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Abstract

Since its emergence in the 1960’s, the field of strategic management and strategy formulation has
evolved into a complex area of study, even for the most knowledgeable and experienced strategist.
Strategy Safari (FT Prentice Hall, 2002), subtitled “A Guided Tour through the Wilds of Strategic
Management” by Henry Mintzberg, Bruce Ahlstrand and Joseph Lampel is an overview of the full
field of academic and business studies of strategy formulation, based on previous lecture series
delivered by Mintzberg. In that book, the authors identified ten (10) schools of strategy formula-
tion. One of which is the design school. The “design school” of strategic management, which focus-
es on a non-complex model that perceives the process of strategic formation as a design process to
reach a satisfactory balance between internal distinctive competence and external threat and op-
portunity. Strategy formation should be a conscious, informal and controlled process of thought.
While the model has limitations, four conditions may encourage an organization to use the design
school model, including when relevant knowledge has been established and a situation is stable;
an organization can cope with a centrally articulated strategy; and one person can handle all data
connected to developing strategy. There are several criticisms of the design school of thought on
its reliability and validity. The authors have counteracted with these criticisms and explained that
it is based on assumptions which are misleading, as the concept propagated by design school was
over simplified and restricted in application.
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1. Introduction

Throughout time, a large amount of thinkers has addressed the issues related to business strategy systems from
many different angles. To a large extent, the difference in perspective can be understood from a wide range of base
disciplines on which the strategy arguments are based, for example economics, biology, anthropology, philosophy
and politicology.

Nowadays, most business enterprises are engaged in strategic planning by using new ideas, objects, practices
and reaching the goals. Generally, strategy is a simple way to analyze the current situation of the organization,
expected future situation, the right direction confidently and achieving the objects of the organization. Actually, it
is more than that which provides the systematic way for identifying and evaluating factors external to the firm and
fixing them with the organization’s abilities. In addition, strategy is a long process over long time periods with
individual resources within a competitive environment to meet customer needs. In other words, strategy is a
method or process of direction and a scope of an organization to achieve opportunities with its pattern of resources
and meet the demand of markets and stakeholder expectations. A company’s strategy can decide the fate of an
organization, help them to create innovative products and sustain their competitive advantage.

Though there is no single universal definition of strategy, it may however be defined as “the pattern or plan that
integrates an organizations major goals, policies, and action sequences into a cohesive whole.” A well formulated
strategy helps to marshal and allocate an organization’s resources into a unique and viable posture based on its
relative internal competencies and shortcomings, anticipated changes in the environment, and contingent moves
by intelligent opponents. Mainly Strategies are shaped and designed for the whole organization by senior mana-
gers, therefore administering strategy should start from the top to bottom. Effective strategies involve discussion
and communication. Strategic management focuses on integrating managerial abilities and techniques such as
marketing, financial/accounting, human resource management, production management, research development to
achieve organizational success [1]. Organizations should be able to sustain competitive advantage in a discrete
and identifiable market. It is the way a company creates value through the configuration and coordination of its
multimarket activities. When all these are carefully managed then the organization is able to achieve its competi-
tive or corporate advantage. Strategy formulation is therefore the process of identifying or deciding what to do
with a combination of different factors.

The literature that can be subsumed under “strategy formation” is vast, diverse and, since 1980, has been
growing at an astonishing rate. There has been a general tendency to date it back to the mid-1960s, although
some important publications precede that date, such as Newman’s initial piece “to show the nature and impor-
tance of strategy” in the 1951 edition of his textbook Administrative Action [2]. Of course the literature on mili-
tary strategy goes back much further, in the case of Sun Tzu probably to the fourth century BC as indicated by
Griffith in Sun Tzu [3]. A good deal of this literature naturally divides itself into distinct schools of thought.

There are numerous ways of studying strategic management; some of them are more pedagogic than others.
One method is to classify strategic management into schools of thought and this is in terms of teaching and
learning an ingenious method. Mintzberg et al. [4] propose a total of 10 schools of thought, these been catego-
rized into two: Firstly prescriptive schools which were especially in vogue in the 70s and 80s and to some extent
are still very much loved by companies today. Secondly, descriptive schools, most of which have been discov-
ered over the last 20 years.

Mintzberg emphasizes this broad diversity of perspectives in the current debate and has identified ten main
distinct schools in strategic thinking [5]. Three of these schools—Design, Planning and Positioning School—fall
under the prescriptive school and the other seven schools—Entrepreneurial, Cognitive, Learning, Political, Cul-
tural and Environmental School—are descriptive in nature. As with any classification, there is a certain danger
in the sense that trying to put rich individual ideas and concepts into a limited number of “boxes” which may
lead to oversimplification. However, this classification of strategy schools does contribute to a deeper under-
standing of how strategy, systems are perceived in a limited number of the mainstreams of thinking. Ten deeply
embedded, though narrow, concepts typically dominate current thinking on strategy.

Among the schools of thought on strategy formation, one in particular underlies almost all prescriptions in the
field. Referred to as the “design school”, it proposes a simple model that views the process as one of design to
achieve an essential fit between external threat and opportunity and internal distinctive competence. The design
school therefore proposes a model of strategy making that seeks to attain a match, or fit, between internal capa-
bilities and external possibilities. In the words of this school’s best-known proponents, “Economic strategy will

)



A. Sarbah, D. Otu-Nyarko

be seen as the match between qualifications and opportunity that positions a firm in its environment”. Design
School has an important and influential contribution in developing other schools of thoughts and providing a
foundation to strategic management principles.

2. Origins of the School

The design school has been very influential in the development of business strategy and can be seen as the fore-
runner of the positioning school. The real impetus for the design school came from the General Management
group at the Harvard Business School, beginning especially with the publication of its basic textbook, Business
Policy: Text and Cases [6], which first appeared in 1965. Philip Selznick’s [7] in particular, introduced the no-
tion of “distinctive competence”, discussed the need to bring together the organization’s “internal state” with its
“external expectations”, and argued for building “policy into the organization’s social structure”, which later
came to be called “implementation”. Chandler [8], in turn, established this school’s notion of business strategy
and its relationship to structure.

