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Glossary

Appraisal well: A well drilled to determine the size or to extend an identified o1l or gas field.
Barrel (BBL): The standard volume of measure o1l products, equal to 159 litres.
Barrels per day (BBL/d): The amount of barrels produced daily by a well.

Barrel of Oil Equivalent (BOE): A measure of hydrocarbon content that converts different oil
and gas units into the equivalent unit of barrels of oil.

Billion cubic feet (Bcf): The standard volume measure of gas products, equal to 6,0 million
barrels of o1l equivalent.

Biomass: Any organic material such as wood, plants and organic wastes that can be turned into
fuel.

Cash flow: The amount of cash earned after paying all expenses and taxes. It is a measure of cash
inflow and outflow from the business. Positive cash flow means more money is coming into the
business than is leaving it. Negative cash flow is converse.

CO: injection: A secondary recovery technique in which carbon dioxide (COy) 1s mnjected into
wells as part of a miscible recovery program.

Deepwater: Offshore operations in water depths greater than 300 meters.
Development well: A well drilled in a proven field to complete a pattern or production.

Discounted cash flow: It is the value of an investment (measured in terms of the cash you will put
into and receive from it) adjusted for the time value of money. The future cash flows must be
discounted in order to express their present values in order to determine the value of a company
under considerations as a whole.

Downstream: The term refers to refining, distribution and marketing of refined products.
Dry hole: A well that either produces no oil or gas.

Earnings before Interest and Tax (EBIT): This is the ratio of profit before interest and
taxation.

Earning before Interest, Taxes and Amortization (EBITDA): This level of earnings is utilized
to communicate the earnings of a company prior to the current corporate tax planning or
capitalization considerations. It i1s used to compare the profitability of a company with other
companies of the same size in the same industry which may have different tax situations.

Enhanced Oil Recovery (EOR): Injection of water, steam, gases or chemicals into the
underground reservoirs to cause the oil to flow toward the producing wells. It permits more
recovery than would have been possible from natural pressure or pumping alone.

Exploration well: A well drilled in order to search an undiscovered reservoir or to extend the
limits of a known reservorr.

Farm in: When one company drills wells or performs other activity on another company’s lease in
order to earn an interest in or acquire that lease.

Farm out agreement: An arrangement in which the responsibility of exploration and development
is shifted (by assignment) from the working interest owner to another party.

Gas lift: A recovery method that brings oil from the bottom of the well to the surface by using
compressed gas. The gas which 1s pumped to the bottom of the reservoir mixes with fluid, expands
it and lifts it to the surface.



Heavy oil: A type of crude petroleum which can be characterized by high viscosity and a high
carbon to hydrogen ratio. It is usually difficult and costly to produce by conventional techniques.

Horizontal drilling: Part of the directional drilling in which the angle of deviation of the wellbore
reaches at least 80 degrees from vertical. It maximizes the length of the wellbore exposed to the
formation.

Independent: An independent E&P company does not have marketing or refining operations. The
company performs upstream operations.

Infill well: Wells placed between known producing wells to further exploit the reservoir.
Integrated: An integrated o1l company performs upstream and downstream operations.

Joint venture: A project in which two or more parties (usually o1l companies) cooperate. One
supplies funds and the other actually carries out the project. Each participant retains control over
his share including liability and right to sell.

Lifting costs: Production costs related to the maintenance and operation of company’s wells and
related equipment and facilities.

Liquefied Natural Gas (LNG): Natural gas which has to be cooled in order to transport it in
liquid state by ship.

Liquefied Petroleum Gases (LPG): Hydrocarbon fractions lighter than gasoline such as ethane,
propane and butane which are kept in liquid state through compression.

The Majors: The term describes the world’s largest non state oil companies. The super majors are
ExxonMobil, BP, Royal Dutch Shell, Chevron Texaco, ConocoPhillips, ENI and Total Fina EIf.

Million Cubic Feet (MMCEF): The cubic foot is a standard unit of measure for quantities of gas at
atmospheric pressure.

Natural Gas Liquids (NGL): Portions of natural gas that are liquefied at surface in lease
separators, field facilities or gas processing plants. They include ethane, propane, butane, natural
gasoline and condensate.

Net Asset Value (NAV): The value of a single share in 2 mutual fund, which 1s determined by
dividing the total assets of the fund, minus its liabilities, by the total number of shares outstanding;

Net Present Value (NPV): The present value of a series of future net cash flows that will result
from an investment, minus the amount of the original investment.

Offshore: Offshore operations in water depths lower than 300 meters.

Operator: The company or organization that drills the wells to extract hydrocarbons from a
particular field.

Permeability: A measure of the ease with which a fluid can pass through the pore spaces of a
formation.

Pipeline: A tube or system of tubes used for the transportation of o1l or gas.

Proved reserves: Proved reserves of crude oil, natural gas and natural gas liquids are estimated
quantities which are according to geological and engineering data with reasonable certainty, at a
specific data recoverable in the future from known reservoirs under existing economic and
operational conditions. The reasonable certainty can be defined with 90 to 100%.

Refining: It can be described as the manufacturing of petroleum products by a sertes of processes
that separate crude o1l into its major components.

Reserves/Production Ratio (years): The R/P ratio is the ratio of proved reserves to production
and measures a company’s reserve life at existing production levels.

Reservoir: A porous, permeable sedimentary rock formation which contains quantities of oil
and/or gas enclosed or surrounded by layers of less permeable rock.



Return on Average Capital Employed (ROACE): Net operating profit after taxes divided by
average capital employed.

Return on Investment (ROI): Overall loss or profit on an investment expressed as a percentage
of the total investment.

3 D seismic: It 1s an exploration technique which is used to search for oil and gas in underground
structures. The sound from a shot hole 1s recorded from geophones and interpreted to give a
picture of the underlying structures within the earth.

4 D seismic: The newest method of seismic technology makes the monitoring of the movement
and the mobility of oil as it 1s extracted in the production process possible.

Tight gas: Gas contained mn rocks with low permeability. Therefore high costly production
techniques like fracturing are required.

Upstream: Parts of the petroleum business that relate to the exploration, development and
production of oil or gas.

Viscosity: A fluid’s resistance to flowing,

Waterflooding: A secondary recovery method in which water 1s mjected into the reservoir to force
oil into wells.

