bonuses mentioned above, loyalty bonuses are
also used to retain senior executives. For example, in May 2011
Citigroup awarded its chief executive, Vikram Pandit, a $16.7m
(£10.3m) retention bonus.

o However, they have come under criticism for the following reasons:

—  The current preference in Western countries is for rotation of
directors to ensure freshness and independence, rather than
an emphasis on loyalty

—  Corporate governance codes recommend linking bonuses with
performance

—  There have been many cases of directors leaving soon after
receiving their loyalty bonus (e.g. easyJet boss Andy Harrison
controversially banked a £1.2m retention bonus in 2009 and
then left in 2010).

Loans

o Since corporate governance is a global issue there are many
countries where loans to directors have not been outlawed as they
have in the US under Sarbanes-Oxley (SOX).

o There is little justification in making loans to people who can get
loans from any other commercial lending source, especially when
these loans are often non-interest bearing and possibly even non-
repayable.

Deferred payments and transaction bonuses

o In a down market no one wants to be top of the tree for bonuses.
Stock options for future periods become a welcome alternative in
these lean times, to be vested when the market recovers.

o Transaction bonuses may be given for successful conclusion to a
business deal such as a takeover.
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Retirement benefits

o All awards are ultimately given by the shareholders and should be
viewed in relation to performance achieved by the director.

o A retirement benefit such as lifetime use of the company plane or a
sizeable pension payout could be awarded.

Termination

o Awards may be made on termination of contract simply for services
rendered over a number of years.

o Building protection into a contract at the time of employment in order
to limit the likelihood of forced termination is one way of reducing
the possibility of being asked to leave.

Test your understanding 3

Mr Smith, an executive director of Company XCX, is paid a salary of
£100,000. In addition, he receives the use of a company car. He is
reimbursed all his travel expenses to and from all the places he has to
visit in the course of his work. If the company’s share price rises above
£5 he is entitled to 10,000 share options at a price of £1 each. He will
also receive a bonus of 20% of his salary if company profit before tax
rises above £2.5 million. His wife also receives a company car, paid for
by the company. He has permanent health insurance paid for by the
company and has death-in-service benefits as well.

All of this is contained within his service contract.

What elements in the above paragraph constitute the director’s
remuneration?

UK Corporate Governance Code (2010)
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There is more written in the UK Corporate Governance Code (2010)
about the issue of directors' remuneration than anything else. This is
probably due to the fact that it is an area where:

. excess needs to be reined in
o it is too easy to be excessive

o excess is viewed very dimly by everyone except those benefitting
from the excess.

In addition, Schedule A to the Code provides further guidance on
performance-related pay.

o The committee must consider eligibility and upper limits to bonuses.

o The committee must consider eligibility and nature of long term
incentive schemes such as share option schemes.

299



The board of directors

o Long-term schemes should be approved by shareholders and
should replace existing schemes where possible.

o Payouts under all schemes must relate to performance criteria.

o Payouts under share option schemes should be phased where
possible.

o In general only basic salary should be pensionable.

o The committee must carefully consider pension costs and
obligations.

Some of the issues that arise from this are:
o the importance of performance-related pay

o the conflict of interest that may arise in cross-determination of pay
between directors

o the variety of pay and the impact of share option schemes.

13 Directors’ remuneration: other issues

OTHER ISSUES
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[DIRECTORS' REMUNERATIONj

There are a number of other issues relating to directors’ remuneration which a
company should consider. These are:

300

legal: what are the legal implications of the company/director relationship
in terms of remuneration, especially when things go wrong?

ethical: what ethical considerations should a company have in setting
directors’ remuneration?

competitive: how does a company remain competitive and ensure that
they attract good quality directors?

regulatory: what are the regulatory requirements that a company should
adhere to in relation to its directors’ remuneration?
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m Other remuneration issues
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Legal
A company (with the guidance of the remuneration committee) should:

carefully consider what compensation commitments (including
pension contributions and all other elements) their directors’ terms
of appointment would entail in the event of early termination

aim to avoid rewarding poor performance.

Ethical

The traditional view that ethics and business do not mix is now
rarely accepted.

Increasingly companies are demonstrating a sensitivity to combining
ethical issues with commercial success.

The commercial environment is progressively affected by the very
ethical issues that companies are now dealing with.

The 2006 Companies Act in the UK makes it a legal requirement for
directors to act as ‘good corporate citizens’, in effect, that directors
pay attention to the ethical effects of company decisions.

Public reaction to high profile corporate failures where directors
we're receiving what was perceived as excessive remuneration in
relation to their performance.

Public perceptions of excessive pay rises in underperforming
companies and privatised utilities.

Recent changes to best practice disclosure requirements on board
structure and executive pay have put pressure on companies to
change their board policies to be seen to be in line with accepted
best practice.

The following recent developments have resulted in many leading
companies incorporating business ethics into their management
processes, directors’ employment contracts and performance-
related pay systems.

Competitive

It is vital that a company has a proficient, motivated board of directors
working in the interests of its shareholders and that it can recruit and
retain the individuals required for successful performance.

A balance must be struck with regards to the overall remuneration
package.
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If it is too small:

o unattractive for potential new appointees, hence a failure to recruit
required calibre of individual

o demotivating for existing directors, hence potential
underachievement.

If it is too big:

o too easily earned, hence shareholders not getting 'value for money’
in terms of performance.

Regulatory

The UK Directors’ Remuneration Report Regulations 2002 require that:

o directors submit a remuneration report to members at the annual
general meeting (AGM) each year

. the report must provide full details of directors’ remuneration
o the report is clear, transparent and understandable to shareholders

o where a company releases an executive director to serve as a NED
elsewhere, the remuneration report should include a statement as to
whether or not the director will retain such earnings and, if so, what
the remuneration is.

There is an increasingly regulatory environment for companies to operate
in and this in turn is placing greater demand on directors.

o Remuneration packages in general have risen in the wake of recent
high profile corporate scandals and the passage of the Sarbanes-
Oxley Act 2002 (SOX).

. This reflects:
- the additional demands on directors
—  the additional responsibilities of directors

—  the potential liability of those individuals who agree to serve on
boards of directors

—  heightened external scrutiny.
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14 Non-executive directors' remuneration

To avoid the situation where the remuneration committee (consisting of NEDS)
is solely responsible for determining the remuneration of the NEDs, the UK
Corporate Governance Code (2016) states that the board and shareholders
should determine the NED’s remuneration within the limits set out in the
company’s constitution.

NED remuneration consists of a basic salary and non-executive directors may
receive share awards.

Equity-based remuneration to non-executive directors should be fully vested on
the grant date, but still subject to applicable holding periods.

Performance measures remuneration whilst advocated in executive
remuneration packages is not generally supported for non-executive
remuneration. Organisations such as the ICGN advocate that performance-
based remuneration for non-executive directors has significant potential to
conflict with their primary role as an independent representative of
shareowners.
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15 Chapter summary

( 3
UNITARY STRUCTURE

- a unity board structure is
simply one board of
directors accountable
directly to the shareholders

- companies in countries like
the US and the UK have

Lun!tan;r boards. 4]

P

TWO-TIER STRUCTURE

- consists of a supervisory
board and a management
board.

=companies in France,
Germany, Finland and the
Netherlands are among
those with two-tier board

L structures.

| BOARD OF DIRECTORS

MEETINGS

- agenda balances long-and
short-term issues

- supportive information

- regular and attendance
expected

- chairman directs proceedings.

[ ROLES AND RESPONSIBILITIES

- act in good faith in the
interests of the company as
a whole

- display a certain amount of
skill and exercise reasonable
care,

- ensure company maintains
full and accurate accounting
records.

- produce, present and file
proper annual accounts and
directors’ report.

Ve obey other laws.

LEGAL AND REGULATORY
FRAMWORK
- appol t and reti
= service contracts

- removal

- disqualification

- conflicts of interest

|- insider dealing.

[ CHARACTERISTICS AND
COMPOSITION
- balance of executive directors
and NEDs
- not be dominated by a single
powerful individual
- role of chair and the chief
executive should be different
3 people.

-~
INDUCTION PROGRAMME

gives incoming director:

- an understanding of the
nature of the company, its
business and the markets in
which it operates

- a link with the company's
people

- an understanding of the

company’s main relationships

CPD

Companies need to provide
resources for developing and
refreshing the knowledge and
skills of their directors,
including the NEDs.

\ 7

[ cHaIRMAN

= runs the board

- ensures that the board sets
and implements the
company’s direction and
strategy effectively

- acts as the company's lead
representative.

(" EXECUTIVE DIRECTORS

- members of a board of
directors who are also
senior managers of the
company

- usually paid or remunerated
as full time employees for
their work.

[ NEDS

- members of the board
of directors of a company
who do not form part of the
executive management team

= not full-time employees of
the company or affiliated to
itin any other way.

CHIEF EXECUTIVE

~ takes responsibility for the
perormance of the company,
as determined by the board's
strategy.

- reports to the chairman

L and/or board of directors.

INDEPENDENCE

- requires a certain detachment
from the company.

- should be independent in
judgement and have an

enquiring mind.

PERFORMANCE EVALUATION

At least once a year, the
performance of the board as

a whole, its commitees and its
members should be evaluated.
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Test your understanding answers

Test your understanding 1
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(@)

Governance structure

Changes to governance structure will emerge from failures manifest
in current operations. Whilst BrightCo is an extremely successful
company there is no assurance that this will continue. The concerns
of institutional investors (assuming they are a substantial element
within the overall shareholding of the firm) must be addressed since
the company is their company and what they want is what the
financial vehicle (company) must deliver.

Taking the governance issues as they are presented in the
scenario, the first concerns the lack of separation between CEO and
chairman. This is a contentious issue although the UK Corporate
Governance Code (2010) is unequivocal in its recommendation that
both functions should be performed by separate individuals. It is the
role of the chairman to represent shareholders and the role of the
CEO to run the company. It would appear that, at present, the
CEO/chairman is more interested in the latter and ignoring
shareholders wishes/needs/concerns.

The Code also recommends that the chairman role be independent
in the sense that the individual chosen has no prior role within the
company. This should lead to a greater likelihood of independence
of thought and action outside of executive management influence.
The succession of an “insider” into the role can potentially create a
conflict in the actions of a joint role holder. This seems evident in the
incumbents’ pursuit of a strategy that may increase shareholders
risk exposure beyond a level that is acceptable to them.

Perhaps the most important issue to address is the lack of adequate
non-executive director membership on the board. Such individuals
bring with them great expertise as well as operating in a monitoring
capacity for shareholders. The UK Corporate Governance Code
(2010) states that for UK companies the balance of non-executives
to executives should be at least 50/50 with the chairman operating
as a casting vote in favour of shareholder opinion should conflict
arise. The current number of NEDs is inadequate to achieve this
purpose.

In addition, current non-executives do not have regular contact with
shareholders. The UK Corporate Governance Code (2010) calls for
the creation of a senior independent role which provides a
communication channel for shareholder contact should this be
necessary. Recognition of this role could be part of the governance
restructuring although the inclusion of more non executives is a
necessary first step.
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(b)

More subtle points mentioned in the scenario include the lack of
appropriate skills on the board and, in particular, in relation to the
non-executives. Recently, the nature of the company has changed
dramatically and there is clearly a need for expertise in relation to its
new business ventures in order to reduce the inherent risk and
advise management accordingly. Induction and training were
recommended in the Higgs report for NEDs and this should become
part of governance operations at BrightCo.