The school therefore originated with the publication of Philip Selznick’s “Leadership in Administration” in
1957 and Alfred D. Chandler’s “Strategy and Structure” in 1962. Philip Selznick was the first to articulate the
basic concept that undergirds this model and wrote in his book [9] that:

“Leadership sets goals, but in doing so takes account of the conditions that have already determined what the
organization can do and to the extent that it must do. In defining the mission of the organization, leaders must
take into account:

1) The internal state of the policy: the strivings, inhibitions and competences that exist within the organization,
and
2) The external expectations that determine what must be sought or achieve if the institute is to survive.

But the real impetus for the design school came from the General Management group at the Harvard Business
School, beginning especially with the publication of its basic textbook, Business Palicy: Text and Cases, which
first appeared in 1965.

From the mid-sixties the school was highly influential in the Harvard Business School. Kenneth Andrews of
Harvard Business School has been given credit as a primary architect of the “Design” school of strategic man-
agement, along with Chandler and Ansoff [10]. They emphasize the leader’s role, under the design school, as
that of the primary planner of the medium to long-term development of the organization. This “design school
planner” leader, designs strategic developments by formulating a strategy in a controlled and conscious process
of thought. He/she is the leader who creates success by asking and answering the questions of “Where are we
now?” “Where do we want to be?” and “How are we going to get there?” In a process of systematic business
planning. The “design planner”, therefore, is an expert at anticipating, with the help of strategic planning’s ana-
lytical techniques, what future business environments are to be like, and at devising appropriate product-market
strategies which fit productively (economically speaking) with the environmental opportunities and threats fac-
ing the organization and its resource strengths and weaknesses.

According to the design school, therefore, strategy, systems are prescribed to be deliberate in nature and
strategy formation is regarded as a process of conscious thought. Responsibility for that control and conscious-
ness must rest with the chief executive officer, who is thereby the main strategist. Moreover, the model of strat-
egy formation should be kept as simple and informal as possible. Strategies should be one of a kind, where the
best ones result from a process of individualized design. The strategy, systems thus should be regarded as a true
design process, which is complete when strategies appear fully formulated. Thereby strategies should be made
explicit and they have to be kept simple. Finally, only after these unique, full blown, explicit, and simple strate-
gies are fully formulated can they be implemented.

The design school therefore represents, without question, the most influential view of the strategy-formation
process. At its simplest, the design school proposes a model of strategy making that seeks to attain a match, or
fit, between internal capabilities and external possibilities. In the words of this school’s best-known proponents,
“Economic strategy will be seen as the match between qualifications and opportunity that positions a firm in its
environment” [11].

3. The Design School Model

Henry Mintzberg taught that “strategy formulation is judgmental designing, intuitive visioning, and emergent
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learning; it is about transformation as well as perpetuation; it has to include analyzing before and programming
after as well as negotiating during.” In 1998, Mintzberg outlined activities, aligned with figure below, that need
to be carried out by upper management:

1) Conducting an internal appraisal to understand the organization’s competencies, strengths, and weakness;

2) Conducting an external appraisal of the environment to determine threats and opportunities.

At its simplest, the design school proposes a model of strategy making that seeks to attain a match, or fit, be-
tween internal capabilities and external possibilities. The model places primary emphasis on the appraisals of the
external and internal situations, the former uncovering threats and opportunities in the environment, the latter
revealing strengths and weaknesses of the organizations (aka SWOT analysis).

The model places primary emphasis on the appraisals of the external and internal situations, the former unco-
vering threats and opportunities in the environment, the latter revealing strengths and weaknesses of the organi-
zation (Figure 1).

On external appraisal, the technological, economic, social, and political aspects of a company’s environment
are important and a brief consideration of the issues of forecasting and scanning. While on internal appraisal,
commitments to ways of acting and responding are built into the organization are crucial. Two other factors are
believed to play major role in strategy making. One is managerial values—the beliefs and preferences of those
who formally lead the organization, and the other is social responsibilities—specifically the ethics of the society
in which the organization functions, at least as these are perceived by its managers.

The figure below shows the model and the other two other factors believed to be important in strategy making.
These as discussed above are the managerial values-the belief and preferences of those who formally lead the
organization, and the other is social responsibilities-specifically the ethics of the society in which the organiza-
tion function, at least as these are perceived by its managers. Once alternative strategies have been determined,
the next step in the model is to evaluate them and choose the best one. Finally, virtually all of the writings of this
school make a clear that once a strategy has been agreed upon, it is then implemented.

The design school is one of the ten strategic management schools of thought that was coined by Mintzberg et
al. The design school views strategy formulation as a process of conception where the central challenge is to es-
tablish a fit between the firm’s qualities and the opportunities present in the environment.
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Figure 1. The basic design school model.
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The design school endorses a prescriptive view of strategy formulation, being potentially more concerned
with how strategy should be formulated rather than how it actually is. This school therefore seeks to find a
match or fit for internal capabilities and external possibilities. It says to think before you leap. It lays a lot of
importance in the analysis of external and internal situations. The “design” school is responsible for the devel-
opment of the Strength, Weaknesses Opportunities Threats (SWOT) model. In this model, the strengths and
weaknesses of a company are mapped, together with the opportunities and threats in the marketplace.

The data can be used to analyze various strategic options, which both exploit the internal opportunities and
anticipate the market situation. Reaching a good fit between the internal opportunities (strengths and weaknesses)
and the external circumstances (opportunities and threats) can be considered to be the central guideline of this
school of thought. A key role in the strategy formation is played by the board of directors, and in particular by
the chairperson. External covers the threats and opportunities and the internal covers the strengths and weak-
nesses. Basically, it is a SWOT analysis. Social responsibility and Managerial values also play a role in the for-
mulation of the strategy. Once the alternatives are figured out, the best of them are chosen. Once a strategy is
chosen, it is then implemented.