Workover: Maintenance procedures performed for a completed well to stimulate production or
increase the life of the well.
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1 Introduction to the study

The nitial situation of the diploma thesis 1s the state that an uncertain and dynamic environment as
well as the shortage of resources result in emerging strategic risks for international petroleum
companies. A changing political and economical environment (e.g. o1l price) leads to different
strategic behavior patterns for Exploration & Production companies which are active worldwide.
Especially the exploration and production business 1s risky and capital intensive. Large sums of
money are invested with the risk of a complete loss in case of a dry hole.

The diploma thesis was advertised at the department of economics at the University of Leoben
from OMV Exploration & Production GmbH. The task of the diploma thesis is the analysis of the
strategic development and positioning of selected petroleum companies in order to identify
possible strategic behavior patterns.

The first part of the diploma thesis covers theoretical fundamentals about the strategic management
process. It provides a general overview of the single phases of the strategic management process
from the development of a vision to the implementation and realization of the strategy. Further on,
different concepts and mstruments of the strategic management as well as their possible
applicabilities are explained. Especially the external strategic analysis which has to consider the
global environment, the structure of the branch and the competition can be used to identify
environmental nfluences. It is a major task in the strategic management process and a main part of
the diploma thesis. Creativity techniques like brainstorming, brainwriting as well as the decision tree
and the morphological box can be used to identify relevant environmental impacts.

The second part of the diploma thesis deals with the practical utilization of the theoretical
fundamentals of the strategic analysis and methods. The idea of the work at the OMV Exploration
and Production GmbH was that a group of pre- defined E&P companies which are interesting for
the OMV AG have to be analyzed out of a strategic background during a time frame from 2000 to
2005.

The identification of possible strategic concepts for petroleum companies by using the
brainstorming creativity technique is the basis for the development of the so called E&P focused
morphological box which is the heart of the diploma thesis. The morphological box can be used as
a tool of the external analysis in order to ilustrate different kind of strategic behavior
patterns for specific companies.

By applying the theoretical fundamentals of the value chain introduced by Porter, the main
activities which are part of the morphological box are defined with exploration & appraisal and
development & production. In addition, the morphological box is extended with the segments
acquisition, cooperation, human resources and energy portfolio.

Finally, strategic views as well as indicators and possible behavior patterns have to be defined for
each segment by using creativity techniques in order to complete the morphological box.

Several petroleum internet data bases as well as annual reports from 2000 to 2005 related to every
selected E&P company served as a quantitative and qualitative information source in order to work
with the developed morphological box.

A general strategic conclusion of all E&P companies has been performed by separating the
defined companies into two different performance groups. The comparison of E&P companies
according to defined economic and technical indicators allowed a ranking as well as a
differentiation into “weak” and “good” performers. In that way, possible strategic patterns
concerning these two groups can be identified by using the morphological box.

Last but not least, the overall strategic analysis allowed drawing conclusions for OMV Exploration
and Production GmbH.



2 Strategic management

The term “strategy” has its ongin in the Greek word “strategos” which means commander.
Strategies are measures to secure the success of an enterprse for a longer time.” Strategic manage-
ment can be defined as a process which 1s concentrated on the formulation and realization of
strategies within an enterprise. It is focused on the structuring of an enterprise as well as on its
relationships to the environment. Based on this basic task, the single steps which should be identi-
fied are focused on the modification of strategies, the development of the organization as well as on
the culture of the enterprise.3 The process of strategic management is described in figure 2.1.

Development of a Development of Realization of
strategic strategies strategies
tramework

Vision/Model Strategic options Implementation
Strategic target system Strategic process Change management
Strategic business Strategic plan Strategic controlling
objectives
Cote competences Strategic early warning
systems

Value orientated Strategic analysis Conversion programs
enterprise leadership Strategic concepts

Fig. 2.1 Process of strategic management4

Cf Bea/Haas (1995),p.46

Cf. Laham/Welge (2003),p.19
Cf Bea/Haas (1995),p.7
Source: Cf. Kohloffel (2000),p.17

a8 W oNn o



2.1 Development of a strategic framework

Strategies can only be developed by identifying the strategic action framework which covers the
vision and mussion, the strategic target system, strategic business units and the core competences.

211 Vision and mission

The vision should be the starting point for every target orientated process. It contains a general
imagination about the future role of the enterprise. As a consequence the vision stands on top of
the target hierarchy as part of the strategic management.S The wvision can become a strategic
intention if all business units try to reach the desired target. Topics of a vision can be the
development of new technologies, materials, products, solutions, value chains, market positions,
business units or new regional structures.

The enterprise politics defines the principles of the company in a mission in order to determine the
“personality” of the company. The vision as well as the enterprise politics and the mission are
strongly connected as shown i Fig. 2.2 provided by Hinterhuber.

Missions are used to put the vision mn concrete terms. They deliver the principles to realize the
vision. In that way, missions are also defined as guidelines in terms of the right behavior (policies).
They should be used as a framework for the behavior of employees with other parmers.7

Mission

Enterprise politics

Target System

Fig. 2.2 Vision, enterprise politics, mission8

21.2 Development of a strategic target system

Visions and mussions are described abstractlv and need to be defined in detail with so called
enterprise targets. The targets have to be defined exactly in order to measure the attamment of the
target as well as to perform as success control. The following characteristic details have to be taken
into account:

e Target content (What is the target?)

e Target size (What is the dimension of the target?)

e Time point (When should it be reached?)

e Responsibilities (Who is responsible?)

e l.ocation (Where is the place of the target attamment?)

Cf. Bea/Haas (1995),p.64

Cf. Kohléffel (2000),p.19

Cf. Bea/Haas (1995),p.65

Source: Cf. Hinterhuber (1996),p.102
Cf. Laham/Welge (2003),p.117
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A catalogue of possible enterprise target categories is shown in table 2.1 provided by Al Laham and
Welge.

Market Market | Profitability I"inancial Power Social 1n
performance position relation to
employees
Product quality Revenue Profit Liquudity Independence Social-
Product innova- | Market share Revenue Capital structure Image integration
tion New markets Creditworthiness | Political influence | Personal devel-
Customer ser- Society influence opment
vice Social security

Tab. 2.1 Possible enterprise targets10

The formulation of these targets has to contain general features: "

e Targets have to be demanding but realistic

e Targets have to be measurable because that’s the only way to check the objective, -“if you
can’t measure it, you can’t manage it”’

e Massive targets have to be brought down to specific targets

o Targets should be understandable for every one

The formulation of strategic targets 1s a significant part of the strategic management. The definition
of targets is strategically important by looking at the following functions: 12

Decision function: Targets deliver criteria for the evaluation of alternatives.