Finally, the lack of regular board meetings is of some concern.
Regular meetings of the board is the first provision of the UK
Corporate Governance Code (2010), to ensure they are continually
involved in strategic decision making and are well informed of the
company’s position. The scope and structure of such meetings will
depend on the changing role of the board as discussed below.

Board Role

There is no single or simple definition as to the nature of the role of
the board of directors. The scenario does however give some
indication of likely areas of concern in the monitoring function
associated with board operation.

Fundamentally, the role of the board is to represent shareholder
interests, offering a duty of care and loyalty to the owners of the
organisation. This duty does not seem to fully exist at present, with
allegiance seemingly towards the CEO/chairman rather than those
outside of strategic management. The board must be clear as to its
position in this critical area since it impacts on every aspect of their
decision making detailed below.

The most obvious role of a board is to monitor performance,
particularly financial performance, of the entity and to offer
appropriate advice to executive management in order to improve in
this area if possible. Current success may have dampened interest
in the counselling element associated with this function as directors
simply operate as bystanders applauding the CEO in his efforts. A
more enquiring and critical stance should be adopted.

Advice regarding strategic direction is another key aspect,
especially when the strategic direction of the firm is changing
rapidly. This general function could embrace a variety of more
detailed considerations such as the need to assess risks and the
availability of finance to support future operations. These are
specifically mentioned and are good examples of key strategic
management concerns that the board should be involved in.

Since the company’s strategy revolves around new markets and
purchasing corporations the advice offered by the board in this area
could be invaluable, especially with new, expert non-executive
directors.
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A key role of the board is to ensure the continued operation of the
organisation. This will include the need to consider succession just
as the succession issue arose three years ago in this scenario. If the
new CEO was to become ill this would leave the company with a
major void in strategic leadership that is bound to affect share price.
Succession must be planned for in order to ensure contingency
exists and to plan for long term future retirements etc. The board is
in a unigue position to consider this issue since it is above all
executive operations and vested interest.

Finally, the degree to which the board is merely a watchdog or an
active participant in decision making must be considered as should
the scope and formality of their operation (possible creation of
committees). This is true of all boards and especially in this scenario
since, at present, there is no useful purpose being served by this
board of directors.

Professional skills:

Communication requires the student to demonstrate that they can
inform the recipient of the facts objectively, unambiguously and in a
clear and concise manner. Regurgitation of the information in the
scenario is not enough. A good answer will require the student to
interpret the facts, clarify them and present them in a persuasive
manner.

Test your understanding 2

Scenario 1: Yes
Scenario 2: No

The individual that buys the shares is not guilty of insider trading unless
there was some closer connection between him/her, Company ZZ or
Company ZZ’s directors.

Test your understanding 3

All of it apart from the expenses reimbursement.
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Upon completion of this chapter you will be able to:

. discuss the factors that determine organisational policies on
reporting to stakeholders, including stakeholder power and
interests.

. assess the role and value of integrated reporting and evaluate
the issues concerning accounting for sustainability.

. advise on the guiding principles, the typical content elements
and the six capitals of an integrated report, and discuss the
usefulness of this information to stakeholders.

. describe and assess the social and environmental impacts that
economic activity can have (in terms of social and environmental
‘footprints’ and environmental reporting).

. describe the main features of internal management systems
for underpinning environmental and sustainability accounting
including EMAS and 1SO 14000.

. examine how the audit of integrated reports can provide
adequate assurance of the relevance and reliability of
organisation reports to stakeholders.
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One of the PER performance objectives (PO2) is
that you manage stakeholder expectations and
needs, developing and maintaining productive
business relationships. You listen to and engage
stakeholders effectively and communicate the
right information to them when they need it.
Working though this chapter should help you
understand how to demonstrate that objective.
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( SHAREHOLDERS )

#essssnsnsnssnnnsnsvssnsssssssloccsnsnssssnennnnnnnns sanee
.

( DISCLOSURE }( BESTPRACTICE)
e 'GNSTITUTIONAL iNVESTORS)

':-"-(SHAREHOLDER‘ ACTIVISM) ((voLUNTARY ) ( MANDATORY )

( GENERAL MEETINGS )

( PROXY VOTING )

1 Development of corporate governance regarding shareholders
and disclosure

The Cadbury Report (1992) first recognised the importance and role of the
institutional shareholders. It was noted that there is a need for greater director
dialogue and engagement with this group. From this dialogue would emerge a
greater understanding of the need to appreciate and respond to the needs of
other stakeholders.

Also in the 2010 review of the UK Corporate Governance Code the Financial
Reporting Council concluded that the impact of shareholders in monitoring the code
could and should be enhanced by better interaction between the boards of listed
companies and their shareholders.

The UK Corporate Governance Code (2016) recommends that there should
be a dialogue with shareholders based on the mutual understanding of
objectives.

The board as a whole has responsibility for ensuring that a satisfactory dialogue
with shareholders takes place. The board should use general meetings to
communicate with investors and to encourage their participation.

@ 2 Institutional Investors

Institutional investors manage funds invested by individuals.
In the UK there are four types of institutional investor:

o pension funds

o life assurance companies

o unit trust

. investment trusts.
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Importance of institutional investors

The key issue is the increasing dominance of this investor class and its
potentially positive contribution to governance by concentrating power in a few
hands.

Fund managers and other professionals working for the institutions have the
skills and expertise to contribute towards the direction and management of a
company.

Potential problems

In the separation between ownership and control there are a number of
intermediaries, creating a complex web of agency relationships:

o investor

o pension fund trustee

o pension fund manager
. company.

PROBLEMS ARISING
FROM INSTITUTIONAL

SHAREHOLDER
DOMINANCE
SHORT-TERMISM OF LACK OF SKILLS OF
LACK OF INFLUENCE OF
[FUND MANAGERS ] (TRUSTEES ] INDIVIDUAL
SHAREHOLDERS

m Institutional shareholder dominance

Problems that have arisen from institutional shareholder dominance
involve:

o Fund managers: the short-termism of fund managers who,
according to Keynes, are concerned 'not with what an investment is
really worth to a man that buys it for keeps but with what the market
will value it at under the influence of mass psychology three months
or a year hence. Thus the professional concerns himself with
beating the gun or anticipating impending change in the news or
atmosphere'.

o Pension fund trustees: the trustee is often a lawyer or company
secretary. 70% have no qualification in finance or investment and
over 50% spend less than a day a year considering the issue. This
woeful lack of interest and ambition does not suggest any interest in
company operations beyond immediate short term returns.
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In this model the distance between shareholder and company creates a
governance vacuum;

Individual shareholders have no voice in how their investee
companies operate since they do not directly own shares. Hence
they do not have the right to attend the AGM and speak.

Pension funds need to examine their own governance structures as
to how they invest and operate since they do have a voice and own
shares in these companies.

Shareholder activism

The advent of the Cadbury report and the Code (UK example only) has seen a
marked change in institutional investor relationships with organisations. This is
from simply being a trader to one of responsible ownership, from a passive role
to one of shareholder activism.

This activism can be in the form of:

making positive use of voting rights

engagement and dialogue with the directors of investee companies

paying attention to board composition/governance of investee companies
(evaluation of governance disclosure)

presenting resolutions for voting on at the AGM (rarely used in UK)

requesting an EGM and presenting resolutions.

Institutional shareholder intervention

Intervention by an institutional investor in a company whose stock it holds
is considered to be a radical step. There are a number of conditions under
which it would be appropriate for institutional investors to intervene:

KAPLAN PUBLISHING

Strategy: this might be in terms of products sold, markets serviced,
expansion pursued or any other aspect of strategic positioning.

Operational performance: this might be in terms of divisions within
the corporate structure that have persistently under-performed.

Acquisitions and disposals: this might be in terms of executive
decisions that have been inadequately challenged by NEDs.

Remuneration policy: this might relate to a failure of the remuneration
committee to curtail extreme or self-serving executive rewards.

Internal controls: might relate to failure in health and safety, quality
control, budgetary control or IT projects.
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o Succession planning: this might relate to a failure to adequately

balance board composition or recommendation of replacement
executives without adequate consideration of the quality of the
candidate.

o Social responsibility: this might relate to a failure to adequately

protect or respond to instances of environmental contamination or
other areas of public concern.

o Failure to comply with relevant codes: consistent and unexplained

noncompliance in a principles-based country will be penalised by the
market. In a rules-based country it would have been penalised as a
matter of law.

According to the Organisation for Economic Cooperation and
Development (OECD), the 2008 crash wiped a total of $5 trillion off the
value of private pension funds in rich countries over the course of a single
year.

Almost half of the total loss has been sustained by US investors although
seismic shockwaves have affected all those whose wealth is intrinsically
tied with the movements of the market.

The OECD calculates that UK pension funds declined by more than 15%
($300 billion) during 2008 and warns of far worse if the cost of falling
property values were factored in. Among 28 countries covered in the
study, Ireland’s workers have been worse hit with their retirement fund
falling by more than 30%.

In the light of these findings the OECD has called for a strengthening of
governance regulation through bodies such as the Financial Services
Authority, now Financial Conduct Authority, in order to ensure that
institutional shareholders such as the large pension funds carry out
adequate risk management of all portfolio organisations and do not
simply rely on index tracking as a basis for investment decisions.
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3  General meetings

A general meeting of an organisation is one which all shareholders or members
are entitled to attend.

GENERAL
MEETINGS

P i g
Annual General Meeting Extraordinary
General Meeting

® Must be held once
every calendar year.

e |egally required.

® Separate resolutions
for each issue.

® Not less than 21 days’
notice required.

e First must be held no
more than 18 months
after date of
incorporation, and
thereafter no more

than 15 months * Agenda dictated

between meetings. by need for meeting
e All shareholders must " "

be notified and
entitled to attend.

® Annual accounts and
appointment of
auditors (if appropriate)
approved at this meeting.

¢ No set timetable —
held on an
‘as required' basis.

* No legal obligation
to have any.

e Separate resolutions
for each issue.

* Not less than 14
days’ notice required.

e All shareholders
must be notified
and entitled to attend.
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m Annual and extraordinary general meetings

AGM

o Held once a year by management to present the company to its
shareholders.

o Various corporate actions may be presented and voted upon by
shareholders or their proxies. These might include:

— accepting the directors’ report and statement of accounts for
the year

—  reappointment of directors and auditors
— approval of directors’ and auditors’ remuneration
—  approval of final dividends.

. The board should use the AGM to communicate with investors and
to encourage their participation.

o Separate resolutions should be proposed on each substantially
separate issue.

The UK Corporate Governance Code (2016) states that for listed
companies:

o The chairman should arrange for the chairmen of the audit,
remuneration and nomination committees to be available to answer
guestions at the AGM and for all directors to attend.

o The company should arrange for the notice of the AGM and related
papers to be sent to shareholders at least 20 working days before
the meeting.

o There must be a 'question and answer' session within the AGM to
allow shareholders to respond to the presentation.

EGM

o These are irregularly held meetings arranged to approve special
events such as acquisitions, takeovers, rights issues, etc.

o Separate resolutions should be proposed on each substantially
separate issue.

o EGMs are usually called where an issue arises which requires the
input of the entire membership and is too serious or urgent to wait
until the next AGM.

o All general meetings, other than the AGM, are called EGMs. Notice
for these meetings should be at least 14 days in advance.
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4  Disclosure — general principles

Shareholders are the legal owners of a company and therefore entitled to
sufficient information to enable them to make investment decisions.

o The AGM is seen as the most important, and perhaps only, opportunity for
the directors to communicate with the shareholders of the company.

o As the only legally-required disclosure to shareholders, the annual report
and accounts are often the only information shareholders receive from the
company.