This approach can be further formalized into a more systematic approach. In this perspective, strategy forma-
tion consists of developing, formalizing and implementing an explicit plan. The well-known SWOT analysis is
therefore one of the main central tools of the design school. The strategy of an organization is designed through
the analysis of its internal strengths and weaknesses that define the firm’s distinctive. The evaluation of external
opportunities and threats help to define the key success factors. These are combined to allow for the creation of
strategy, or at least the definition of a number of strategic alternatives.

The resulting strategy alternatives are evaluated and refined using the firm’s managerial values—the beliefs
and preferences of the organization’s leaders-and social responsibility—the ethics of the social environment as
perceived by the managers.

Richard Rumelt [12] suggests that the strategy must be evaluated once it has been selected from multiple op-
tions. This evaluation should be based upon following tests which are considered to be the best evaluation
framework:

» Consistency: The strategy must not present mutually inconsistent goals and policies.
* Consonance: The strategy must represent an adaptive response to the external environment and to the criti-
cal changes occurring within it.
* Advantage: The strategy must provide for the creation and/or maintenance of a competitive advantage in the
selected area of activity.
* Feasibility: The strategy must neither overtax available resources, nor create unsolvable sub problems.
Once the best possible strategy has been selected, implementation follows.

3.1. Premises of the Design School

Running through most of the literature that was identified with this school are a number of fundamental premis-
es about the process of strategy formulation. A number of basic premises underlie the design school, some fully
evident, others only implicitly recognized. These premises include external environmental variables and factors
of strength and weaknesses as their variables. These premises are as follows:

1) Strategy formation should be a deliberate process of conscious thought. Action must flow from reason: ef-
fective strategies derive from a tightly controlled process of human thinking. Strategy making in this sense is
an acquired, not a natural, skill or an intuitive one—it must be learned formally.

2) Responsibility for that control and consciousness must rest with the chief executive officer: that person is the
strategist, the manager who sits at the apex of the organizational pyramid. It might be noted that this premise
not only relegates other members of the organization to subordinate roles in strategy formation, but also pre-
cludes external actors from the process altogether (except for members of the board of directors, who An-
drews believed must review strategy).

3) The model of strategy formation must be kept simple and informal. Fundamental to this view is the belief
that elaboration and formalization will sap the model of its essence. This premise, in fact, goes with the last:
one way to ensure that strategy is controlled in one mind is to keep the process simple. This distinguishes the
design school from the entrepreneurial school on one side and the planning and especially positioning

schools on the other.
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4) Strategies should be one of a kind: the best ones result from a process of individualized design. As suggested
above, it is the specific situation that matters, not any system of general variables. It follows therefore, that
strategies have to be tailored to the individual case. And that process above all should be a “creative act”, to
build on distinctive competence.

5) The design process is complete when strategies appear fully formulated as perspective. This school offers
little room for instrumentalist views or emergent strategies, which allow “formulation” to continue during
and after “implementation”. The big picture must appear—the grand strategy, an overall concept of the
business.

6) These strategies should be explicit, so they have to be kept simple. Andrews, in common with virtually all
the writers of this school, believed that strategies should be explicit for those who make them, and, if at all
possible, articulated so that others in the organization. “Simplicity is the essence of good art”.

7) Finally, only after these unique, full-blown, explicit, and simple strategies are fully formulated can they then
be implemented. Central to this distinction is the associated premise that structure must follow strategy. It
appears to be assumed that each time a new strategy is formulated, the state of structure and everything else
in the organization must be considered a new.

3.2. Critique of the Design School

The writings of the design school can be critiqued on a number of levels. In perhaps the most general sense, the
school has denied itself the chance to adapt. Research results that have put parts of it under suspicion were not
considered; indeed, there was no reason to, if the model could not be elaborated upon.

A strategy that locates an organization in a niche can narrow its own perspective. This seems to have hap-
pened to the design school itself (not to mention all the other schools) with regard to strategy formation. The
premises of the model deny certain important aspects of strategy formation, including incremental development
and emergent strategy, the influence of existing structures on strategy, and the full participation of actors other
than the chief executive.

The important criticism is about:

* How does an organization know its strengths and weaknesses? On this, the design school has been quite
clear—by consideration, assessment, judgment supported by analysis; in other words, by conscious thought
expressed verbally and on paper. One gets the image of executives sitting around a table, discussing the
strengths, weaknesses, and distinctive competencies of an organization, much as do students in a case study
class. Having decided what these are, they are then ready to design strategies.

* But are competences distinct even to an organization? Might they not also be distinct to context, to time,
even with the application? In other words, can any organization really be sure of its strengths before it tests
them?

The criticism is dealt by the following steps:

Assessment of Strength and Weaknesses: By Passing Learning: The question of how a firm is going to de-
termine its strength and weaknesses is addressed by simply analyzing the firm’s present position. This analysis
requires judgmental behavior. Every strategic change involves some new experience, a step into the unknown,
the taking of any kind of risk. Therefore, no organization can ever be sure in advance whether an established
competence will prove to be a strength or a weakness.

Structure Follows the Strategy: As the Left Foot Follows the Right Foot: The past counts, just as does the
environment, and organization structure is a significant part of that past. Claiming that strategy must take prece-
dence over structure amounts to claiming that strategy must take precedence over the established capabilities of
the organization, which are embedded in its structure. The structure may be somewhat malleable, but it cannot
be altered at will just because a leader has conceived a new strategy. Many organizations have come to grief
over just such a belief.

Making Strategy Explicit: Promoting Inflexibility: Once the strategies have been created, then the model
calls for their articulation. Failure to do so is considered evidence of fuzzy thinking, or else of a political motive.
But there are others, often more important, reasons not to articulate strategy, which strike at the basic assump-
tions of the design school. Explicit strategies are blinders designed to focus direction and so to block out peri-
pheral vision. They can thus impede strategic change when it does become necessary. Put differently, while
strategists may be sure for now, they can never be sure forever. The more clearly articulated the strategy, the
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more deeply embedded it becomes in the habits of the organization as well as in the mind of its strategists.
Separation of Formation from Implementation: Detaching Thinking from Acting: The formulation-im-
plementation dichotomy is central to the design school—whether taken as a tight model or a loose framework.
In summary, the criticism leveled on the design school was bulleted below:
= No clarity in the organization in terms of its strengths and weaknesses.
= When, how and when not should be the strategies formulated were not well defined.
= The major assumption is that the data can be aggregated and transmitted to the upper levels without substan-
tial losses.