Motivation function: Targets are guidelines which should motivate the employees in order to
reach the target. A massive motivation can be expected if the employees identify with the
company’s vision.

Information function: Targets inform employees as well the environment about future activities.
A commitment with targets is the consequence of this information.

Controlling function: By setting targets it 15 possible to check the status of the process. Targets
are the basis for drawing a comparison.

213 Strategic business objectives

A busmess unit 15 an independent part of an enterprise which delivers a separated market. It 1s
possible to perform strategic planning for a business unit because it defines own targets. The targets
for single business units can be deduced from enterprise targets by going mnto detail. In that way
targets should become more measurable and separated in time. The functional objectives can be
achieved out of the business objectives through further target derivations.

The target hierarchy 1s described in figure 2.3.

"“ Source: Cf. Al Laham/Welge (2003),p.114
"' Cf. Kohloffel (2000),p.27
2 Cf. BealHaas (1995),p .67
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Fig. 2.3 Target hierarchy in strategic management =

Indicator systems like the Du Pont system can be used in order to support the target derivation
process. The sub targets are derived through target dissolving. The revenue profitability and the
capital overturn are sub targets of the Return on Investment (ROI) which 1s the main target.

This kind of target system can be used to define revenue or market share targets for business units.
By going into detail, functional targets can be the determination of cost targets i the production.
The single business areas can be controlled by financial target values." The indicator system of
Du Pont 1s described in figure 2.4.

Return on Investment

= Profit / Capital
|

Revenue profitability Capital overturn
= Profit/Revenue = Revenue/ Capital
| |
|
Revenue Profit Capital Revenue
1
1 1

Fig. 2.4 Du Pont indicator system15

214 Core competences

The source of competition advantages of a company 1s based on the ability of the management to
integrate technologies, know how and production into core competences. The most important
aspect 1s the unique combination and coordination of resources with internal learning processes.
The costumer should value this combination as an additional profit which influences the strategic
success sig11iﬁcantly.16

'*  Source: Cf. Bea/Haas (1995),p.64
'Y Cf. Bea/Haas (1995).p.66

'S Source: Cf. Bea/Haas (1995).p.67
'® Cf. Hinterhuber (1996) p.122



Barney developed a system in order to identify core competences. The VRIO scheme (Value
Rareness Imitability Organization) which consists of four questions can be used to identify strategic
core competences. |

1. The Question of Value: Do a firm’s resources and capabilities enable the firm to respond
to environmental threats and opportunities?

2. The Question of Rareness: How many competing firms already possess particular
valuable resources and capabilities?

3. The Question of Imitability: Do firms without a resource or capability face a cost
disadvantage in obtaining it compared to firms that already possess it?

4. The Question of Organization: Is a firm organized to exploit the full competitive
potential of its resources and capabilities?

Core competences should have a strategic value. As a consequence they have to improve the
competition position as well as the efficiency of the enterprise. Resources become core
competences if they use the strengths of the enterprise and reduce environmental risks."® The
second question covers the rareness and uniqueness of core competences. Experiences and abilities
which are the same for all enterprises of a branch do not create differentiation advantages but they
allow a competition comparison.'® The third part of Bamey’s VRIO scheme defines resources as
core competences if they can not be imitated by competitors. Routines and abilities which can not
be imitated are a major source of efficient competition positions.20 The last aspect tries to find out
if organization structures, processes and management systems are avaiable which can use the
potentials of core competences. In that way, core competences can only be formed through the
interplay of abilities and routines with supporting structures, processes and systems of the
enterprise. Finally resources can be classified as core competences if Barney’s questions can be

. 21
answered with “yes”.

Core competences have to be transformed into core products. Core products are components
which play an important role in developing the final product. The main characteristic of core
products is the ability to transfer them into different final products.®?

21.5 Value orientated enterprise leadership
2.1.51 Stakeholder value principle

An intensive consideration of the environment around the enterprise 1s based on the stakeholder
principle. Stakeholders can be attachment, interest or demand groups which are affected by the
enterprise. As a consequence, they follow certain interests in an enterprise.23 Entrepreneurial
operations lead to different relationships with stakeholders like costumers, suppliers, investors,
employees, societies and states. All these kind of stakeholders contribute to the value increase in the
enterprise. On the other side, the enterprise has to create an adequate value increase for all of these
stakeholders. If this 1s not the case, customers could choose other competitors, suppliers could
serve other customers, investors could finance other enterprises and employees could change their
workplaces.24 In that way, the leadership of the enterprise should be concentrated on the extension
of business values.

7 Cf. Barney (2002),p.145

8 cf. Al Laham/Welge (2003),p.267

' Cf. Barney (2002),p.149

2 cf. Barney (2002),p.150

2 ¢f. Al Laham/Welge (2003),p.268

2 Cf. Kohléffel (2000),p.32

3 Cf. Bea/Haas (1995),p.90

24 Cf. Donovan/Tully/Wortman (1998),p.19



Different kind of stakeholder relationships are introduced mn figure 2.5 by Kohloffel.

Customers Investors

W‘) ducts V
Revenue .
Profit

Enterprise

Law

Costs

Service/Products Salaryl T Know how

Suppliers Employees Society/State

Fig. 2.5 Stakeholder 2>

Customers: A customer value can be created if the customers get a special profit in comparison to
a cheaper price in the competition or if the prices are identical but the profit for the offer is larger
in comparison to other alternatives. A company can extend its market position if it fulfils these
demands. The offered performance and the price play an important role for the customer profit.
Suppliers: The suppliers try the reach a good price for their products and services. They are
interested in stable supply relationships to secure their businesses.

Society/State: The society as well as the state represent the framework for entrepreneurial
operations. On the other side, the company supports the gross national product and the prosperity
of the society.

Investors: Investors are very sensitive concerning the profit expectations. A good indicator 1s the
development of the exchange rate in the stock exchange. The exchange rates of some companies
showed a downwards trend even with high revenue growths because the investors expected a
bigger increase.