General principles of disclosure relate to the need to create and maintain
communication channels with shareholders and other stakeholders. This
disclosure becomes the mechanism through which governance is given
transparency.

Principles of mandatory disclosure discuss the target for disclosure (particularly
shareholders) and the mechanism for disclosure (annual report or meetings).

DIRECTORS UNDERSTANDING INTERESTS
AND CONCERNS OF SHAREHOLDERS.

THE COMPANY IS TRYING TO ACHIEVE.

SHAREHOLDERS UNDERSTANDING WHAT]

MORE REGULAR AND
CONSTRUCTIVE DIALOGUE —

BETWEEN COMPANY AND — {

SRR, ENCOURAGING CHECKS ON MANAGERS

OF COMPANY.

INCREASED SHAREHOLDER INTEREST ]

INTEREST BY MAJOR SHAREHOLDERS IN

POTENTIAL BENEFITS FROM CLOSER
COMPANY AFFAIRS.

5 Disclosure: best practice corporate governance requirements

The issue of governance and disclosure are closely intertwined. Disclosure is
the means by which governance is communicated and possibly assured since it
leads to stakeholder scrutiny and shareholder activism.

Codes such as the UK Corporate Governance Code (2016) provide best
practice governance. Adherence can only be communicated through
transparency of Code implementation, and in its detailed inclusion in the annual
report.
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NOMINATION
COMMITTEES

REMUNERATION
~| COMMITTEE

UK CODE -
MAIN POINTS
OF DISCLOSURE
COVERED '.

ANNUAL
GENERAL
MEETINGS

AUDIT

COMMITTEE

6 Mandatory versus voluntary disclosure

Organisations disclose a wide range of information, both mandatory and

voluntary.
[ DISCLOSURE ]

S PO
MANDATORY VOLUNTARY
INFORMATION WHICH INFORMATION WHICH A
MUST BE PUBLICLY COMPANY MAY
DISCLOSED TO COMPLY DISCLOSE SHOULD IT
WITH A SET OF LAWS OR CHOOSETO
4 RULES. E il DO SO. )

m Test your understanding 1

Suggest examples of the following types of disclosure:
(&) Mandatory disclosure
(b) Voluntary disclosure
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Annual report

The annual report becomes the tool for 'voluntary disclosure'. The report
includes:

1

Chairman and CEO statements regarding company position — This is
voluntary in the sense that it is a requirement of the Code but obviously to
not include this would be unimaginable.

Business review (formerly OFR) — This detailed report is written in non-
financial language in order to ensure information is accessible by a broad
range of users, not just sophisticated analysts and accountants.

The accounts — Including statement of comprehensive income, statement
of financial position and cash flow statements plus notes and compliance
statements.

Governance — A section devoted to compliance with the Code including
all provisions shown above.

AOB (any other business) — Shareholder information including
notification of AGM, dividend history and shareholder taxation position.

Stock exchange listing rules are also a source of regulation over
disclosure.

Operating and financial review — now Business Review

The OFR narrative was intended to be forward-looking rather than
historical.

There were high hopes for the OFR when it became mandatory, but then
it was almost immediately revoked as a mandatory requirement by
government in the UK, and was replaced with the softer Business
Review.

Stakeholders such as institutional investors and environmental lobbyists
hoped the OFR would be a vehicle for:

. risk disclosure

o social and environmental reporting.

Expansion of disclosure beyond the annual report

Since disclosure refers to the whole array of different forms of information
produced by the company it also includes:

press releases
management forecasts
analysts' presentations
the AGM

information on the corporate web site such as stand-alone social and
environmental reporting.

KAPLAN PUBLISHING
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Improvements in disclosure result in better transparency, which is the most
important aim of governance reform worldwide.

‘The lifeblood of the markets is information and any barriers to the flow
represents imperfection. The more transparent the activities of the company,
the more accurately securities will be valued.' (Cadbury Report)

Strong disclosure regime May be made to promote
can help to attract capital the company in a positive
and maintain light, and act as a
confidence in company. marketing tool.
Weak disclosure and non- Helps improve public

VOLUNTARY DISCLOSURES

G : made by the company when
contribute to unethical y o m_t structure, activities,
no legal obligation to do so

behaviour and loss of ailsts corporate policies and
market integrity. : performance.

transparent practices can understanding of the

Shareholders and potential
: investors require access to
Sersresrsasssrssienenes regular, reliable, comparable
information for decision making.

m Motivations behind voluntary disclosure

Overall, in a principle-based reporting environment, the disclosure of
voluntary information can enhance companies’ accountability to
investors, because voluntary disclosures are an effective way of
redressing the information asymmetry that exists between management
and investors.

In adding to mandatory content, voluntary disclosures give the following
benefits:

o Gives a fuller picture of the state of the company.

o More information helps investors decide whether the company
matches investors' risk, strategic and ethical criteria, and
expectations.

o Makes the annual report more forward looking (predictive) whereas
the majority of the numerical content is backward facing on what
has been.

o Helps transparency in communicating more fully thereby better
meeting the agency accountability to investors, particularly
shareholders. There is a considerable amount of qualitative
information that cannot be conveyed using statutory numbers (such
as strategy, ethical content, social reporting, etc.)
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Voluntary disclosure gives a more rounded and more complete view
of the company, its activities, strategies, purposes and values.

Voluntary disclosure enables the company to address specific
shareholder concerns as they arise (such as responding to negative
publicity).

In the USA the reporting regime under SOX offers little room for voluntary
disclosures. The act itself contains various specific requirements, such as
section 404:

‘The commission shall prescribe rules requiring each annual
report....to contain an internal control report which shall.........
going on to detail very precisely all necessary disclosure.

The motivations for voluntary disclosure are thus as follows:

Accountability: disclosure is the dominant philosophy of the
modern system and the essential aspect of corporate accountability.

Information asymmetry: attempts to deal with information
asymmetry between managers and owners in terms of agency
theory. The more this is reduced the less chance there is of moral
hazard and adverse share selection problems.

Attracts investment: institutional investors are attracted by
increased disclosure and transparency. Greater disclosure reduces
risk and with it the cost of capital to the company.

Compliance: non-compliance threatens listing and fines through
civil action in the courts. In the US non-compliance makes directors
personally liable for criminal prosecution under SOX.

Alignment of objectives: possibly 50% of directors' remuneration
is in relation to published financial indicators.

Assurance: the mass of disclosure gives the user assurance that
the management are active and competent in terms of managing
the operations of the organisation.

Stakeholders: greater voluntary disclosure assists in discharging
the multiple accountabilities of various stakeholder groups.
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Meets needs of the present

without compromising the
needs of future generations-

Sustainability

l SUSTAINABILITY \

Long-term maintenance of

systems according to
environmental, economic

O
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and social considerations.

Sustainable development is development that meets the needs of the
present without compromising the ability of future generations to meet
their own needs (World Commission on Environment and Development
(WCED) 1987).

Sustainability can be thought of as an attempt to provide the best
outcomes for the human and natural environments both now and into the
indefinite future.

o It relates to the continuity of economic, social, institutional and
environmental aspects of human society, as well as the non-human
environment.

Definitions of sustainability

The concept of sustainability has become important with growing
awareness of the impact of organisations on the environment. It is linked
to the concept of globalisation and large companies seeking to show that
they wish to limit environmental damage. The production of corporate and
social responsibility (CSR) reports by approximately 50% of global
companies identifies commitment to this belief.

First definition

The first definition above focuses on sustainable development, which is
the main focus of CSR reports. In other words, business activities should
be sustainable. Companies including BP, Nokia, Shell and Volvo refer to
this concept in their reports. Development is sustainable as long as future
generations can also meet their requirements.

Sustainable development therefore refers to the concept of
intergenerational equity, i.e. equality between one generation and
another in terms of needs being satisfied. However, this definition is
limited to environmental concerns. Recent thinking has also linked

sustainability to economic and social concerns.
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Second definition

This definition also incorporates economic and social concerns. To be
precise, the definition includes the concept of the Triple Bottom Line
(TBL) of John Elkington. TBL attempts to show the full cost of
development and that businesses should have a triple goal set
incorporating not only economic, but also social and environmental
objectives.

Economic perspective

This perspective recognises that there are limits to economic growth (as
outlined by Meadows in 1974 in the Report to the club of Rome — The
limits to growth). Meadows recognised that the earth is a finite system
and therefore economic development, based on this finite system, must
also be limited.

Sustainability relates to the organisation in terms of planning for long-
term growth, ensuring that the organisation will continue to be in
existence for the foreseeable future.

Examples of unsustainable activities include:
o strategies for short-term gain (e.g. increase in share price)

o paying bribes or forming cartels (which are potentially unethical as
well as unsustainable in terms of activities that can be continued
indefinitely without adversely affecting markets)

o suspect accounting treatments and underpayment of taxes — being
unsustainable in terms of the organisation not contributing to
maintaining the countries’ infrastructure (schools, roads, etc.).

Social perspective

This perspective recognises that organisations have an impact on
communities and may in fact change their social make-up. The
perspective is relatively new (1990s onwards) and results from
recognition of the impact of businesses, with particular reference to the
less-developed regions of the world.

Sustainability in this context relates to the concept of social justice. A UN
report in 2001 (Report on the world social situation) noted large and
increasing differences between income and wealth with reference to
richer and poorer nations.

o Examples of situations where social justice appears to be required
include:

—  rich consuming countries and poorer manufacturing countries,
and

— urban ‘rich’ and rural ‘poor’
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Environmental perspective

This perspective recognises that organisations have an impact on the
environment and that lack of concern means deterioration and eventual
loss of some resources. The perspective was the first to be recognised,
being linked initially to forestry management.

Sustainability in this context relates to the effective management of
environmental resources so that they continue to be available for future
generations. Human activities use environmental resources, so
sustainability implies limiting use or replacing those resources in the
medium- to long-term.

Examples of situations where the environmental perspective is seen
as critical include:

o the use of non-renewable resources including oil, gas and coal

o long-term damage to the environment from carbon dioxide and
chlorofluorocarbons (CFCs)

o whether future generations can actually enjoy the same standard of

living, given the finite nature of many resources.

Significance of sustainability

Sustainability affects every level of organisation, from the local
neighbourhood to the entire planet.

It is the long-term maintenance of systems according to environmental,
economic and social considerations.

Sustainability can be measured empirically (using quotients) or
subjectively.

Rio Tinto is one of the world’s largest mining corporations with operations
spanning the globe. Its products include aluminium, copper and iron ore.
One example of the size of their operations relates to iron ore extraction
in Guinea which is forecast to exceed 600 million tonnes of iron ore per
year in the near future.

To combat criticism relating to the depletion of non-renewable resources
and the inevitable environmental and social impact its operations incur,
the company has fought hard to improve its position regarding
sustainable development.

In 2007 Rio Tinto was listed on the FTSE4Good and Dow Jones
Sustainability index, achieving platinum rating on the Business in the
Community’s Corporate Responsibility, Environment and Community
indexes.

Its environmental goals include a 10% reduction in freshwater usage and
a 4% reduction in greenhouse gas emissions within a five year period
and the need to ensure all sites achieve ISO14001 certification within 2

years of acquisition or commissioning.