= The environment can always be understood and is sufficiently stable in the future.

= How does an organization know its strengths and weaknesses? Can organizations, be sure of its strengths
before it tests them? The discovery of “what business are we in” cannot be undertaken merely on paper.
More often than not, strengths turn out to be far narrower than expected, and weaknesses far broader.

= Certainly strategies must often be made explicit, for purposes of investigation, coordination and support. The
questions are when? And how? And when not? How? And when not?

= The major assumption is that the data can be aggregated and transmitted up the hierarchy without any sig-
nificant loss or distortion. This assumption often fails, destroying carefully formulated strategies in the
process.

= The other significant assumption in the design school is that environments can always be understood, cur-
rently and for a period well into the future and that the environment itself is sufficiently stable or at least
predictable. There is, however, no one best route to truth in strategy, indeed no route at all.

= Strategy must be formulated in full before implementation.

= Once implementation takes place, there is no space for changing the strategy.

= Learning plays no part in this approach.

= |t places an organization quite firmly into a market niche, limiting its potential to break into new markets.

= The approach is too rigid and does not allow flexibility.

In spite of such criticism, the design school has been a dominant architect of contemporary strategy manage-
ment. Its focus on simplicity and on a centralized (unilateral) decision-making process has helped many firms to
strengthen their market position. However, this—easy to do and implement recipe requires of certain conditions
to succeed: the person (—brain) taking the role of strategist, should be able to handle efficiently all needed in-
formation. Only then, she or he becomes capable to understand and manage the situation in detail. This implies
that the required knowledge should be in place before the strategy is implemented. However, to be implemented
successfully, a strategy that is centrally conceived must be adopted and supported by the entire organization. In
general, Mintzberg suggests that this type of strategy process (formulation plus implementation) fits better or-
ganizations amid a period of turmoil and one of operating stability.

3.3. Strengths and Weaknesses

The centerpiece in the Strategic Toolkit is the SWOT. This remains popular in textbooks and amongst consul-
tants in spite of new strategic techniques. The SWOT with the design school model is a convenient tool allowing
a consultant drop into an organization, do a SWOT analysis, compile a strategy and move on. But:

e Listing strengths on paper is prone to bias and over-confidence and is very different from testing the organi-
zation and experiencing the strengths at work. Research and popular press alike show that listed strengths are
of uncertain value.

* Experience shows that strengths are narrower than expected and weaknesses broader.

* The business we are in cannot be discovered in a paper exercise but requires testing and experience.

e SWOT information is usually not used in strategy formulation.

* Business literature is full of references to events where assumed strengths either did not materialize or where
they did but turned out to be hindrances.

4. Application of Design School of Thought

The design school model would seem to apply best at the junction of a major shift for an organization, coming
out of a period of changing circumstances and into one of stability. Of course, a clever new management might
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also wish to impose a better strategy for an organization whose circumstances have not changed.

There is another context where the design school model might apply, and that is the new organization, since it
must have a clear sense of direction in order to compete with its more established rivals (or else position itself in
a niche free of their direct influence). This period of the initial conception of strategy is, of course, often the
consequence of an entrepreneur with a vision, the person who created the organization in the first place. The de-
sign school’s major contribution is that it has developed an important vocabulary by which to discuss grand
strategy and has provided the central notion that strategy represents a fundamental fit between external opportu-
nity and internal capability; an “informing idea”.

5. A Look at the Operations of Amazon.com

Amazon.com was one of the first major companies to sell goods over the Internet and has become a worldwide
established name. Amazon.com is an American e-commerce company that is based in Washington. It was
founded by Jeff Bezos in 1994 and began as an online bookstore, but due to its success, Amazon has diversified
into other product lines and services such as groceries, electronics and Merchant Progra. Amazon is the 5th most
admired company in the world. Amazon has embraced what known as a “design school model” of strategy de-
velopment.

Amazon.com’s stock price has fluctuated in over the years from $105 in 1999 to $5 in 2001 [13]. Ama-
zon.com has developed separate websites for Canada, UK, Germany, France, China and Japan. Amazon.com vi-
sion is to become: “Earth’s biggest selection and to be Earth’s most customer centric company.” [14]

Amazon is one company that has adopted and implemented or made use of the design school approach to
strategy formulation. It conducted an internal appraisal of itself, and an external appraisal of threats and oppor-
tunities.

5.1. Amazon.com’s Internal Appraisal Approach

The design school model calls for both external and internal appraisals. An external appraisal helps an organiza-
tion to understand threats and opportunities that are out there in the market. The internal assessment helps the
organization to understand its strengths and weaknesses. The “Strengths, Weaknesses, Opportunities and Threats”
(SWOT) tool is one that most familiar analysis tool and stems from the design school model.

Internal analysis provides a useful method to establish the relationship between Amazon.com’s resources and
capabilities (internal strengths), and how this is used to create value for the customer. The internal analysis can
also help to identify the limitations within Amazon.com’s operations [15]. Knowing, building, and fully leve-
raging strengths in the best manner possible is an important key to creating long-term competitive advantage.
Amazon is a great, leading-edge company that has successfully developed and implemented compelling strate-
gies. Amazon embraced the “design school model” of strategy development. Despite the title, the model is sim-
ple to understand and can be highly effective. It is the one used most by professors and consulting organizations.
The diagram in Figure 1 above is Henry Mintzberg’s illustration of the model.

There are three simple tools that Amazon focuses on as part of its internal appraisal process. They include: (a)
Value Chain; (b) Resources Based View; (c) Financial Analysis.