Employees: During the last years, the role of the employees in a company has changed. The
classification was shifted from high cost production factors to the most important resource of a
company. It is impossible to increase the busimness value without the working performance of
motivated and creative employees.®®

2.1.5.2 Shareholder value principle

Since the beginning of the eighties the shareholder value became an important strategic target. The
general principle is the evaluation of an enterprise by the investor or shareholder. A company has
success if the value which 1s created by the investor increases. A value can only be created for an
investor if all the stakeholders are considered too. As a consequence there i1s an intensive
connection between the stakeholder- and shareholder concept.

Every strategy should be focused on the creation of a shareholder value. A single general target is
defined by the enterprise as a long term success indicator. Examples can be indicators of the value
ortentated management like the EVA and variants of the discounted cash flow. The EVA can be
calculated as the difference between the profit in the sense of net operating profit after taxes
(NOPAT) and capital costs. An enterprise generates shareholder value if it makes profit above its
capital costs. On the other side, shareholder value is destroyed if the profit of the enterprise is
below the capital costs.””

% source: Cf. Kohlsffel (2000),p.40
28 Cf. Kohloffel (2000),p.41
27 Cf. Kaplan/Norton (2001),p.76



The shareholder value can be calculated if borrowed capital is subtracted from the enterprise value.
The enterprise value can be found if the future operating cash flow paid interest at the decision
time point. This procedure 1s also defined as discounted cash flow method. The cash flow i this
case is the difference between yields and costs.

Cash flow = Cash inflow — Cash outflow

The long term capital costs of the company are taken as the calculation interest rate. The
shareholder value is equal to the market value of the company if the capital market 1s perfect. In
general the shareholder value can be used as a cuterion to evaluate strategies. A strategy 1s
successful if the property value of an enterprise mncreases by following a new strategy in comparison
to the value which was achieved by the former strategy. In addition, the shareholder value 1s used as
a controlling instrument. It 1s possible to judge if the leaders of the company could expand the
shareholder value in the sense of the investors. 2°

The shareholder value concept expects strategies which increase the enterprise value systematically.
The following questions have to be considered:

1. How do you plan strategies which follow the target of creating values for shareholders?
2. Which kind of influences have alternative strategic plans on the shareholder value?
3. Which business units favour or damage the shareholder value?

The general direction of strategic management can follow the described principles:

Expected profit Basic direction of the strategic management
No growth
Smaller than capital costs Restructuring

Reducing costs or divestitures

. Substitute investment to maintain the business
Equal as capital costs

Improvement of profitability 1s more important than growth

. Growth investment to expand the business
Larger than capital costs

Maimntaining profitability

Tab. 2.2 Business politics under shareholder value aspectszg

2.2 Development of strategies

The vision as well as the target system are the basis for the development of a general direction or a
strategy for the enterprise. Strategies are used to achieve sustainable competition advantages. These
advantages can be reached if the own operations deliver a bigger profit for the customer as the
operations of the competitors.30

#  Cf. Bea / Haas (1995),p.70
2 Source: Cf. Kohléffel (2000),p.46
30 Cf. Kohlsffel (2000),p.68



2.21 Strategic base concepts

Porter defined three types of strategic concepts to be successful in the competition within in the
same line of busmess. These three strategies are introduced in table 2.3.

e Overall cost leadership Strategic advantage
e  Diafferentiation
e [‘ocus on main points Singularity from the Cost leadership
customer’s view
+ " . e e .
e Over all busimess Differentiation Overall cost leadership
= segments
=0
L.Q
Yoa)
Q2
g Focus on one segment Focus on main points
97}

Tab. 2.3 Three 'strategies31

A company which can not develop a strategy in one of these three directions has a bad strategic
position. In that way the enterprise should make a strategic fundamental decision as described in
the two chairs hypothesis introduced by Porter. The enterprise has to set significant steps in order
to reach cost leadership, it has to concentrate on a target object or it has to create a kind of
uniqueness through differentiation. The U-Curve model provided by Porter describes different kind
of relationships between the market share and the profitability. A consequence of the two chairs
strategy in same branches can be that small enterprises which have chosen the differentiation or
focus strategy and bigger enterprises with a cost leadership strategy are more profitable than
enterprises of medium size.’? This leads to a U-Curve relationship between market share and
profitability as described in figure 2.6.

Differentiation Cost leadership

Profitability

v

Market Share

Fig.2.6 U-Curve >

2.2.1.1 Overall cost leadership

The principle behind this strategy is the achievement of an overall cost leadership over a line of
business. Basis of a cost leadership are a massive construction of efficient production plants, strong
control of varable costs as well as avoidance of cost reductions in the areas of development,
research, service and advertising. The analysis of the cost behavior 1s a main part of this kind of
strategy. Porter defined ten major cost drivers which are responsible for the amount of costs.™

3" Source: Cf. Porter (1999),p.75
2 Cf Porter (1999),p.79
3 Source: Cf. Porter (1999),p.81
3 Cf Porter (1999)p.71



Economies of scale: Scale effect means the reduction of unit costs through the extension of
business.

Learning effects: Economies of learning are possible especially in repeating operations in the
production area. They should reduce the costs. The learning curve is described i chapter 2.2.6.2.
Structure of capacity: Fix costs degression effects are possible if an activity shows a large fix costs
intensity.

Synergies: The cost analysis has to cover all activities which are connected. Connections are
present if the costs of an activity are influenced by the realization of other activities.
Economies of scope: Synergy effects between business units of an enterprise which are present by
performing  activities or transferring know how can lead to cost reductions.
Integration: The level of vertical integration of an activity influences the costs.

Time point: The time decision of a market entry can influence the costs in different ways. An early
market entry may lead to a favourable position on the leaming curve but on the other side
uncompleted production technology s available.

Enterprise decisions: Corporate decisions which influence costs directly cover decisions about
the product differentiation, product offer as well as quality- and service level.

Location: Parameters like infrastructure, regional salary level, rate of taxes or energy access
influence the costs.