KAPLAN PUBLISHING



Chapter 12

m Brundtland Commission

Another view on sustainability was provided by the 1983 World
Commission on Environmental and Development (WCED) also known as
the Brundtland Commission after its chairman Harlem Brundtland. The
Brundtland Commission report 'Our Common Future' was published in
1987. The main emphasis of the report was the phrase:

'Sustainable development is development that meets the needs of the
present without compromising the ability of future generations to meet
their needs.’

The report provides detailed guidelines on four areas.

1 Provide environmental strategies for achieving sustainable
development to the year 2000 and beyond.

2 Recommend ways in which concern for the environment can be
translated into co-operation on environmental issues.

3 Consider ways in which the environmental community can deal
more effectively with environmental concerns.

4 Provide methods of protecting and enhancing the environment in
the long-term.

The full report is available on the Internet although this summary is
sufficient for examination purposes.

8 Effects of economic activity

SOCIAL FOOTPRINT ENVIRONMENTAL
FOOTPRINT

There are a number of different environmental and social effects which should
be considered when examining economic activity.

sesmssnsRNE S

o Economic activity is only sustainable where its impact on society and the
environment is also sustainable.
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Environmental footprint

In the same way that humans and animals leave physical footprints that
show where they have been, so organisations leave evidence of their
operations in the environment. They operate at a net cost to the
environment.

o The environmental footprint is an attempt to evaluate the size of a
company’s impact on the environment in three respects:

—  The company’s resource consumption.

— Any harm to the environment brought about by pollution
emissions.

o A measurement of the resource consumption and pollution emissions
in terms of harm to the environment in either qualitative, quantitative
or replacement terms.

o Where resource use exceeds provision, then the activity can be
termed unsustainable.

Measuring impact of economic activity

Economic activity has social and environmental effects. In general terms,
that activity is only sustainable where the long-term impact on the
environment and effect on society is sustainable. If the impacts are not
sustainable, then the economic activity itself is unsustainable.

In terms of organisations, the effect of their social and environmental
activities, i.e. their social and environmental footprints, must be
sustainable. Lack of sustainability implies that the organisation is also not
sustainable.

There are two methods of measuring sustainability; the quotients
approach and the subjective approach.

Quotients approach Subjective approach
Measures sustainability in terms Measures intentions of

of the amount of a resource organisations to achieve certain
available compared with the goals or objectives.

actual use of that resource.

Similar in concept to the triple However, lack of quantification
bottom line (TBL) method of means that ‘progress’ can be
accounting (see later in this made towards the intention,
chapter) as it provides a although it will be difficult to
guantifiable method of checking determine how much progress
social and environmental has been made or whether that
footprints. progress is sustainable.
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For example, water usage can be | For example, the Millennium
compared with the amount of Development Goals of the United
fresh water being generated. If Nations have statements such as
usage > generation then the ‘ensure environmental stability’.
activity is not sustainable.
Progress towards sustainability ‘Progress’ can be made towards

can be measured by comparing this in terms of reducing carbon
water usage over a period of time | emissions. However, the exact

— the activity becoming reduction will be unclear while
sustainable where usage is less reduction may have other
than production. negative impacts (e.g. increase

resource use in other areas).

The environmental footprint

An economic activity may require 15 million gallons of water. If the
organisation’s share of available fresh water is less than this, then the
activity can be termed unsustainable. Using the quotients approach, this
can be shown as follows:

[LISE OF ENVIRONMENTAL RESOURCEJ

N
......... @ [ RESULTS > 1 UNSUSTAINABLE
A

[PRODUCTION OF ENVIRONMENTAL RESOURCE}

[WATER USE = 15 MILLION GALLONS J

N
[ 1.5, e.g. UNSUSTAINABLE
A

[WATER PRODUCTION = 10 MILLION GALLONS]
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However, the environmental footprint extends to more than just water
use, e.g. the production of laundry detergent has various environmental
impacts:

Activity Environmental footprint — and how to
decrease it

Production of detergent. | Use of chemicals within the product:

o improving the chemical formula to
decrease the amount of chemicals
used

o manufacturing the product in fewer
locations to obtain manufacturing
economies and reduce emissions.

Transportation from Energy consumed moving the product:
manufacturing plant to o manufacturing the product in fewer
consumer. : . e
locations but using better logistical
networks to distribute the product.
Packaging for the Type and amount of material used in
product. packaging:

o using cardboard rather than plastic
focuses packaging on renewable
resources

o decreasing the weight of packaging
lessens resource use and

transportation costs.

Test your understanding 2

Suggest ways in which an airline could seek to limit its
environmental footprint.
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ﬂ Social footprint

The social footprint evaluates sustainability in three areas of capital:

o Human Capital, consisting of personal health, knowledge, skills,
experience, and other resources (including human rights and ethical
entitlements) that individuals have and use to take effective action.

o Social Capital, consisting of networks of people and the mutually-
held knowledge and skills they have and use in order to take
effective action.

o Constructed Capital, consisting of material things, such as tools,
technologies, roads, utilities, infrastructures, etc., that people
produce and use in order to take effective action.

Organisations need to ensure that their economic activities are sustainable
in each of these three areas.

Social footprint

The social footprint evaluates sustainability in three areas termed ‘Anthro
capital’.

Anthro capital
Social Human Constructed

Social networks and | Personal health, Physical
mutually-held knowledge, skills, infrastructures in
knowledge for experience and other society such as
collectives to take resources (including roads, utilities, etc.
effective action. human rights and ethical | that people build.

entitlements) required for

individuals to take

Organisations need to ensure that their economic activities are
sustainable in each of these three areas. The effect of the social footprint
can be positive or negative. For example, regarding social capital, the
government will set taxation rates, with those taxes being used to provide
various services. Where the amount raised is less than the amount
required for the provision of social capital, then the activities of society as
a whole are unsustainable. The government will need to raise taxes
meaning that companies will pay more tax.

Sustainability is achieved where the social capital needs of society are
being met. It can be argued that economic activity itself is unsustainable if
education is insufficient to meet the needs of society.
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Sustainability can be shown using the quotients approach as follows:

~
B [ RESULTS < 1 UNSUSTAINABLE
S

[ SUPPLY OF SOCIAL CAPITAL ]

[ NEED FOR SOCIAL CAPITAL ]

[ 516 MILLION RAISED IN TAXES ]

~
@ [ 0.8, e.g. UNSUSTAINABLE
]

The importance of the social footprint is that more capital can be
generated if required. E.g. people can decide to improve their knowledge.
The aim of economic activity may therefore be to generate sufficient
social capital, or have a large enough social footprint, to ensure
sustainability.

[ $20 MILLION NEEDED FOR SCHOOL J

Note: This is a relatively new area of research so watch out for relevant
articles in the press, etc. as part of your studies.

Accounting for sustainability

‘FULL COST’
ACCOUNTING

TRIPLE BOTTOM LINE
(TBL)

[ ECONOMIC OBJECTIVES ] [ ENVIRONMENTAL OBIECTIVESJ [ SOCIAL OBJECTIVES ]

Two methods which attempt to account for sustainability are ‘full cost’ and
'triple bottom line' accounting.

Full cost accounting

o Full cost accounting means calculating the total cost of company
activities, including environmental, economic and social costs.

o It attempts to include all the costs of an action, decision or
manufacture of a product into a costing system, and as such will
include many non-financial costs of certain actions.

o Full Cost Accounting (FCA) is about internalising all environmental
costs onto the P&L, i.e. making externality costs visible and
chargeable as an expense.
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m Full Cost Accounting (FCA)

Full Cost Accounting (FCA) attempts to include all the costs of an action,
decision or manufacture of a product into a costing system. Most budgets
and financial accounts are based on actual costs incurred. FCA includes
the additional (and in many situations non-financial costs) of those
actions. The aim is to internalise all costs, including those which are
incurred outside of the company.

Taking car manufacture as an example:

o An initial outlay on a factory will be included within one year’s
budget. However, that factory will incur costs in every year it is used
and therefore those costs must be shown as being incurred over the
life of the factory.

o The location of the factory may incur costs even though no cash
outlay is involved. For example, the time lost from traffic queues as
workers attempt to reach the factory, or the additional cost of
pollution from cars in those queues are costs, even though the
company has no financial outlay for them.

o The cars being manufactured will have a finite life, however the
company has no obligation to dispose of the used product at the
end of that life. FCA would include the disposal cost and associated
environmental damage. Some car manufacturers have recognised
this cost and now advertise their cars as being recyclable, even if
the company does not actually carry out that recycling (yet).

FCA is therefore the normal 'costs' in terms of running a company
with the additional costs to recognise the additional external costs.

Triple Bottom Line (TBL) accounting

o TBL accounting means expanding the traditional company reporting
framework to take into account environmental and social performance in
addition to financial (economic) performance.

o The concept is also explained using the triple 'P' headings of '‘People,
Planet and Profit'.
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an

TBL

TBL attempts to show the full cost of development, and that businesses
should have a triple goal set incorporating not only economic, but also
social and environmental objectives. This is commonly shortened to the
triple 'P' headings.

People

People expands the concept of stakeholder interests from simply
shareholders (as in financial reporting) to other groups including
employees and the community where the company carries out its
business. Actions of the company are therefore considered in light of the
different groups, not simply from the point of view of shareholders.

For example, a TBL business would attempt to pay its workers fair
wages, maintain a safe working environment and not use child labour,
although these practices will decrease the amount of profit available for
shareholders.

Similarly, the company would promote its surrounding community, e.g. by
providing educational opportunities or a safe community to live in (as in
the Bourneville estate established by Cadbury the chocolate maker in
England).

Planet

Planet refers to the environmental practices of the company to determine
whether they are sustainable or not. The TBL company attempts to
reduce the 'ecological footprint' by managing resource consumption and
energy usage. The company therefore attempts to limit environmental
damage. For example, production processes will be efficient in terms of
resource use and environmentally damaging outputs such as toxic waste
eliminated. The company believes it is inappropriate to produce toxic
waste as the environmental cost of disposal is normally borne by the
government and society as a whole.

The drive for environmental stability also means that TBL companies will
not be involved in resource depletion. For example, fish stocks are
maintained at sustainable levels and timber use is balanced by replanting
to retain the resource into the future.

Profit

Is the 'normal’ bottom line measured in most businesses. As noted
above, a non-TBL company will seek to maximise this measure to

improve shareholder return. A TBL company on the other hand will
balance the profit objective with the other two elements of the TBL.
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TBL and business ethics

TBL implies that businesses must consider the full cost of their impact on
the environment. However, that cost may also be seen in terms of the
potential to contribute to sustainability.

Ethical practice may therefore simply relate to businesses limiting
environmental, economic and social damage according to their
actual ability in those areas. Accounting techniques are important
for measuring success, but sustainability also implies desire for
action which provides the ethical approach to the issues.

9 Management systems

INTERNAL MANAGEMENT

I1SO 14000

Focus on disclosure of Focus on compliance with
environmental systems. internal environmental
systems.

Environmental accounting relates to the need to establish and maintain systems
for assessing the organisation’s impact on the environment.

EMAS and ISO 14000 are both systems that support the establishment and

maintenance of environmental accounting systems.

Many companies refer to the standards in their CSR reports.

Eco-Management and Audit Scheme (EMAS)

o EMAS is the Eco-Management and Audit Scheme. It is a voluntary
initiative designed to improve companies’ environmental performance.

o EMAS requires participating organisations to regularly produce a public
environmental statement that reports on their environmental performance.

o Accuracy and reliability is independently checked by an environmental
verifier to give credibility and recognition to that information.

o EMAS requires participating organisations to implement an environmental
management system (EMS).

o There are four key elements of the scheme:
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Legal requirement

Dialogue/reporting

Improved environmental performance
Employee involvement.