5.1.1. Value Chain
Amazon developed a value chain of itself to its internal environment so that it can operationally best add value
and maintain a competitive advantage. They used the value chain model from Michael Porter’s book, “Competi-
tive Advantage: Creating and Sustaining Superior Performance.” The value chain analysis undertaken examines
the operational effectiveness of activities that enable Amazon.com to perform better than its competitors; i.e. the
distinctive value chain activities that are difficult to imitate. Using the framework proposed by Amit and Zott
[16], this analysis focuses on “value creation” and “transaction cost economies”; where Amazon.com configures
its value chain activities to create unique value for customers, reduce its costs of carrying out these activities and
reduce the cost of its customers’ transactions. The figure below indicates examples of how Amazon.com has
created value and reduced costs in its value chain activities.

Amazon developed a value chain of itself so internally it can operationally best add value and maintain a
competitive advantage. They used the value chain model from Michael Porter’s book, “Competitive Advantage:
Creating and Sustaining Superior Performance.” [17] This is shown in Figure 2.
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Firm Infrastructure

Value Creation Cost Reduction
Huge Central customer data warehouse available to all business units. Central planning | Amazon.com has a single Technology platform with services being incrementally
function in Seattle corporate headquarters for 7 functions. distributed to other worldwide locations, thus reducing costs by leveraging

investments (Cone, CIO Insight [20]).
Human Resource Management

Value Creation Cost Reduction
Amazon.com offers employees unique benefits such as medical, paid time off and stock | For example in Kentucky, Amazon.com offers a decent rate of pay of about $11 -
grants and relocation allowances. Such a strategy means warehouses could be located in | $12 thus reducing cost of labor.
economically cheaper areas, yet these benefits can attract highly skilled workers (Ward [21]). | Amazon.com sources expertise from highly experienced workers from other
competitors such Walmart (Howells [22]).
Technology Development

Value Creation Cost Reduction
Highly in technol, ds P to leverage new but unknown opportunities Building an IT strategy, IT infrastructure and Data Centre on Linux open software
in digital sales of music, books and videos (The Economist, August 2006[23]). For example thus reducing cost of technol devel Renting i to

being able to quickly digitize media for direct online sales/download or for “Search inside the | other companies reduce total cost of ownership (Business Wire, [25]).
book” service.

Using standard hardware systems from HP to reduce cost of maintenance and compatibility
(Neel, [24]).

Procurement
Value Creation Cost Reduction
Using Strategic Business Unit - Book Surge to keep a rich inventory of digital Specially discovered ways to reduce cost not only without hurtingtheir
copies of books so as to make this readily available for customers through differentiation but by actually raising it, by using practices that are both
print-on-demand and reduce real time of delivery (The Economist, August 2006 efficient and effective or by employing a different technology
[26)). (Porter, 2004, p. 18) [27].
» | Inbound Logistics Operations Outbound Logistics Marketing & Sales Service
‘f_,:‘ Highly reduced returns to | Easy and fast Close proximity to motorways e.g. UK Discounts and price reductions Free returns policy within 30 days.
.; suppliers (such as unsold | payment systems. Fulfilment Centre in Bedfordshire made available with suggested Uses market place to increase channel and
& | books and media) due to | Online customer located next to M1. product mixes. range of goods through 3™ parties and
>, | available accurate contact and Similar products recommended customers.
5 forecasting technology feedback. to customers interactively.
E |8
£ | o3
& [ Efficient gathering 24 hour warehouse ‘Ability to aggregate orders bound for specific | Interactive chipping and parceling Price comparison of new products with used products
information about customer operations to meet locations. price calculations. in market place shops.
experiences to inform customer demands. Free delivery based on single
service inputs and inventory transaction spend.
controls.

Figure 2. Amazon.com value chain.

5.1.2. Resource Based View

The resource based view of a firm suggests that the sustainable competitive advantage and superior performance
of an organization are determined by its distinct capabilities, i.e. resources and competences [18]. The resource
based view helps an organization to determine where to invest in critical resources to have a competitive advan-
tage. The more valuable and rare the right resources are in the right places, the more likely the firm may have a
long-term advantage over its competition.

Therefore, in order for Amazon.com to develop, implement and sustain effective strategies, the capabilities of
the organization need to be exploited [19]. The resource based view, therefore helps an organization to deter-
mine where to invest in critical resources to have a competitive advantage. The more valuable and rare the right
resources are in the right places, the more likely the firm may have a long-term advantage over its competition.
Amazon.com’s resources and competencies have been highlighted in Figure 3.

A firm utilizes its resources and capabilities to create a competitive advantage. The organization’s resources and
capabilities combined together constitute its distinctive competencies. There are two types of competitive ad-
vantage:

e Cost Advantage: A cost advantage exists when a company is able to deliver the same benefits as their com-
petitors but at a lower price.

» Differentiation Advantage: A differentiation advantage exists when a firm is able to deliver benefits that
surpass their competitors.

Amazon successfully identified the right resources and developed its capabilities in key target areas. These
investments resulted in:

» Sophisticated online retailing technologies;

* Personalization features for customers on its websites;

* Reliable and easily scalable IT systems all one platform;

* New products (100 different products in seven major geographic markets);
* Top customer relationship system;

 State of the art warehousing.

5.1.3. Financial Analysis
Amazon reviews at the macro-level:
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r \
Resources [ Competencies ]
\ 7
Tangible: Reliable Web Use of recyclable cardboard for
Infrastructure packaging.
Intangible: Management and Use of economies of scale

maintenance of infrastructure . .
Consistency of service

Threshold Capabilities

Tangible: Scalable IT Systems Between 1995 to 2000

(can be expanded easily) Amazon.com has released over
100 different product categories in

Amazon.com has the largest seven (7) geographic markets

and most sophisticated (Amazon.com 2008b)

collection of online retailing . .
Quick and Easy payment via

“1-Click’ shopping patented
technology (Laudon and Traver,
2003, [30]

technologies available
(Laudon and Traver, [29]

Capabilities for
competitive advantage

Intangible: Centrally managed

web services Outstanding CRM and Website
personalization using complex

Figure 3. Resource based view. Source: Authors construct.

* Revenue to cost of sales overtime;
¢ Revenue and retained profits;
e Gearing, debt and capital structure.

Amazon’s investments are paying off. Their net sales continue to grow, their cost of goods decreases as a % of
sales and their net income continues to increase. And, they continue to invest in initiatives that provide them a
longer-term competitive advantage.