Surrounding factors: These factors cover the nfluences of state or society.35

2.2.1.2 Differentiation

The principle behind the differentiation strategy 1s to achieve a customer commitment by offering a
unique product or service. The differentiation can cover the design, technology, service or a special
brand name.*®

The so called value chain can be used to identify the sources of the differentiation. Every activity in
the value chain can contribute to a differentiation. A successful differentiation strategy leads to high
profits because of competition advantages. It isolates the competition because it achieves a
customer commitment and a reduction in price sensitivity. The created customer loyalty as well as
the uniqueness of the product forms entry barriers. In addition, higher profits and rare alternatives
reduce the power of suppliers and customers. 3

2.2.1.3 Focus on main points (niche strategy)

The niche strategy is focused on a special customer segment, on a part of the product program or
on a special geographic market. This type of strategy works on a special target and every instrument
1s used to achieve the target.

A company which concentrates its activities on a special market segment can solve the task more

efficiently as other competitors which are operating in a larger business area. Afterwards, a niche
. _y . 39

strategy can focus on a differentiation or on a cost leadership way.

Wright analysed the niche strategy and observed several conditions as well as risks for this kind of
strategy. An important point 1s the ability to segment the market. Markets which offer products
with a high differentiation level provide more possibilities for a niche strategy as markets with
standard products. As a consequence of small sales volumes, the niche strategy should be used in
small and medium business units. The major risk of successful niche strategies is the imitation of
the offered products or services by market leaders which operate in the whole market.*

% Cf. Al Laham/Welge (2003),p.385, cited after Porter
3 Cf. Porter (1999),p.73

3 Cf. Al Laham/Welge (2003),p.391

% Cf. Porter (1999),p.75

3 Cf. Al Laham/Welge (2003),p.392

40 Cf. Wright (1987),p.96
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222 Strategic options

The strategic option describes the development direction for a business unit. The main
development directions are defined with the growth and withdrawal strategy.41

2.2.2.1 Growth strategy

The strategy of growth is focused on changes. The growth of an enterprise can be encouraged by a
market penetration, a product development, a market development and a diversification. Table 2.4
describes the product/market matrix.

Hhieere Existing New
Market
Existing Market penetration Product development
New Market development Diversification

Tab. 2.4 Product/market matrix42

Market penetration: The basic idea of this strategy 1s the increase of sales with existing products
on present markets. The main target 1s the extension of the market share. It can be achieved
through an aggressive price politics, tramning of sales staff as well as through an increase of the
advertisement budget.

Product development: The strategy of product development s given if existing markets are
delivered with new products. The main targets behind this strategy are a sustainable growth in
combination with increasing market shares. In addition, these strategies try to substitute a product.
The old products should be substituted by new ones on the existing markets. Product mnovations
require investitures in research and development to avoid the break down in the market.

Market development: By performing this strategy, an enterprise 1s searching for new markets for
already developed products. As a consequence, new customer relationships as well as distribution
channels have to be reached and developed.

Diversification strategy: The enterprise tries to develop new markets with new products.43

These types of growth strategies which are based on own operations and resources are called
endogenous. Exogenous growth has its origin in strategic alliances. The following types of strategic
alliances can be distinguished: 44

e Long time contracts (supply or sale contracts)

e Licenses (production, technology, service rights)

e Cooperations in research & development, production or distribution
e Joint ventures (starting a third party company)

e Merger of companies

2.2.2.2 Withdrawal strategy

Withdrawal strategies are often used if the company wants to focus the operations on its core
competences. Some activities are outsourced because other companies offer better or cheaper
solutions.*® Harrigan introduced the following withdrawal strategies in case of a stagnated and
degenerated branch. 46

41 Cf. Kohloffel (2000),p.74

42 Source: Cf. Ansoff (1988),p.109
43 Cf. Bea/Haas (1995) p.157

4 Cf. Kohlsffel (2000),p.74

45 Cf. Kohlsffel (2000),p.75

46 Cf. Harrigan (1980),p.15
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Increase the investment: This kind of strategy 1s used in order to maintain or achieve a dominant
role in the market. The intention of this strategy 1s based on a possible takeover of market shares
from liquidated competitors.

Hold the present investment level: This defensive strategy should be used to hold the
competition ability of the company.

Shrink selectively: The basis for this kind of strategy 1s the combination of a divestment and an
investment strategy. High profit segments have to be encouraged and non profit segments should
be divested.

Milk the investment: This kind of strategy 1s performed to reduce the investment slowly in order
to cut the costs.

Divest now: This strategy is used by leaving the market. The capacities of the company are shut
down.

2.2.2.3 McKinsey matrix

The McKinsey matrix can be characterized in comparison to the BCG matrix which is described in
chapter 2.2.0.3 as a multt factors concept. The success of strategies is determined by different
strategic factors. The environmental dimension which 1s described with “Market attractiveness” can
be defined by the market growth, market size, market risk, market entry costs, competition
situation, price elasticity as well as by the investment attractiveness. The enterprise dimension which
1s defined with “Competitive strength” covers for example the relative market share, product
quality, distribution politics as well as location, price and sale advantages. These two dimensions can
be described quantitative as well as qualitative. The single indicators have to be transferred into
point values which are summarized into an overall value. In that way, the calculation of the
numerical shape of a strategic business unit i relation to its success potential 1s possible. The two
key dimensions are characterized through the categories “low”, “medium” and “high”. The
consequence is a nine fields matrix which leads to three main areas. These areas are the zones of
means attachment and release as well as the so called selective area. This main scheme makes the
derivation of three norm strategies possible. ¢’

Investment and growth strategies: The strategies are suitable for success objects which show a
high market attractiveness and competitive strength. This kind of product market combinations
contribute to the growth and the future profits of the enterprise. The relative competitive strength
has to be secured with further investments to extend the capacities and the market position. The
sustainable improvement of the profit as well as the creation of a strong market position are the
main intentions of these kind of strategies.

Skim off and divestment strategies: These kind of strategies are related to success objects which
have a small success potential. The strategic direction of the business unit is focused on the skim
off of profits, on the short term achievement of profits as well as on the maximization of the cash
flow.

Selective strategies: Strategic recommendations for success objects which are positioned in the
middle field of the matrix are difficult to define. An offensive investment strategy is suitable for
success objects which can be characterized by high market attractiveness in order to increase the
minor competition strength. On the other side, considerations about a withdrawal have to be made
if the competition intensity is too high.

7 Cf. Al Laham/Welge (2003),p.349
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The main scheme of the market attractiveness and competition strength matrix 1s introduced mn

figure 2.7.
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Fig. 2.7 Basic scheme of market attractiveness and competitive strength matrix48

223 Strategic process

The general strategic process is described exemplary by Kohloffel in order to get an idea about the
practical realization. The strategic development process is organized as a project if a strategic plan is
initiated for the first time. The project organization covers a project team, a professional support
and a committee.