333



Reporting to stakeholders

1ISO14000

ISO14000 is a series of standards dealing with environmental
management and a supporting audit programme.

The 1SO formulates the specifications for an EMS.

EMAS compliance is based on ISO 14000 recognition — although many
organisations comply with both standards.

ISO 14000 focuses on internal systems although it also provides
assurance to stakeholders of good environmental management.

To gain accreditation an organisation must meet a number of
requirements regarding its environmental management.

EMAS and ISO 14000

EMAS

ISO 14000

What is it?

EMAS is the Eco-Management
and Audit Scheme. Itis a
voluntary initiative designed to
improve companies’
environmental performance. It was
established by the EU in 1993.

ISO 14000 is a ‘series’ of
standards dealing with
environmental management and a
supporting audit programme. It
was developed to support the UN
initiative on ‘sustainable
development’ in the 1992
Conference on Environment and
Development.

What does it do (in overview)

Its aim is to recognise and reward
those organisations that go
beyond minimum legal compliance
and continuously improve their
environmental performance.

EMAS requires participating
organisations to regularly produce
a public environmental statement
that reports on their environmental
performance. Publication of
environmental information is
voluntary, although the accuracy
and reliability is independently
checked by an environmental
verifier to give credibility and
recognition to that information.

The 1SO formulates the
specifications for an
Environmental Management
System (EMS), guidance for its
use and the standard against
which it can be audited and
certified.

In this context, environmental
management relates to what the
organisation does to:

o minimise harmful effects on
the environment caused by
its activities, and to

o achieve continual
improvement of its
environmental performance.
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What must the organisation do to comply?

EMAS requires participating
organisations to implement an
EMS.

The EMS must meet the
requirements of the International
Standard BS EN ISO 14001.
Many organisations progress from
ISO 14001 to EMAS and maintain
certification/registration to both.

In other words ISO 14000 is a
prerequisite to applying EMAS.

To gain accreditation, an
organisation must:

o implement, maintain and
improve an EMS

o assure itself of its
conformance with its own
stated environmental policy
(those policy commitments of
course must be made)

. demonstrate conformance

o ensure compliance with
environmental laws and
regulations

o seek certification of its EMS
by an external third party
organisation

. make a self-determination of
conformance.

Key elements of the standard

Legal requirement — organisations
must show that they understand
and can implement all relevant
environmental legislation.

Dialogue/reporting — information
needs of stakeholders must be
recognised and the company must
provide environmental information
to meet those needs.

Improved environmental
performance — companies are
required to improve their
environmental performance over
time, e.g. using fewer raw
materials, consuming less energy
and producing less waste.

Employee involvement —
employees are involved from all
levels of the organisation — this
assists in team building as well as
helping to ensure success of
environmental initiatives.

Identify elements of the business
that impact on the environment.

Produce objectives for
improvement and a management
system to achieve them, with
regular reviews for continued
improvement.

Applicable to any type of business
— the standard is generic because
the requirements for an effective
EMS are the same for any
business.
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Benefits of compliance with either standard

10

Reduced cost of waste management.

Savings in consumption of energy and materials.

Lower distribution costs.

Improved corporate image among regulators, customers and the public.

Framework for continuous improvement of the companies’ environmental
performance.

Social and environmental audit

SOCIAL AUDITING j***********§ ENVIRONMENTAL AUDITING]

.
bt .
.
- .
B

ENVIRONMENTAL ACCOUNTING

Social auditing

A process that enables an organisation to assess and demonstrate its
social, economic, and environmental benefits and limitations.

Also measures the extent to which an organisation achieves the shared
values and objectives set out in its mission statement.

Provides the process for environmental auditing.

Elements of a social audit

336

STATEMENT OF
PURPOSE

.
. .

.
L] .
. -

REVIEW AND

EXTERNAL VIEW

PLANNING

( INTERNAL wr_w]"'
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Social audit

The social audit — overview
J Statement of purpose.
o Review results of last year’'s purpose and plans.

o Establish this year’s purpose and plans.

External view

Obtain the view of external stakeholders to form a view of the
organisation’s position within the wider context.

Internal view

Obtain views of the board of directors, staff and volunteers to assess
satisfactory ways of working and reward. This helps to ensure that
organisational management and systems can achieve the stated purpose
and plans.

Review and planning

The social audit team manages the social audit and measures
performance ready for input into next year’s social audit.

Detail on social audit

The concept of social audit is to provide additional information on a
company’s activities over and above the financial accounts. In this sense
it has links with TBL and FCA. The main difference in a social audit is the
active involvement of external stakeholders, and in many situations the
publication of a social audit by those external stakeholders. For example,
one company, Social Audit Ltd, provides social audits on companies,
sometimes without the active participation of the companies.

Typical sections of a social audit report include:

o an overview of the company including salient features of the
financial accounts

o the company'’s stance regarding employees such as how pay and
benefits are negotiated, provision of job security and policies on
discrimination in the areas of sex, race and disabilities

o overview of products with negative environmental impacts

o the environmental impact of the company itself in terms of pollution,
emissions, recycling, etc. and health and safety policies

o the social impact of the company in terms of community support
o response, if any, from the company.

In effect, the social audit is evaluating the organisation’s footprint (social,
environmental, etc.) within a given accounting period from the external
perspective.
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Environmental auditing

o Aims to assess the impact of the organisation on the environment.

o Normally involves the implementation of appropriate environmental

standards such as ISO 14001 and EMAS.

o Provides the raw data for environmental accounting.

o An environmental audit typically contains three elements:

agreed metrics (what should be measured and how)
performance measured against those metrics
reporting on the levels of compliance or variance.

Refer to the article SBL in ACCA study support resources “Risk and
Environmental Auditing”

m Environmental audit

The environmental audit — overview
An environmental audit leads into an environmental action plan.

The audit is based on the implementation of the appropriate
environmental standards, e.g. ISO 14001 or EMAS, which were
explained in the previous section.

The main areas to cover within the environment audit normally include:

waste management and waste minimisation
emissions to air

ground and groundwater protection

surface water management

energy and utility consumption
environmental emergencies

protection of environmentally sensitive areas
product/service stewardship

management of contractors control of visitors

local issues.
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Environmental accounting

This is the development of an environmental accounting system to support
the integration of environmental performance measures.

It builds on social and environmental auditing by providing empirical
evidence of the achievement of social and environmental objectives.

Without social and environmental auditing, environmental accounting
would not be possible.

The aims of environmental accounting are:

an

to use the metrics produced from an environmental audit and incorporate
these into an environmental report, and

to integrate environmental performance measures into core financial
processes to generate cost savings and reduce environmental impact
through improved management of resources.

Environmental accounting

Environmental accounting — overview

Definition: ‘to develop an environmental accounting system to support the
integration of environmental performance measures into our core
financial processes, and to track internal environmentally significant
expenditure’ (Environmental Policy Statement 12 July 2000) issued by
the UK Environment Agency.

Benefits of environmental accounting

Cost savings

To utilise resources efficiently and effectively, and in doing so generate
cost savings.

Environmental improvements

To support the delivery of the environmental audit which will benefit the
company and the environment — see above for a list of those areas
involved with environmental audit.

Corporate governance

To assist in the management of environmental risks and operational
costs including the publication of environmental accounting disclosures in
corporate documents such as the annual and CSR reports.
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m Examples of measuring impact on environment

Examples of the areas discussed above include:

Environmental Social footprints Environmental
accounting footprints
o Monitoring water | e Obtaining o Reduction in
usage. supplies from waste, e.g. CO;,
o sustainable emissions.
. Monitoring
sources and .
energy usage companies o Promotion of
(including use of f0||O\FI)ViI‘l sustainable
renewable and 9 activities, e.g.
appropriate .
non-renewable : metrics to
social and .
energy). ) ensure that dairy
environmental o
. ) farming is
. Ensuring practices. .
. . sustainable.
inventory is . .
. o Enhancing social
derived from :
capital e.g.
renewable )
business/commu
resources where . lationshi
ossible nity relationships
P ' to provide on-
o Measuring waste the-job training
emissions and to assist some
the company’s social groups
carbon footprint 'return to work'’
(amount of CO, (e.g. Jamie
generated). Oliver

restaurants and
Ben and Jerry's
'PartnerShops'.

o Allowing
employees paid
time off to
provide
community
services.

Mass balance

Environmental accounting can also be explained in terms of the 'mass
balance'. This system shows what inputs (that is materials) have been
converted into finished goods as well as emissions and recyclable waste
products. In effect, the mass balance shows the inputs to a production
process in weight terms compared to the outputs produced. The aim is to
minimise inputs and non-recyclable outputs.
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11 Social and Environmental Reporting

Except in some highly regulated situations (such as water), the production of a
social and environmental report is voluntary. The problem, and the subject of
most debate is what should be the typical contents of such a report and how do
we measure it.

Frameworks do exist, such as the data-gathering tools for the Global Reporting
Initiative (GRI), AccountAbility (AA1000) and the 1SO14000 collection of
standards, but essentially there is no underpinning compulsion to any of it.

Looking at the two elements separately

Environmental reporting

Godfrey, Hodgson and Holmes (2003) have defined environmental reporting as
the 'disclosure of information on environment related issues and performance
by an entity'.

It typically contains details of environmental performance in areas such as:
o measures of emissions (e.g. pollution, waste and greenhouse gases)
o consumption (e.g. of energy, water and non-renewable mineral deposits).

The information is published in either the annual report and/or as a self-standing
report.

Social reporting

Owen and Scherer (1993) explain that there is a significant concept underlying
corporate social responsibility; this is that corporations should be concerned
about society at large.

Social reporting is generally context specific, and typical contents will vary with
industry, however the following issues should be included in a company's
considerations:

o human rights issues

o work place, occupational health and safety
o training and employee issues

o fair pay for employees and suppliers

o fair business practices

) minority and equity issues

o marketplace and consumer issues

o community involvement

o indigenous peoples

o social development

o charitable, political donations and sports sponsorship.
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Usefulness of this information to stakeholders

Social and environmental reporting is becoming increasingly important, as many
investors and other stakeholders want to know about the organisation's social
and environmental footprint in addition to its economic performance.

Reasons why the additional information is useful

o by reporting on social and environmental issues companies will become
more aware of the potential risk, and less likely to suffer unforeseen
liabilities due to reputational damage

o the ethical performance of a business is a factor in some investor's
decision to invest.

o employees may use ethical performance as a criterion in their choice of
potential employer

o some consumers will not buy goods or services from unethical companies

o voluntary disclosure of social and environmental issues may pre-empt
potential regulatory intervention

o more social and environmental reporting will provide an impetus for
internal development and a higher level of Corporate Governance

o the benefits of brand strengthening, will have a positive impact on share
price

o finally, shareholders as owners of the company simply have a right to as
much information as possible.

However the additional cost of such reporting, and the ambiguous nature of the
measures must also be considered.

Refer to the article SBL in ACCA study support resources on “Environmental
Accounting and Reporting”.

12 Integrated Reporting

What is Integrated Reporting?

Integrated Reporting demonstrates the linkages between an organisation’s
strategy, governance and financial performance and the social, environmental
and economic context within which it operates.

By reinforcing these connections, Integrated Reporting can help business to
take more sustainable decisions and enable investors and other stakeholders to
understand how an organisation is really performing. An Integrated Report
should be a single report which is the organisation’s primary report — in most
jurisdictions the Annual Report or equivalent.