The graph above, Figure 4 shows that net sales have been increasing year on year since 2002. In 2007, we
can see that the gap between net sales and cost of sales was the biggest it had ever been. This indicates that op-
erations and the costs of generating revenue have been managed efficiently.

However, despite the year on year increase in sales revenue, the net income (Figure 5) trend shows that since
2004, reported profit (net income) decreased. Possible reasons for this trend are discussed below.

5.1.4.2004-2006, Drop in Net Income Analyzed

During the 2005-2006 period, the company’s decision to increase investment in technology and marketing with
an extra $662 million as well as increasing the marketing budget by an extra $65 million would have contributed
to the extended down turn of profits. Table 1 shows a net profit margin decreasing from 8.5% in 2004 to a very
low 1.4% within the space of 2 years. Such was the case until 2007 when the upward trend emerged once again;
an indication that some form of recovery is on the horizon.

Importance: Amazon.com deemed investment into these two areas as critical in their bid to stay ahead of
competitors. Payment of dividends to shareholders suffered as a result (0.46 cents per share in 2006 compared to
0.81 cents per share in 2005). Amazon.com will therefore need to consider such requirements and its implication
on reported profit when orchestrating their desired strategic plan.

5.1.5. Gearing, Debt and Capital Structure

The gearing ratio below, Figure 6, (debt/equity) shows the proportion of debt or long term borrowing to capital
employed. In 2005, 82% of the company’s finance was obtained through borrowing. Amazon reduced this to 68%
in 2006. Such factors will need to be considered when considering other strategic options. Gearing leads to in-
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Figure 4. Revenue to cost of sales. Source: Amazon.com.

Revenue and retained profits reviewed
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Figure 5. Revenue and retained profit reviewed. Source: Amazon.com.
Table 1. 1998-2007 performance analyzed in % terms.

e Ivl}l::gl:i)rzo(zz) CIQ\I/Z:ZSgte DEnit{Se 1 on E(:E?t;n(%) Valt?;%lriare E:steut?(‘;s
2007 3.2 8.5 1.07 39.8 $2.88 7.3
2006 1.8 5.0 2.89 441 $1.04 44
2005 3.9 4.7 6.02 135.4 $.59 9.0
2004 85 4.1 -8.18 —259.0 —$.55 18.1
2003 0.7 21 —-1.88 -3.4 —$2.57 16
2002 -3.8 0.4 -1.69 11.1 -$3.49 )
2001 -17.8 -3.0 -1.51 38.7 -$3.86 —34.0
2000 -51.1 —6.6 —2.22 145.9 -$2.71 —66.1
1999 —43.9 —7.2 5.56 —270.4 $.77 —29.2
1998 —20.7 -4.1 2.52 —89.8 $.44 -19.2

Source: Amazon.com.
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GEARING TREND (Debt/Equity)
1998 to 2007
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Figure 6. Gearing trend debt/equity. Source: Amazon.com.

terest payments, decreasing the reported profit levels. Amazon reduced their interest cost by $14 million in 2006
as a result of the change in capital structure. Such progress has continued into 2007, with the company holding it
the lowest amount of debt since 1998.

Importance: New projects need to be financed and therefore the need to borrow external and the implications
of doing so should be considered by Amazon.com. Nonetheless, Table 1 shows that interest cover has been in-
creasing year on year. This ratio measures the ability to meet interest payments. Therefore, the 2007 figure of
8.5 suggests that Amazon.com can meet their interest payments eight and a half times over, a favorable ratio
which will stand them in good stead if future strategies require the attainment of extra finance from debt provid-
ers.

5.2. Amazon.com’s External Appraisal Approach

The external environment is referred to as the macro-environment. This includes the broad environmental fac-
tors which will affect organizations at various levels. It is important to consider the potential impact of the ex-
ternal factors on the individual organizations [31].

The design school model calls for both external and internal appraisals. An external appraisal helps an organi-
zation to understand threats and opportunities that are out there in the market. The internal assessment helps the
organization to understand its strengths and weaknesses. The “Strengths, Weaknesses, Opportunities and Threats”
(SWOT) tool is one that most people are familiar with and stems from the design school model.

To do this, Amazon conducted the external analysis using the following analysis frameworks:

e PESTEL Analysis;

¢ Industry and Competitor Analysis;
e Competitor Analysis;

* Global Internet Trends;

* GE Matrix.

5.2.1. PESTEL Analysis

A PESTEL analysis is a framework or tool used by marketers to analyse and monitor themacro-environmental fac-
tors that have an impact on an organisation. The results are used to identify threats and weaknesses which are used
in a SWOT analysis. (Professional Academy) [32]. An analysis of Amazon.com’s PESTEL are show in Table 2.

5.2.2. Summary of PESTEL

Political, economic, social, technological progress indicates an increasing and attractive market to be exploited
by Amazon.com. The Chinese and Indian markets have shown exceptional growth. The use of internet as a so-
cial networking channel has created new opportunities to be exploited. Additionally, according to Stern et al.,
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Table 2. PESTEL analysis.

PESTEL

@ Key Points Relevance to Amason.com
Government policies promote competition through More affordable internet access and
telecom liberalization, e-commerce promotion and legislation [33]. increase in internet users.
-, . . . . . Faster, better and more reliable
Political High government investment in national ICT infrastructure internet access for national users.
Relaxed EU and North American competition policies . S S
. ) : Rapid expansion into new markets through acquisitions.
on e-retailing as opposed to heavy industries.
High interest rates slow UK customer spending. The credit squeeze
and the housing slump has reduced customer spending in the USA. Amazon.com may consider entering India
However, customer spending is rising in China and India and developing the Chinese market.
due to high economic growth in both countries [34].
. Internet retailing will see tremendous growth between 2006
Economic and 2012 with sales rising over 100%. This growth is More potential customers to Amazon.com.
fuelled by the number of online households in the USA [35].
By 2011, 617 million households across the world will have annual
disposable income exceeding US $5000. 143 million of these will be More potential customers to Amazon.com.
in Asia-Pacific. Second only to western Europe with 185 million.
Increase in online social marketing [36] Marketing needs to take advantage of this new channel.
Social Product category risk and financial risk decrease online shopping [37].  Need to consider overcoming risks to increased users.