The project team consists of experienced employees who think strategically. The team is
responsible for the project management, for the development of strategic ideas as well as for the
preparation of workshops and presentations.

Professional support can be provided by internal employees as well as through external strategic
advisers. They have to perform workshops in order to define the strategic target system. In
addition, this team has to prepare data and analysis.

The committee consists of the management of the strategic business unit as well as of
representatives in higher enterprise levels. The group defines the members of the project team, sets
time points of workshops and encourages the realization of results.

In general, three management workshops can be performed i the development process of a
strategy. The first workshop 1s used to define a general strategic framework. Targets of the first
phase should be the vision and mission as well as the formulation of the strategic target system.

The results of environmental analysis are needed in the second workshop. The conclusions are used
to work out the strategic mnitial situation of the business umit or the enterprise.

Part of the third workshop is the development of a strategic plan which consists of the prepared
targets and strategies. Finally, the responsibilities as well as the time points for the realization of the
concept have to be defined.

The strategic development process should be worked out once a year if a strategic plan already
exists. It is useful to check and redefine the validity of the target system every year.

Dealing with topics of strategic planning is an important task for every business unit management.
A successful strategic plan is given if environmental changes can be observed early.49

4 Source: Cf. Al Laham/Welge (2003),p.351
4 Cf. Kohlsffel (2000),p.113
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224 Strategic plan

The base strategy of a business unit can be written in a so called strategic plan. This plan consists of
the description of the strategic environment and the business unit.

The description of the environment with the help of market, competition, and customer data shows
chances and nsks which can be used to define conclusions for the own operations. The
environmental analysis 1s used to check if the planned busimess development can be realized under
the existing environment situation.

The business part contains data concerning the targets and development of the business unit.
Especially, the revenue, market share and EBIT development are main topics of this part.

Measures have to be worked out for the major parts of the strategic plan. They describe the way to
reach the target. The conversation as well as the control of the strategic plan is possible by setting
time points and defining responsibilities.

The internal communication of the strategic target as well as of the plan itself play a significant role
to reach the desired target. Strategic plans are defined by responsibilities of the business unit but
lots of employees participate i the conversation. Employees have to know the main topics of the
strategic plan to focus the whole organization on the common targets and strategies.50 The
structure of a strategic plan 1s provided by Kohloffel in table 2.5.

Iinvironmental analysis / \ Business unit plan

. R
e  Market data / ooy \ ) evenue

e Competition situation \ check / e  Market share
e Distribution channels e EBIT
e Purchase criteria of \ / e Employee
customers e  Measures/Milestones

Tab. 2.5 Structure of a strategic plan’51

2.25 Strategic analysis

The environmental as well as the enterprise analysis can be used to define enterprise strategies with
the so called SWOT concept which is described in chapter 2.2.6.1. The enterprise analysis 1s
performed to identify the strengths and weaknesses of the company. The opportunities and threats
can be analyzed with the so called environmental analysis.** The connection between the
environmental and enterprise analysis 1s shown in figure 2.8 provided by Bea and Haas.

Environment Enterprise

Environmental analysis Enterprise analysis

Strategic targets

(external) (internal)
Opportunities Strengths
and threats analysis and weaknesses analysis

Strategy decision
2y

Fig. 2.8 Environmental and enterprise analysis53

0 Cf. Kohloffel (2000),p.119

' Source: Cf Kohléffel (2000),p.119
2 Cf. Al Laham/Welge (2003),p.187
>3 Source: Cf Bea/Haas (1995),p.94
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2.2.5.1 Environmental analysis (external)

The external or environmental analysis has to consider the global environment, the structure of the
branch and the competition. Identifying of environmental influences is a major task in the strategic
management process.>* The different steps of the environmental analysis can be described by the
following way. *°

1.

2.

Scanning: This part tries to identify all kind of stakeholder groups. The result can be a so
called stakeholder map.

Monitoring: The second step covers the identification of relevant trends which are
important for the enterprise. The main task is the detection of targets, arguments and
instruments in order to realize targets of identified stakeholder groups.

Forecasting: The third part finds out the direction, extension and mtensity of
environmental changes. Threat potentials can be studied by using techniques like trend or
scenario analysis.

Assessment: The last step evaluates the results of scanning, monitoring and forecasting in
order to identify threats or opportunities for the enterprise. Afterwards, the searching of
strategies can be initiated.

2.2,5.1.1 Global environment

The global environment of companies can not be controlled or influenced in comparison to the
competition environment. It acts as a data framework to which the enterprise has to adapt itself.
The task of the analysis of the global environment is the identification of changes in the relevant
environment segments. The resulting consequences for the companies have to be defined. Al
Laham and Welge defined four relevant segments of the global environment which have to be
analyzed. 56

Economic factors:

Interest rate
Exchange rate
Inflation rare
Credit worthiness

Socio cultural factors:

Population mix

Demography of population
Values and attitude of society
Educational level

Technological factors:

Technological development in the industry

Technological development in alternative branches of industry
Product and process innovations

Environmental technology

Political factors:

Political ideology of government

Political stability

Legislation of the government, states or rural communities
Competition laws

* cf Al Laham/Welge (2003),p.187
%5 Cf. Bea/Haas (1995),p.91
¢ Cf. Al Laham/Welge (2003),p.190
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2.2.5.1.2 Structure of branch

The structural characteristics of a branch can be described by the five forces concept which was
introduced by Porter. The intensity and dynamic of the competition determine the structural
characteristics of the branch.>’

The five major competition forces are shown in figure 2.9 provided by Porter.

Threat of new
competitors
A
w " Rivalry between w
Bargaining power of > HVaty : Bargaining power of
: existing enterprises
suppliers purchasers

4

Threat of
substitution products
and services

Fig. 2.9 Five forces concept58
1.) Threat of new competitors

The threat of new competitors depends on the market entry barriers for newcomers. The height of
theses barriers is influenced by the following factors: *°

Product differentiation: Products of known enterprises are already on the market. Differentiation
creates new entry barriers because the competitors have to pass existing customer loyalties.
Economies of scale: New competitors have to enter the market with lower number of pieces to
achieve the so called fix costs degression effect.