Central to Integrated Reporting is the challenge facing organisations to create
and sustain value in the short, medium and longer term. Each element of an
Integrated Report should provide insights into an organisation’s current and
future performance.
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By addressing the material issues for an organisation, an Integrated Report
should demonstrate in a clear and concise manner an organisation’s ability to
create and sustain value in the short, medium and longer term.

Integrated reporting is a process founded on integrated thinking that results in a
periodic integrated report by an organisation about value creation over time and
related communications regarding aspects of value creation.

An integrated report is a concise communication about how an

organisation’s strategy, governance, performance and prospects, in the context
of its external environment, lead to the creation of value in the short, medium
and long term.

Integrated reporting is needed by business and investors. Businesses need a
reporting environment that is conducive to understanding and articulating their
strategy, which helps to drive performance internally and attract financial capital
for investment. Investors need to understand how the strategy being pursued
creates value over time.

Traditional definition of capital
1 Financial assets or the financial value of assets, such as cash.

2 The factories, machinery and equipment owned by a business and used in
production.

“Capital” however can have several different meanings. Its specific definition
depends on the context in which it is used. In general, it refers to financial
resources available for use, therefore companies and societies with more
capital are better off than those with less capital.

Financial Capital

Financial capital plays an important role in our economy, enabling the other
types of capital to be owned and traded. However, unlike the other types, it has
no real value itself but is representative of natural, human, social or
manufactured capital; e.g. shares, bonds or banknotes.

Alternative definitions of capital

It is now recognised that there are five other types of sustainable capital from
where we derive the goods and services we need to improve the quality of our
lives. These are:

Manufactured Capital

This form of capital can be described as comprising of material goods, or fixed
assets which contribute to the production process rather than being the output
itself — e.g. tools, machines and buildings.
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Intellectual capital

This form of capital can be described as the value of a company or
organisation's employee knowledge, business training and any proprietary
information that may provide the company with a competitive advantage.
Intellectual capital is considered an asset, and can broadly be defined as the
collection of all informational resources a company has at its disposal that can
be used to drive profits, gain new customers, create new products, or otherwise
improve the business.

(NB: Some of the subsets of intellectual capital include human capital,
information capital, brand awareness and instructional capital.)

Human capital

This can be described as consisting of people's health, knowledge, skills and
motivation. All these things are needed for productive work. Enhancing human
capital through education and training is central to a flourishing economy.

Social capital

This can be described as being concerned with the institutions that help us
maintain and develop human capital in partnership with others; e.g. families,
communities, businesses, trade unions, schools, and voluntary organisations.

Natural capital

This can be described as any stock or flow of energy and material within the
environment that produces goods and services. Natural capital is the value that
nature provides for us, the natural assets that society has and is therefore not
only the basis of production but of life itself. It includes resources of renewable
and non-renewable materials e.g. land, water, energy and those factors that
absorb, neutralise or recycle wastes and processes — e.g. climate regulation,
climate change, CO, emissions.

The concept of integrated reporting (<IR>)

Integrated Reporting (<IR>) is seen by the International Integrated Reporting
Council (IIRC) as the basis for a fundamental change in the way in which
entities are managed and report to stakeholders.

A stated aim of <IR> is to support integrated thinking and decision making.
Integrated thinking is described in the <IR> Framework as "the active
consideration by an organisation of the relationships between its various
operating and functional units and the capitals that the organisation uses or
affects".
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Purpose and objectives of integrated reporting
The <IR> Framework sets out the purpose of an integrated report as follows:

"The primary purpose of an integrated report is to explain to providers of
financial capital how an entity creates value over time. An integrated report
benefits all stakeholders interested in an entity’s ability to create value over
time, including employees, customers, suppliers, business partners, local
communities, legislators, regulators, and policymakers."

The objectives for integrated reporting include:

o To improve the quality of information available to providers of financial
capital to enable a more efficient and productive allocation of capital.

o To provide a more cohesive and efficient approach to corporate reporting
that draws on different reporting strands and communicates the full range
of factors that materially affect the ability of an organisation to create value
over time.

o To enhance accountability and stewardship for the broad base of capitals
(financial, manufactured, intellectual, human, social and relationship, and
natural) and promote understanding of their interdependencies.

o To support integrated thinking, decision making and actions that focus on
the creation of value over the short, medium and long term.

Value creation for the organisation and for others

An organisation’s activities, its interactions and relationships, its outputs and the
outcomes for the various capitals it uses and affects influence its ability to
continue to draw on these capitals in a continuous cycle.

The capitals

The capitals are the resources and the relationships used and affected by the
organisation, which are identified in the <IR> Framework as financial,
manufactured, intellectual, human, social and relationship, and natural capital.
However, these categories of capital are not required to be adopted in preparing
an entity’s integrated report, and an integrated report may not cover all capitals
— the focus is on capitals that are relevant to the entity

The value creation process

At the core of the value creation process is an entity’s business model, which
draws on various capitals and inputs, and by using the entity’s business
activities, creates outputs (products, services, byproducts, waste) and outcomes
(internal and external consequences for the capitals).
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The value creation process is depicted below, and is explained briefly in the

following paragraphs:

Mission and vision

Governance

Financial

Manufactured

Risks and

opportunities

Business model

Strategy and
resource allocation

Intellectual }
Human g

Social and
relationship

Business B
activities utputs

Natural .
External environment

Value creation (preservation, diminution) over time

Outcomes

|

Financial

I

Manufactured

I

Intellectual

M\\»

i

Human

|

Social and
relationship

I

Natural

|

The external environment, including economic conditions, technological
change, societal issues and environmental challenges, sets the context within

which the organisation operates.

The mission and vision encompass the whole organisation, identifying its

purpose and intention in clear, concise terms.

Those charged with governance are responsible for creating an appropriate
oversight structure to support the ability of the organisation to create value.

At the core of the organisation is its business model, which draws on various
capitals as inputs and, through its business activities, converts them to outputs

(products, services, byproducts and waste).

The organisation’s activities and its outputs lead to outcomes in terms of
effects on the capitals. The capacity of the business model to adapt to changes
(e.g., in the availability, quality and affordability of inputs) can affect the

organisation’s longer term viability.

Business activities include the planning, design and manufacture of products or
the deployment of specialised skills and knowledge in the provision of services.
Encouraging a culture of innovation is often a key business activity in terms of
generating new products and services that anticipate customer demand,
introducing efficiencies and better use of technology, substituting inputs to
minimise adverse social or environmental effects, and finding alternative uses

for outputs.

Outcomes are the internal and external consequences (positive and negative)
for the capitals as a result of an organisation’s business activities and outputs.

346
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Continuous monitoring and analysis of the external environment in the context
of the organisation’s mission and vision identifies risks and opportunities
relevant to the organisation, its strategy and its business model.

The organisation’s strategy identifies how it intends to mitigate or manage risks
and maximise opportunities. It sets out strategic objectives and strategies to
achieve them, which are implemented through resource allocation plans.

The organisation needs information about its performance, which involves
setting up measurement and monitoring systems to provide information for
decision making.

The value creation process is not static; regular review of each component and
its interactions with other components, and a focus on the organisation’s
outlook, lead to revision and refinement to improve all the components.

How to prepare an integrated report

Introduction
An integrated report should be a designated, identifiable communication.

A communication claiming to be an integrated report and referencing the <IR>
Framework should apply all the key requirements (identified using bold type
below), unless the unavailability of reliable data, specific legal prohibitions or
competitive harm results in an inability to disclose information that is material (in
the case of unavailability of reliable data or specific legal prohibitions, other
information is provided).

The integrated report should include a statement from those charged with
governance that it meets particular requirements (e.g. acknowledgement of
responsibility, opinion on whether the integrated report is presented in
accordance with the <IR> Framework) — and if one is not included, disclosures
about their role and steps taken to include a statement in future reports (a
statement should be included no later than an entity’s third integrated report
referencing the <IR> Framework).

The <IR> Framework sets out several guiding principles and content elements
that have to be considered when preparing an integrated report.

Guiding principles — these underpin the preparation of an integrated report,
informing the content of the report and how information is presented.

Content elements — the key categories of information required to be included in
an integrated report under the Framework, presented as a series of questions
rather than a prescriptive list of disclosures.
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Guiding principles

The following seven guiding principles should underpin the preparation and
presentation of an integrated report:

Strategic focus and future orientation

An integrated report should provide insight into the organisation’s strategy, and
how it relates to the organisation’s ability to create value in the short, medium
and long term and to its use of and effects on the capitals. For example,
highlighting significant risks, opportunities and dependencies flowing from the
organisation’s market position and business model, and giving the
management's view of how the organisation balances short, medium and long
term interests.

Connectivity of information

An integrated report should show a holistic picture of the combination, inter-
relatedness and dependencies between the factors that affect the organisation's
ability to create value over time.

The more that integrated thinking is embedded into an organisation’s activities,
the more naturally will the connectivity of information flow into management
reporting, analysis and decision making, and subsequently into the integrated
report.

Stakeholder relationships

An integrated report should provide insight into the nature and quality of the
organisation's relationships with its key stakeholders. This reflects the
importance of relationships with key stakeholders because value is not created
by or within an organisation alone, but is created through relationships with
others. However, it does not mean that an integrated report should attempt to
satisfy the information needs of all stakeholders. An integrated report enhances
transparency and accountability, which are essential in building trust and
resilience, by disclosing how key stakeholders’ legitimate needs and interests
are understood, taken into account and responded to.

Materiality

An integrated report should disclose information about matters that
substantively affect the organisation’s ability to create value over the short,
medium and long term. The materiality determination process for the purpose of
preparing and presenting an integrated report involves:

o Identifying relevant matters based on their ability to affect value creation.

o Evaluating the importance of relevant matters in terms of their known or
potential effect on value creation.

o Prioritising the matters based on their relative importance.

o Determining the information to disclose about material matters.
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This process applies to both positive and negative matters, including risks and
opportunities and favourable and unfavourable performance or prospects. It
also applies to both financial and other information. Such matters may have
direct implications for the organisation itself or may affect the capitals owned by
or available to others.

Conciseness

An integrated report should be concise. It should give sufficient context to
understand the organisation's strategy, governance and prospects without
being burdened by less relevant information

Reliability and completeness

An integrated report should include all material matters, both positive and
negative, in a balanced way and without material error.

Consistency and comparability
The information in an integrated report should be presented:

. On a basis that is consistent over time.

o In a way that enables comparison with other organisations to the extent it
is material to the organisation’s own ability to create value over time.

Audit of integrated reports (IR)

Independent assurance of non-financial reports has always proved to be
challenging. Unlike financial reports, sustainability reports, for example, are
rarely (if ever) mandated by listing authorities and the raw materials that
underpin the reports are often less quantifiable and more qualitative in nature.
Even those organisations that do issue sustainability reports do not always (or
have not always been able to) commission independent assurance services that
engender the same level of credibility and trust as do auditors’ reports on the
financial statements.

The same has held true for the new generation of Integrated Reports, which are
nowadays increasingly common — especially in the listed company sector — and
in some areas are a listing requirement on an ‘if not, why not’ basis, for instance
in South Africa. The increased attention to, and the potential wider adoption of,
<IR> makes it important that a generally acceptable form of independent
assurance is developed.