Growth of internet from 200 to 2012 is 566.4%. 34.3%
of world population use the internet [38].

There is an increase in broadcasting, information and
telecommunication technologies for internet access.
Technological
Rapid development of “high speed” network services
(e.g. broadband) increase usability of media-rich applications.

Global warming/pollution awareness

Environmental
Have to become more “green” to attract customers

No uniform regulations governing e-commerce covering all the countries

e.g. Data protection act in UK and federal trade commission in USA

EU electronic commerce directive
Legal

Opportunity to increase market share.

Increased frequency of use and sources (e.g. mobile
devices, TV etc.) for internet access by online shoppers.

Media-rich contents are easily made available to online
shoppers.

Less car journeys, more shopping online [39].

Changing business methods and environment
to become more “green”, i.e. with postage
and packaging, work environment.

Be aware of both the domestic and
international law [40].

Could impact the growth of transatlantic
e-commerce given its strict regulations [41].

Removes legal obstacles and provides a more secure
and transparent legal environment.
Increased use for both consumers and businesses [42].

[43] as environmental awareness increases globally it is important that Amazon.com’s strategy support envi-
ronmentally friendly activities. The global nature of Amazon.com’s activities also suggests that strategies de-
veloped should comply with the different legal obligations internationally.

5.2.3. Industry and Competitor Analysis

The analysis on industry and competitor environment is important for organizations, because it is useful for
managers to understand the competitive forces acting on and between the organizations in the same industry
[44].

5.2.4. Porters Five Forces in the E-Retailing Industry

Porter’s five forces analysis is used to assess the attractiveness of different industries, and therefore, it can help
in illustrating the sources of competition in a particular industry [45]. This is indicated in Figure 7.
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Power of Suppliers

Low — For standardised products that are easily available supplier power will be low (12 manage [49])

High — Specialised products and brands increase switching costs for buyers so the suppliers have higher power.
With Amazon products such as the Harry Potter books are exclusive from publisher (Stockport, G. J [50]).

High — Online shops making it easier for publishers/brands to sell directly to consumers without a third party
(e.g. Blackwell’s), suppliers may not need Amazon (Johnson ez al. [51])

High — If there is a concentration of suppliers or certain products in the industry rather than fragmented
(BizningVakil [52])

1

Threat of Substitutes
High — Physical stores and touch, feel, hear factors
(Ward [53] 2001)
High — Renting products online instead of buying them
is increasing in popularity. This is a major concern for
Amazon in their book sales as online retailers such as
Textbookflix.com and BookRenter.com are providing
much cheaper options than buying (RedOrbit [54])
High — The internet is a “Global Market”, consumers
can substitute any product by purchasing from
companies overseas where products are cheaper, but of
good quality (Bennett [55]).
Low — Catalogue/mail order although not as popular
still a substitute to online buying (Chris Mallon [56])

Competitive Rivalry
High — As search engines are becoming
the first choice for consumers when
shopping on-line e.g. Google. This
increases the opportunities for other
retailers (Cassiman&Sieber [57]).
High — There is an increasing amount of
dotcom companies due to the little capital
needed to start up. Smaller niche affiliate
online stores when combined create even
more competition (Amazon.com Inc [58])

Threat of New Entrants
Low — For online established retailers a strong brand
image generates consumer trust (Chaffey D. [59]).
Low — Economies of scale-Retailers that have
refined technology and processes and are able to buy
in bulk can offer the lowest prices. This is a major
competitive advantage as there is much choice online
(Hadro, J. [60]).
Low — Strong experience in the online retail industry
gives e-retailers advantages in terms of cost and
consumer loyalty.
High — Capital requirement entry is a low for online
businesses’ as cost of lease premises is minimal.
(Wiley ef al. [61])

1

Power of Buyers

High — There is a large variety of online shops and comparison websites to compare
best prices (McGrath and Heiens [62])

Figure 7. Porter’s five forces in the E-Retailing industry [38].

5.2.5. Summary of Key Findings from Porter’s Five Forces

e The competitive rivalry amongst the e-retailing industry is intense. From some of the largest to the smallest
companies, dotcom businesses are abundant, making competition intense. Amazon.com competes directly
with big firms such as Barnes and Noble and Ebay.

e The threat of new entrants that are able to compete directly with Amazon.com is low.

e The strong brand image of Amazon.com should be an advantage in any price wars [46].

5.2.6. Competitor Analysis
Given the scope of Amazon.com’s product range, there are hundreds of websites that Amazon.com competes
with. However, for the purpose of economies of scale, many online retailers are either increasing product line
breadth for existing markets, penetrating new markets with existing products or both. In order to capture the
competitiveness of such firms within the online retail industry, strategic group analysis places emphasis on
product line breadth and geographic markets served. From this perspective eBay.com remains a top player
within the group with over twenty-nine (29) geographic locations and twenty-two (22) product categories.
Amazon.com boasts of seven (7) geographic locations and eleven (11) product categories. Amazon.com’s posi-
tion intensifies the urgency to expand both product line breadth and market presence in its competition with
leader eBay.com as indicated by Pitt and Lei [47]. This is shown in Figure 7.
After the competitor analysis the following was found:
e Barnes and Noble.com is seen to be a direct competitor with Amazon.com in books and lifestyle goods.
However, Amazon.com has a wider product portfolio.
e Wal-Mart.com—Similar price and wider product portfolio (e.g. pharmaceutical, contact lenses and photo
printing services).
e Ebay.com—W.ider product portfolio and geographic scope.
Some key competitors like Wal-Mart and Tesco pose more competitive threats since they have physical stores
meanwhile eBay.com has a wider geographical scope and product portfolio. Amazon.com has to adapt its strate-

gies to address these competitive threats [48].
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6. GE Matrix

GE matrix defines the general electric matrix which says about the portfolio of the business and the collection of
products and business makes the company. It is suggesting that the portfolio of the business should be the best
and it should fit the best so that it will define the strengths of the company and it will help in creating the attrac-
tive opportunities for the company.