Capital requirement: Passing market entry barriers often needs a massive mvestment in research
and development.

Market identity: Established brands or products are characterized by a strong customer
preference.

Access to distribution: Established enterprises use or own existing distribution channels through
signed contracts. Building up new distribution systems demands high mitial investments of
competitors.

Regulations by the state: The state can encourage the market entry through the aid for existence
foundations or by providing subsidies. On the other side, monopolies by the state can be significant
market barriers for newcomers.

Absolute costs advantages: Present competitors have costs advantages if the average costs
(independent of the production) are smaller than the costs for the newcomers. Reasons for this
case can be know how, experience and technology of the established enterprises.

5 Cf. Porter (1999),p.33
58 Source: Cf. Porter (1999) p.34
% Cf. Al Laham/Welge (2003),p.198
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2.) Bargaining power of suppliers

Suppliers can use their bargaining power by calling for higher prices, reducing quality or cutting
down the supply. The power of suppliers is considerable if the concentration level in the supply
segment is high and if the substitution possibility of input products is low. A massive supply power
can be expected if lots of purchasers depend on a small group of suppliers which delivers
significant input products.®®

3.) Threat of substitution products and services

Substitution products cover the same functions as original products of the branch. These products
define the highest price level which can be determined by an enterprise. Substitution products have
to be considered if they can improve the price/performance relationship against a product of the
branch and if the producers achieve high profits. The position against substitution products can be
strengthened by common strategies of established competitors like publicity campaigns or
formation of unit production standards (collective operations).®’

4.) Bargaining power of purchasers

The five forces concept defines purchasers as a competition force which can nfluence the profit of
the branch by calling for lower prices, higher qualities and services. The bargaining power of
purchasers is given by looking at the following conditions: 62

Concentration level of purchasers: A purchasers group which is small but powerful can influence
the offer structure massively.

Value of products: The purchasers will react with a price sensitive and selective purchase behavior
if the products cover the main part of the purchase budget.

Standardization level of products: Products which are not differentiated increase the bargaining
power of purchasers because they can always find alternative products.

Threat of backwards integration: Purchasers can bargain concessions through the threat of
backwards integration. In addition, purchasers which are partial integrated produce single products
and buy the rest from external suppliers. As a consequence, the knowledge of production costs can
be used in the bargaining process.

Market transparency: The bargaining power of purchasers 1s tremendous if they have information
about the demand, the market prices and the costs for suppliers.

5.) Rivalry between competitors

The rivalry between competitors within the branch is expressed in price competitions, advertising,
free service and guarantee performances as well as in the introduction of product innovations.

The rivalry level of competitors in the branch depends on the following structural factors: *®

Level of product differentiation: The consequence of a missing product differentiation 1s an
intensive price competition. Product differentiation can protect against a massive competition.
Rearrangement costs: The competition intensity will be higher if the customers could not be bind
to the own product.

Market exit barriers: The competition of established competitors is intensive if the market exit
barriers are high. Competitors are forced to stay in the market. Examples of these kind of barriers
are staff costs, value reduction of plants as well as emotional relationships with present operations
of the enterprise.

Culture of the branch: There are traditional branches which are strong competitive like the trade
and branches with a moderate competition level like the insurance or banking sector.

% Cf. Bea/Haas (1995),p.84

5 Cf. Porter (1999),p.56

62 Cf. Al Laham/Welge (2003),p.202
63 Cf. Bea/Haas (1995),p.87
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2.2.5.1.3 Competition analysis

The analysis of competitors plays a major role n the strategic concept of an enterprise. The strong-
est competitors as well as smaller ones have to be considered. Porter introduced four steps which
should be part of a competition analysis.

1.)Future targets of competitors: The knowledge about these targets allows to analyze if a
competitor 1s satisfied with the present situation as well as with its financial results. Further on, a
prediction of a possible strategy change can be made.

2.)Identification of assumptions: Assumptions of competitors must be divided into two groups.

e Assumptions of the competitor about the own situation (for example about the own
strengths)

e Assumptions of the competitor about the branch and the other enterprises (for example
assumptions about the branch trend)

Chances for the own enterprise are given if the assumptions of the competitor are not realistic.
Reasons for these wrong assumptions can be historical connections with a special behavior.

3.)Development of statements concerning the present strategy of competitors.

4.)Assessment of competitor’s abilities: The strengths and weaknesses of a competitor
determine the ability to perform strategic reactions.

The combination of these elements can be used to create a reaction profile of the competitor. It
contains a prediction about the aggressive operations as well as of weaknesses of the competitor.®*
Competitors can be arranged in so called strategic groups to simplify the analysis process. The
analysis of strategic groups covers the whole branch as well as the single competitor.

This kind of analysis delivers information about the intensity of the competition as well as about
the profit potential of a branch. The profit potential is influenced by the rivalry level between
strategic groups. In general, the competition within a group (intra group competition) is expected to
be larger than the competition between different groups (inter group competition). The inter group
competition increases if the number of groups within a branch mcreases and if the size differences
between groups decrease.

The strategic group analysis identifies marginal groups. Unimportant groups contain competitors
which have the intention to leave the branch. These candidates can be possible competitors if they
enter a new group.

In addition, strategic trends can be identified which can be used for further prediction of the
branch development as well as of the future competition mntensity in the market.

Enterprises within a group are influenced by competition measures in the same way. Similar
reaction behaviors can be observed which can be predicted by knowing the groups.®®

2.2.5.2 Enterprise analysis (internal)

The target of the strategic planning is the coordination of potentials of the enterprise with the
demands of the environment. As a consequence, the external analysis has to be combined with the
internal analysis to reach a system of strategic success factors. These factors are used to identify
strengths and weaknesses of an enterprise.