Key issues in this context are:

o organisations use a range of mechanisms to enhance credibility and trust,
of which assurance is only one

o the internal systems needed for are far less mature than systems for
‘financial’ information

o the concept of integrated reporting is relatively new and is still evolving;
likewise the assurance of an integrated report is evolving
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o innovation and experimentation are necessary, although existing
assurance principles and methodologies should not be prematurely
rejected

. the total costs and benefits of assurance are difficult to assess, but it is
likely that assurance will become more cost effective as time goes by

o assurance practitioners will need to develop a comprehensive
understanding of how value is created (for the organisation and for others)
across the full range of the resources employed by the entity and its
relations with its stakeholders.

A recent survey carried in South Africa (where <IR> was made compulsory in
2010) by the ACCA has indicated the following concerns of ten practitioners
interviewed:

o The range of skills of a traditional audit team was raised by several
auditors as a limitation which would frustrate efforts to assure an entire
integrated report

o Fear of potential issues relating to auditors’ liability was also given as a
reason why auditors might be unable, or unwilling, to provide assurance
on the whole integrated report

o Cost was also seen as a major impediment to making the entire
integrated report the subject of an assurance engagement

o Suitable criteria for expressing an opinion on the integrated report have
not been developed

o Another reason given by a Big Four associate director for not providing
assurance across the whole report was that some of the clients’ record
keeping was inadequate. Linked to this weakness, the quality of the
clients’ controls and the control environment were raised as a further
impediment to assuring each part of the integrated report.

Interconnected with this were the capacity and skills of a client’s staff and
the availability of resources to ensure that the controls covered all the
relevant operations and the process necessary to provide audit evidence
in support of the disclosures made in the integrated reports

Although the situation is still clearly evolving, current recommendations are:

o In the short-term, a solution is to develop a set of guidelines which
recommend those parts of the integrated report that should be the subject
of an assurance engagement and offer a basis for describing how
assurance is provided over the material components of the integrated
report. This may be done by the auditor and/or those charged with
governance.

o In the longer term, it may be possible to define an alternative assurance
model which does not express an opinion on the extent to which the
integrated report complies with the IIRC framework but instead provides
something similar to a panel review by suitably qualified experts.
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o However, a risk exists that this new form of assurance will fail to command
the same respect as the audit of financial statements and will simply
expand or perpetuate the audit expectation gap. Equally relevant is the
possibility that this new type of assurance report will be substituted for
stakeholder engagement and activism.

o As a result, before proceeding with radical changes to existing assurance
models, companies should be given the time to refine their integrated
reports and engage with stakeholders to determine the extent to which
external assurance is actually required.

a Test your understanding 3

TRE plc is a listed high street retailer that sells a range of goods such as
food, drink, clothing, electrical goods, CDs, DVDs and garden equipment.

At a recent board meeting the topic of Integrated Reporting or <IR> was
raised with very mixed views in the discussion.

o The Marketing Director argued that <IR> was simply a mixture of
the sustainability report and the financial report into a single
communication intended mainly for investors. As such it had very
little new to offer and was just another compliance requirement.

. The Finance Director replied that, in his view, <IR> would give a
greater emphasis on the different types of ‘capital’ within the firm
and would enable a more effective assessment of organisational
performance.

Required:

Explain FOUR objectives of integrated reporting and how the use of
integrated reporting could enable a more effective assessment of
organisational performance.
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Test your understanding answers

Test your understanding 1

(@) Mandatory disclosure examples:

statement of comprehensive income (income or profit and loss
statement)

statement of financial position (balance sheet) — statement of
cash flow

statement of changes in equity
operating segmental information
auditors’ report

corporate governance disclosure such as remuneration report
and some items in the directors’ report (e.g. summary of
operating position)

in the UK, the business review is compulsory
Risk information on capital cover — Basel 11.

NB — The IIRC's stated objective was to develop an internationally
accepted integrated reporting framework to enable organisations to
provide concise communications of how they create value over time.

(b) Voluntary disclosure examples:

risk information

operating review

social and environmental information
chief executive’s review.

Test your understanding 2

o Discuss more efficient engine design with manufacturers.

o Provide information to customers on the environmental impact of air
travel.

o Limit the amount of baggage customers are allowed to carry — and
impose surcharges for amounts over this limit.
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Test your understanding 3

In its simplest form, integrated reporting can be understood as the
merging of the sustainability report and the financial report into a single
‘narrative’, as described by the Marketing Director.

However, the International Integrated Reporting Council (IIRC) does not
use the word 'sustainability’ in its definition of the concept.

According to the | IRC’s 'International <IR> Framework," an integrated
report is 'a concise communication about how an organization’s strategy,
governance, performance and prospects, in the context of its external
environment, lead to the creation of value over the short, medium and
long term.’

The key emphasis of this definition is the idea of sustainable value
creation, which makes the report and the processes underpinning it far
more valuable than simply a compliance or reporting exercise.

Furthermore, this framework is intended as guidance for all businesses
producing integrated reports, rather than compliance with a set of rules.

The objectives for integrated reporting include:

o To improve the quality of information available to providers of
financial capital to enable a more efficient and productive allocation
of capital

o To provide a more cohesive and efficient approach to corporate
reporting that draws on different reporting strands and
communicates the full range of factors that materially affect the
ability of an organisation to create value over time

o To enhance accountability and stewardship for the broad base of
capitals (financial, manufactured, intellectual, human, social and
relationship, and natural) and promote understanding of their
interdependencies

o To support integrated thinking, decision making and actions that
focus on the creation of value over the short, medium and long term.

The use of <IR> can enable a more effective assessment of
organisational performance as follows:

o Traditionally, organisational performance has been assessed by
calculating financial ratios based on the information in the financial
statements, and by monitoring trends over time.

o However, integrated reporting requires the organisation to prepare a
broader range of information than in the traditional financial
statements.

o This information will cover financial aspects of the organisation’s
performance, but also non-financial aspects.
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. Hence the assessment of organisational performance based on
information contained in the integrated report will be much broader
in scope that a traditional assessment of organisational
performance, so should help stakeholders to better understand all
aspects of the organisation’s performance.

. Also, because of the integrated report’s focus on value creation,
stakeholders should be able to better assess whether the
organisation is achieving its primary objective of maximising
shareholder wealth.
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Upon completion of this chapter you will be able to:

o evaluate the key components or features of effective internal
control systems.

. assess the need for adequate information flows to
management for the purposes of the management of internal
control and risk.

o evaluate the effectiveness and potential weaknesses of
internal control systems.

. discuss and advise on the importance of sound internal
control and compliance with legal and regulatory
requirements and the consequences to an organisation of
poor control and noncompliance.

. recommend new internal control systems or changes to the
components of existing systems to help prevent fraud, error
or waste.

. justify the need for reports on internal controls to
shareholders.

. discuss the typical contents of a report on internal control
and audit.

. assess how internal controls underpin and provide
information for reliable financial reporting.
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PER

One of the PER performance objectives (PO12)
is that you apply different management
accounting techniques in different business
contexts to effectively manage and use
resources. Working though this chapter should
help you understand how to demonstrate that
objective.

KAPLAN PUBLISHING



Chapter 13

( ) RESPONSIBILITIES
DEFINITIONS INTERNAL CONTROL SYSTEMS RE. INTERNAL CONTROL
AND RISK MANAGEMENT

---------------------------------------------------------------------------

1

H =

SOUND REVIEW MANAGEMENT
OBJECTIVES CONTROL ROLES EFFECTIVENESS INFORMATION
L J\_ SYSTEMS ' FLOWS
ﬁ ,

CHARACTERISTICS

LIMITATIONS L CO0SsO ][OHNFORMATION}
)

Development of corporate governance regarding accountability,
audit and controls

Cadbury Report (1992)

The audit and accountability section of the Cadbury Report recognised the
importance of corporate transparency and ensuring good communication and
disclosure with shareholders and stakeholders.

The report confirmed that directors should establish a sound system of internal
control and review this system on a regular basis.

en g
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Barings Bank was founded in 1762. Despite surviving the Napoleonic
Wars and two World Wars, Barings was brought down in 1995 due to
unauthorised trading by its head derivatives trader in Singapore, Nick
Leeson.

At the time of the massive trading loss, Leeson was supposed to be
arbitraging, seeking to profit from differences in the prices of Nikkei

225 futures contracts listed on the Osaka Securities Exchange in Japan
and the Singapore International Monetary Exchange.

Under Barings Futures Singapore's management structure Leeson acted
as both the floor manager for Barings' trading on the Singapore
International Monetary Exchange, and head of settlement operations. In
effect, he was able to operate with no supervision from London (lack of
segregation of duties).

Leeson traded to cover losses that he claims started when one of his
colleagues bought contracts when she should have sold them, costing
Barings £20,000. Using the hidden ‘five-eights’ account, by 23 February
1995, Leeson's activities had generated losses totalling £827 million
(US$1.4 billion), twice the bank's available trading capital.

ING, a Dutch bank, purchased Barings Bank in 1995 for the nominal sum
of £1 and assumed all of Barings' liabilities.
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Turnbull Report (1999)

The Turnbull report states the need for directors to review their systems of
internal control and report these to shareholders.

Turnbull represented an attempt to formalise an explicit framework for
establishing internal control in organisations.

This framework can be used to help establish systems of internal control
without being overly prescriptive. It provides guidance as to how to
develop and maintain internal control systems and thus reduce risk.

Work done by the Committee of Sponsoring Organisations (COSO) in
1992 was referred to within this report.

In January 2008 Société Générale lost approximately €4.9 billion closing
out positions on futures contracts over three days of trading during a
period in which the market was experiencing a large drop in equity prices.

The bank claimed that Jérébme Kerviel, a trader with the company, "had
taken massive fraudulent directional positions in 2007 and 2008 far
beyond his limited authority".

Société Générale characterises Kerviel as a rogue trader and claims
Kerviel worked these trades alone, and without its authorisation. Kerviel,
in turn, told investigators that such practices are widespread and that
getting a profit makes the hierarchy turn a blind eye.

Internal control and risk management in corporate governance

Internal control and risk management are fundamental components of
good corporate governance.

Good corporate governance means that the board must identify and
manage all risks for a company.

In terms of risk management, internal control systems span finance,
operations, compliance and other areas, i.e. all the activities of the
company.

Risk Management

The UK Corporate Governance Code recommends that ‘The board should
maintain sound risk management and internal control systems’.

The Cadbury Report noted that risk management should be systematic and also
embedded in company procedures. Furthermore there should be a culture of
risk awareness.
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The report's initial definition of risk management was 'the process by which
executive management, under board supervision, identifies the risk
arising from business and establishes the priorities for control and
particular objectives'.

While Cadbury recognised the need for internal control systems for risk
management, detailed advice on application of those controls was provided by
the Committee of Sponsoring Organisations (COSO) and the Turnbull Report.

Internal controls and COSO

COSO was formed in 1985 to sponsor the national commission on fraudulent
reporting. The 'sponsoring organisations' included the American Accounting
Association and the American Institute of Certified Public Accountants. COSO
now produces guidance on the implementation of internal control systems in
large and small companies.

In COSO, internal control is seen to apply to three aspects of the business:

1 Effectiveness and efficiency of operations — that is the basic business
objectives including performance goals and safeguarding resources.

2 Reliability of financial reporting — including the preparation of any
published financial information.

3 Compliance with applicable laws and regulations to which the company is
subject.

The elements of an effective control system recommended by COSO in 1992
are covered later in this chapter.

Internal controls and Turnbull

The Turnbull committee was established after the publication of the 1998
Combined Code in the UK to provide advice to listed companies on how to
implement the internal control principles of the code.