A GE Matrix has been used to identify the attractiveness and competitive position of the markets that Ama-
zon.com operates in, using the indictors as identified by Johnson et al. [63]. As previously discussed, all markets
are facing similar conditions, however China and the USA appear the most attractive as they are the largest and
most dynamic markets. China and Canada have the weakest positions within their markets, suggesting that in-
vestment is required for improvement. The other markets have strong positions within the industry.

From both of these exercises, we can summarized Amazons strengths, weaknesses, opportunities and threats
in Table 3 below.

Amazon used the TOWS matrix to help it look at options, and to ultimately identify high leverage strategies.
Strengths, Weaknesses, Opportunities and Threats are looked at in a more systematic way than in a typical
SWOT analysis. A TOWS analysis (Table 4) helps one to focus on: leveraging strengths, avoiding weaknesses,
make the most of opportunities, and manage threats.

For each of the inner four portions of Table 4 (e.g. SO, ST, WO, WT), Amazon asked the following questions:
 Strengths and Opportunities (SO): How can we best employ our strengths to take advantage of the opportuni-

ties in front of us?
* Strengths and Threats (ST): How can we use our strengths to avoid threats?
* Weaknesses and Opportunities (WO): How can we use opportunities to overcome the weaknesses?
* Weaknesses and Threats (WT)—How can we minimize our weaknesses and manage the threats?

7. Conclusions

The “design school” of strategic management, focuses on a non-complex model that perceives the process of
strategic formation as a design process to reach a balance between internal distinctive competence and external
threat and opportunity.

The design school represents the most influential view of the strategy-formation process. In the words of this
school’s best-known advocates: Economic strategy will be seen as the match between qualifications and oppor-
tunity that positions a firm in its environment? Christensen, Andrews, Bower, Hamermesh, and Porter in the
Harvard Policy Textbook.

Table 3. Summary of external & internal analysis.

Strengths Weaknesses
. Global brand
. Focus on research & development
. Strategic location .
. . No physical presence

. Customer-centric vision : :

- . Low profit margins
. Diverse products . Low cash flows
° Applied advanced technology . Weak performance in China
. Amazon.com’s merchant program
. Skilled workforce
. Strong logistics

Opportunities Threats
. Growth in movie downloads
. Social networking
. Growth of online shopping in China R Dependent on vendors
. Beijing Olympics 2008 . Strong competition
. Expansion through acquisitions S
. . Patent infringement

. Growing e-commerce sales
. Growth in digital media
. Increased consumer spending in India

Source: Author’s construct/Amazon.com.
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Table 4. Amazon.com’s TOWS Matrix [64].

(O) S3ILINNLYOddO

(1) SLVIYHL

STRENGHTS (S) WEAKNESS (\W)
STRONG GLOBAL DIVERSE
BRAND PRODUCTS NO PHYSICAL
S1 S2 LOW PROFIT
PRESENCE OR
APPLIED STORE MARGINS
STRONG FOCUS W2
ADVANCE Wi
ONR&D TECHN
S3 STRONG
S4 LOGISTICS
STRATEGIC ASSCOIATE S9
LOCATION PROGRAMME WEAK
s5 $6 LOW PERFORMANCE
CASHFLOWS IN CHINA
CUSTOMER SKILLED w3
CENTRIC VISION WORKFORCE W4
S7 S8
GROWING
BEVING £ coMMERCE
OLYMPICS SALES
03 C6 . S1 + S9 + O6 = use such strengths to make
sure as much of the new expected expenditures as
INCREASED Possible is spent at amazon.com . W4 + 04 = Review and
GROWTH IN RECENT COMSUMER *® S2 +06+08= Keep diversifying to increase  improve upon current strategy in
SOCIAL ACQUSITIONS SENDING IN probability of predicted expenditure occurringat ~ China
NETWORKING 05 INDIA ~ amazon.com . 08 + 06 + W2 = Tap into
02 08 . S6 + S9 + O6 = Diversify into new markets these in a bid to increase
via association. profit margin
GROWTHIN ~ CROWTHIN oo oWTHIN o O5 + S6 = Combine this to gain
MOVIE ILTST Egé\"ﬁ] DIGITAL greater market share.
DOWNLOADS MEDIA
o1 CHINA o7
04
COM\;EEI?I'\ICI'IVE PRESSURE GROUP ON BEING
MARKET ENVIRONMENTAL FRIENDLY B ) R W2 + T2 = Improve this in
T2 T4 . S9 + T3 = Improve current delivery order to stav ahead of rivals
process to be more environmentally friendly Y -
_ T3+ W2+ W3 = reduce such
HUGE y S1+ 52+ 59+ T2 = Use these to disputes to improve increased
DEPENDENT on NVOLVEMENT IN PATENT  remain competitive. tp_ . np
VIOLATIONS DISPUTES retainec earnings.
VENDORS
T1 T3

Source: Amazon.com.

In spite of criticizing assumptions and application, the design school provided strategic vocabulary to discuss
grand strategy and introduced the central concept that strategy represents a fundamental fit between external
opportunity and internal capability. This concept of “fit’ is being developed today into a dynamic process of ad-
justment.

There are perhaps four conditions in which an organization could benefit from the design school approach:
¢ When a single brain can handle all the information relevant to strategy formation.
¢ When that brain has a full, detailed, intimate knowledge of the situation (facts and emotions).

» The situation will remain stable or at least predictable during the strategic period.
» The organization is prepared to cope with a centrally articulated strategy.

Strategy is a grand design that requires a grand designer and there is a process of designing that leads to out-
puts called designs. The design school has focused on the process, not the product. This makes it over simplified
and restricted in application but has contributed profoundly as an informing idea to the development of strategic
management as a whole.

The design school’s major contribution is that it has developed important vocabulary by which to discuss
grand strategy and has provided the central notion that strategy represents a fundamental fit between external
opportunity and internal capability and informing idea.
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