84 Cf. Porter (1999),p.86
8  Cf. Al Laham/Welge (2003),p.228
8  Cf. Bea/Haas (1995),p.94
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2.2.5.2.1 Value orientated analysis

In general, the value added can be defined as the difference between the performance which was
delivered by the enterprise and the performance which was taken over by the enterprise (pre-
perﬁ)rmance).67

Value added = Overall performance — Pre- performance

The value added which 1s described in figure 2.10 can be seen as a balance of value streams
between customers and enterprises on one hand side and between suppliers and enterprises on the
other hand side. The value added 1s the amount which s left for the distribution among employees,
equity capital mvestors as well as borrowed capital investors. In addition, the value added can be

used to maintamn and develop the enterprise.68
Yield
Value added < Costs of
value added
activities Revenue
Valued
pre-
performance

Fig. 2.10 Definition of value added69

The enterprise analysis mntroduced by Porter 1s based on value chains. The value chain defines the
overall value and consists of the profit range as well as of value activities. These activities which are
physical and technological distinguishable create a value for customers. The profit range is the
difference between the sales and the sum of costs which appeared by performing value activities.
Porter divided the value chain into primary and supporting activities. The structure of the value
chain 1s shown n figure 2.11.
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Fig. 2.11 Structure of value chain70

& Cf Kohloffel (2000),p.164

8 Cf Kirsch (1991),p.521

89 Source: Cf. Kohlsffel (2000),p.164

®  source: Cf. Al Laham/Welge (2003),p.245
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Primary activities cover the entrance logistics, operations, marketing & sales, exit logistics as well as
service.

¢ Entrance logistics: Arrival, storage and distribution of resources and raw materials.

e Operations: Activities which are related to the transformation of inputs into outputs.

e Marketing & sales: Advertising activities or field services to market the product.

e Exitlogistics: Operations which cover the storage and distribution of the final product.
e Service: Service activities which are performed to maintain the value of the product.

The supporting activities cover all operations which are used to perform the primary ones.

Procurement: This category covers the purchase of inputs which are used in the value chain.
Procurement has a strategic relevance because it influences the costs and qualities of the inputs.
Technology development: This element contains all activities which are related to the
improvement of products or processes. Examples of these technologies can be found in the
communication, electronics, mechanics or in the metallurgy sector. A technological configuration of
the whole value chain can lead to competition advantages.

Personnel: The human resource management covers the recruitment, payment, assessment,
employment and further training. Competition advantages can be achieved through a highly trained
and motivated staff.

Enterprise infrastructure: The firm infrastructure covers financial management, accountancy,
business leadership and information systems.”"

2.2.5.2.2 Customer orientated analysis

The separation of technological and market orientated philosophies in enterprises leads to different
behavior patterns. The technological point of view starts with the initial idea which 1s followed by
the development of the product. After passing successful tests, the product is offered to the
customer.

The market orientated philosophy sets the customer desire in the centre of the development and
planning process. The product or service should meet the customer desire. In addition, a special
value has to be created for the customer which leads to a competition advantage.
Markets in highly developed industry nations are saturated. Products and services are global
available and similar in performance and technology. The customers expect integrated system
solutions provided as a whole. These are the main reasons for the significance of customer analysis
as part of the environment.

The following elements have to be considered by performing a customer analysis:

Customer segment

Questions like “Which customers determine the market?”, “What are the demands and problems of
customers?” or “Which kind of customer segments can be differentiated” can be used to define
customers segments. Criteria for the formation of customer segments can be the location, type of
organization, price sensitivity, service intensity or the product image.

Purchase process

The analysis of the purchase process requires mnformation about the structure of the purchase
process and about significant purchase factors. The most important questions which can be used to
analyze the purchase process are “How 1s the purchase process organizedr”, “Who determines the
purchase decision?” and “Which are the significant purchase factors?”.

The question “Who determines the purchase decision?” tries to define if the user of the final
product/service or a central sale determines the purchase decision.

The service organizations of strategic business units have to know the desires and expectations of
the customers to offer the best purchase process.72

" Cf. Al Laham/Welge (2003),p.246
72 Cf. Kohlsffel (2000),p.141
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Porter divided the purchase criteria into utilization and signal factors. Utilization factors influence
the real value for the customer. Examples of utilization factors are the price, delivery period or
product quality.

Signal factors show the value of the offered performance. They can be the advertising, designing of
the sale room or the image of the enterprise.

First, the enterprise has to find out which kind of utiization or signal factors are important.
Afterwards, the enterprise should evaluate if the products and services fulfil these criteria. In
addition, the enterprise has to define if the competitors meet the significant purchase factors. The
results of these evaluations have to be compared with the own position. The outcome has to be
part of the business strzttegy.?3 Instruments like the customer portfolio or the ABC analysis which
are used to define customer related strategies are described in the chapter 2.2.6.4.

2.2.6 Concepts of strategic development

Concepts of strategic development are used to combine the elements of the environmental and
enterprise analysis. They allow the evaluation of the business situation as well the development of
ideas for future strategies.

2.2.6.1 SWOT- analysis

The SWOT- analysis (Strengths, Weaknesses, Opportunities, Threats) 1s a flexible method which
can be performed to combine the opportunities and threats of the environment with the own
strengths and weaknesses. The idea of this analysis 1s that an effective strategy should be focused
on the reduction of weaknesses and on the utilization of strengths in order to use opportunities as
well as to defend threats. This kind of analvsis makes the development of strategies easter because it
shows the strategic call for action.”* Lombriser and Abplanalp introduced the SWOT- analysis with
examples in a matrix structure as shown in figure 2.12.

\ Environment Opportunities Threats

AN factors Liberalization of markets New competitors
Enterprise New business structures Market saturation
factors Increasing environmental Dramatic drop in prices

awareness
Strengths
Cash position
Research & Development SO Strategies ST Strategies
Market — Know How
Weaknesses
Costs position . .
P WO Strategies WT Strategies

Product complexity

Market penetration

Fig 2.12 SWOT matnx75

* Cf Porter (1989),p.191
74 Cf Kohloffel (2000),p.155
Source: Cf. Lombriser/Abplanalp (1997),p.188
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Four strategy tvpes can be derived from the SWOT matrix: e

SO Strategies: These kind of strategies are based on present strengths of the enterprise. The target
of these strategies is to use the opportunities of the environment. This ideal case 1s given if yields
from present business units can be used to support the building up of growth businesses.

WO Strategies: The target of these strategies 1s the removal of internal weaknesses in order to use
the opportunities of the environment. Mid term, weaknesses should be transformed to strengths in
order to reach the SO position.

ST Strategies: These strategies are focused on the utilization of strengths of the enterprise in order
to minimize the risks and threats of the environment.

WT Strategies: The targets of these kind of strategies are the minimization of weaknesses to
defend environmental threats.

2.2.6.2 Experience curve
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