The overriding requirement of their report was that the directors should:
(@) implement a sound system of internal controls, and
(b) that this system should be checked on a regular basis.
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m Turnbull Report requirements

The Turnbull Report requires:

(@) That internal controls should be established using a risk-based
approach. Specifically a company should:

—  Establish business objectives.
— ldentify the associated key risks.
—  Decide upon the controls to address the risks.

—  Set up a system to implement the required controls, including
regular feedback.

(b) That the system should be reviewed on a regular basis. The UK
Corporate Governance Code (2010) contains the statement that:

'The directors should, at least annually, conduct a review of the
effectiveness of the group’s system of internal control and
should report to shareholders that they have done so. The
review should cover all controls, including financial,
operational and compliance controls and risk management.’

m 3 Internal control definitions

o Controls attempt to ensure that risks, those factors which stop the
achievement of company objectives, are minimised.

o An internal control system comprises the whole network of
systems established in an organisation to provide reasonable
assurance that organisational objectives will be achieved.

o Internal management control refers to the procedures and policies
in place to ensure that company objectives are achieved.

o The control procedures and policies provide the detailed controls
implemented within the company.

4  Objectives of internal control systems

A popular misconception is that the internal control system is implemented
simply to stop fraud and error. As the points below show, this is not the case.

A lack of internal control implies that directors have not met their obligations
under corporate governance. It specifically means that the risk management
strategy of the company will be defective.

The main objectives of an internal control system are summarised in the
Auditing Practices Board (APB) and the COSO guidelines (detail provided
below and in expandable text).
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Objectives of an internal control system

An internal control system is to ensure, as far as practicable:

o the orderly and efficient conduct of its business, including adherence to
internal policies

o the safeguarding of assets of the business

o the prevention and detection of fraud and error

o the accuracy and completeness of the accounting records, and
o the timely preparation of financial information.

Benefits of an internal control system are therefore:

o Effectiveness and efficiency of operations.

o Reliability of financial reporting.

o Compliance with applicable laws and regulations.

These may further give rise to improved investor confidence.

Effective financial controls, including the maintenance of proper accounting
records, are an important element of internal control. They help ensure that the
company is not unnecessarily exposed to avoidable financial risks and that
financial information used within the business and for publication is reliable.
They also contribute to the safeguarding of assets, including the prevention and
detection of fraud.

A sound system of internal control therefore provides reasonable, but not
absolute, assurance that a company will not be hindered in achieving its
business objectives, or in the orderly and legitimate conduct of its business, by
circumstances which may reasonably be foreseen. A system of internal control
cannot, however, provide protection with certainty against a company failing to
meet its business objectives or all material errors, losses, fraud, or breaches of
laws or regulations.

m Objectives of internal control

The objectives of an internal control system follow on from the need for
internal control in risk management and corporate governance.

The actual objectives of internal control systems are mentioned in many
different publications and reports. Two of those are given below.

APB objectives

The APB in the UK provides guidance to auditors with specific reference
to the implementation of International Standards on Auditing. A definition
of internal controls from the APB is:

The internal control system ... includes all the policies and procedures
(internal records) adopted by the directors and management of an entity
to succeed in their objective of ensuring, as far as practicable:
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Definition

Commentary

the orderly and efficient
conduct of its business,
including adherence to
internal policies

There will be systems in place to ensure
that all transactions are recorded (so the
business is conducted in an orderly
manner) through to following policies such
as provision of good customer service.

the safeguarding of
assets

Assets in this case include buildings, cars,
cash, etc. (e.g. those things that can be
touched) through to other assets including
the intellectual property of the company
(e.g. those things which cannot be touched
but are still an asset of the business).

the prevention and
detection of fraud and
error

This will include fraud and error at the
operational level through to the strategic
level (e.g. off balance sheet finance or the
adoption of incorrect or suspect
accounting policies (think of Enron).

the accuracy and
completeness of the
accounting records; and

Again, ensuring that all transactions are
recorded — so liabilities are not 'hidden’
and assets are not overstated.

the timely preparation of
financial information.’

Reporting deadlines in many jurisdictions
are quite strict (60 days in the US for some
reports) hence the need to ensure
information is available to produce those
reports in a timely fashion.

The main point to note here, as in the previous section, is that the internal
control system encompasses the whole business, not simply the financial

records.

COSO objectives

COSO defines internal control as ‘a process, effected by the entity’s
board of directors, management and other personnel, designed to
provide reasonable assurance regarding the achievement of objectives’,

in three particular areas:

1 Effectiveness and efficiency of operations.

2 Reliability of financial reporting.

3 Compliance with applicable laws and regulations.

This definition contains a number of key concepts which again illustrate
the pervasiveness of internal control systems in a company.

o Internal control is a process, rather than a structure. It is a
continuing series of activities, planned, implemented and monitored
by the board of directors and management at all levels within an

organisation.
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o Internal control provides only reasonable assurance, not absolute
assurance, with regard to achievement of the organisation’s
objectives.

o The objectives of internal control relate to assurance not only about
reliable financial reporting and compliance, but also with regard to
the effectiveness and efficiency of operations.

. Internal control is therefore also concerned with the achievement of
performance objectives, such as profitability.

It is also useful to think of internal control as a system for the
management and control of certain risks, to restrict the likelihood of

adverse events or results.

Limitations of internal control systems

There are several possible causes of internal control failure.

The UK Turnbull report (in paragraph 22) gives examples of causes of failure
but this list is not exhaustive.

Poor judgement in decision-making. Internal control failures can
sometimes arise from individual decisions being made based on
inadequate information provision or by inexperienced staff.

Human error can cause failures although a well-designed internal control
environment can help control this to a certain extent.

Control processes being deliberately circumvented by employees and
others. It is very difficult to completely prevent deliberate circumvention,
especially if an employee has a particular reason (in his or her opinion) to
do so, such as the belief that higher bonuses will be earned.

Management overriding controls, presumably in the belief that the controls
put in place are inconvenient or inappropriate and should not apply to
them.

The occurrence of unforeseeable circumstances is the final cause referred
to in the Turnbull Report. Control systems are designed to cope with a
given range of variables and when an event happens outside that range,
the system may be unable to cope.

Sound control systems

It is not sufficient to simply have an internal control system since a system
can be ineffective and fail to support the organisation and serve the aim of
corporate governance.

The Turnbull guidance described three features of a sound internal control
system.
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Turnbull's sound systems

Principle 1 of the Turnbull Report: Establish and maintain a sound
system of internal control.

Elements of internal control include:

1

Facilitate the effective and efficient operation of the company
enabling it to respond to any significant risks which stand in the
way of the company achieving its objectives. The risks could be
business, compliance, operational or financial.

Ensure the quality of both internal (management) and external
reporting.

Ensure compliance with laws and regulations and with the
company’s internal policies regarding the running of the business.

In terms of risk management, the internal control system is more than
simply checking that, e.g. 'all goods despatched have been invoiced'. The
Turnbull guidance described three features of a sound internal control
system:

Firstly, the principles of internal control should be embedded within
the organisation’s structures, procedures and culture. Internal
control should not be seen as a stand-alone set of activities and by
embedding it into the fabric of the organisation’s infrastructure,
awareness of internal control issues becomes everybody’s business
and this contributes to effectiveness.
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o Secondly, internal control systems should be capable of responding
quickly to evolving risks to the business arising from factors within
the company and to changes in the business environment. The
speed of reaction is an important feature of almost all control
systems. Any change in the risk profile or environment of the
organisation will necessitate a change in the system and a failure or
slowness to respond may increase the vulnerability to internal or
external trauma.

o Thirdly, sound internal control systems include procedures for
reporting immediately to appropriate levels of management any
significant control failings or weaknesses that are identified, together
with details of corrective action being undertaken. Information flows
to relevant levels of management capable and empowered to act on
the information are essential in internal control systems. Any failure,
frustration, distortion or obfuscation of information flows can
compromise the system. For this reason, formal and relatively
rigorous information channels are often instituted in organisations
seeking to maximise the effectiveness of their internal control
systems.

6 Roles in risk management and internal control

o Responsibility for internal control is not simply an executive management
role.

o All employees have some responsibility for monitoring and maintaining
internal controls.

o Roles in monitoring range from the CEO setting the 'tone’ for internal
control compliance, to the external auditor, reporting on the effectiveness
of the system.
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m Turnbull Report roles

The Turnbull Report addresses the responsibilities of directors and
management in relation to risk and control.

Directors

Directors should:

o Set appropriate internal control policies.

o Seek regular assurance that the system is functioning.
o Review the effectiveness of internal control.

o Provide disclosures on internal controls in annual reports and
accounts.

Directors should review internal controls under the five headings
identified by COSO in 1992 (see later in this chapter).

o Control environment
o Risk assessment

o Information systems
o Control procedures

o Monitoring.
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Chapter 13

Management

Management should:

o Implement board policies.

o Identify and evaluate the risks faced by the company.

The Turnbull Report also suggests that internal audit makes a significant
and valuable contribution to a company.

Roles in risk management
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While the syllabus heading does state 'executive’ roles in risk
management, the COSO guidelines also note that ‘everyone in an
organisation has responsibility for internal control’, hence the slightly
wider explanation provided here.

The guidance below is an expanded version of the COSO
recommendations.

Position Responsibilities regarding internal control
Chief The CEO is ultimately responsible for the internal
executive control system and therefore must assume ownership

officer (CEO) of that system. The CEO sets the 'tone’ for internal
controls — that is the company environment that
indicates internal controls are important and that all
staff (directors downwards) must act with integrity and
in an ethical manner. The CEO sets this tone by their
actions and the way in which senior managers are
treated. In turn, senior managers are expected to
cascade this tone to lower management levels. The
CEO will monitor all staff, but in particular the financial
officers as they have more power to adversely affect
the company (e.g. by fraud).

Board of Sets corporate government policies and procedures
directors for the company. Has knowledge of the company’s
activities, and ensures they commit sufficient time to
fulfil their board responsibilities. Ensures that the
internal control system is adequate and effective for
the company. Receives and reviews regular reports
from senior management and takes action on any
actual or perceived weakness in the internal control
system. Provides the resources to implement and
monitor the internal control systems.

Risk committee | Identifies risks affecting the company. Recommends
risk strategy to the board.
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Senior Responsible to the board of directors. Set and monitor
management the effectiveness of many internal controls in the
company. Provide reports on a timely basis on their
implementation and review of the internal control
system in the company. Responsible for carrying out
their activities with honesty and integrity — as they are
in a position to override many internal controls should
they choose to do so.

Internal Evaluate the effectiveness of internal control systems.
auditors Contribute to the ongoing effectiveness of those
systems by reporting on systems and recommending
improvements where necessary.

Heads of Establish and monitor specific internal controls for
business units | their business unit.

Employees Act with integrity and work within the internal control
systems as directed. Communicate non-compliance
with control systems, or weaknesses in control
systems, to senior management.

Third parties Provide useful information to management on internal
control weaknesses (e.g. from external auditors) and
general information on implementing internal controls,
e.g. from legislators, regulators and specialist third
parties (such as COSO).

SOX section 404 responsibilities

SOX sets out responsibilities regarding risk management. However, in
direct contrast to other corporate governance systems, remember that
these responsibilities are statutory rather than guidance. The comments
below relate specifically to the s404 requirements of SOX, i.e. the audit
and reporting of internal control systems within a company. More detall
on this topic will follow in the audit and compliance chapter.

There are two main areas of responsibility. Management are likely to
delegate the authority to obtain information on internal controls to the
audit committee and/or internal audit