


Perceiving what is not there,
as well as what is
A third aspect of perceiving correctly

involves seeing what is not there, as much

as seeing what is there. This includes
the ability to anticipate the impact of
the ways in which different parts of a
system might interact, and the possible
downsides of these interactions. The
critical nature of this capability is evident
when you consider how regulatory
authorities around the world failed

to recognise the ‘risky manner’ which
the banking system had developed in
recent years. The Financial Services
Authority (FSA) based its judgments

on examination of individual banking
practices, rather than considering what it
meant collectively for the larger banking
system. This illustrates the fact that
although individual acts may not pose
ethical difficulties, in combination with
other people’s actions, scenarios might
be created which have significant

ethical consequences.

A second aspect of perceiving what is
not there involves engaging the ‘moral
imagination’. The business ethicist

Edwin Hartman argues that developing
the capacity to imagine the possible
consequences of acts and how they could
impact on others is a key capability of
ethical leaders. This is perhaps the most
challenging aspect of perceiving correctly
— the ability to exercise foresight about
the impact of personal actions on people
that you do not interact with or know.
Bankers’ inability to imagine the potential
consequences of their actions for small
business owners, like Zack, demonstrates
how a failure of moral imagination can
have disastrous (and unintended)

affects on others.
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Engaging foresight rather
than hindsight

Undoubtedly, ‘perceiving correctly’ is
most easily accomplished with the benefit
of hindsight. However, mobilising others
into new and unknown territories is

the very point of leadership. Inherently
then, leading requires the exercise of
perceptual imagination — being able to
sense the most promising markets or
to have a view of how a competitor
might react to product innovations.
Leading ethically requires the additional
perceptual skill of being able to imagine
how decisions might adversely affect
others, rather than just assuming that
holding good intentions will alleviate
negative consequences.

This is especially important because
organisational systems and cultures

can often obscure individuals’ ethical
responsibilities. There is no one, ‘evil
banker’ culpable for the current crisis.
Had leaders of the financial industry
exercised proactive moral perception,
Zack might still be walking to work at the
company he had created and loved.

For further information contact the author at
donna.ladkin@cranfield.ac.uk

Strategies
entrepreneun

by Professor Andrew Burke
Director of the Bettany Centre for
Entrepreneurial Performance & Economics

UCCESS

hether you delve into business

school research or scan the

press, you will find a consistent
picture of what defines entrepreneurship.
Entrepreneurs exploit new opportunities
and in order to do so they challenge the
norm, they are innovative and they take
risks. They often revolutionise industries
overturning long established technologies,
business models and dominant firms. So
in terms of entrepreneurial performance,
there is a widely held view that the
objective is to be more entrepreneurial
than anyone else.
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As a result, budding entrepreneurs feel
compelled to look for a breakthrough

‘big idea’. Images of light bulbs and figures
shrieking ‘Eureka’ frequently appear on
marketing material aimed at entrepreneurs.
Among the plethora of management texts
and ‘| did it my way, so can you’ books for
entrepreneurs, they are encouraged to be
highly innovative and to do things differently
— after all, doesn’t competitive advantage
require differentiation from competitors?
They are told to be ambitious and to have
the courage to take on the associated
financial and career risks. One government
quango for entrepreneurship even argued
that British entrepreneurs do not take
enough risks.

While this picture gives a reasonably
accurate account of the actions of a typical
entrepreneur, it is misleading if you are
interested in the ingredients of successful
entrepreneurial strategy. As we know, most
entrepreneurs are unsuccessful. Typically,
more than half of business start-ups fail
between four to five years after start-up.

Of those that survive, only a small minority,
around 4%, become successful (whereby
the owner is demonstrably more affluent
than they would have been in employment).
One of the aspects that distinguish these
entrepreneurs from the rest is their approach
to strategy.

So what makes a successful entrepreneur’s
approach to strategy different? There

are two distinct features. Firstly, usually
unknowingly, entrepreneurs embrace

rather than reject corporate strategy.
Successful entrepreneurs alter archetypal
entrepreneurial strategies in a manner that is
akin to a conscious attempt to accommodate
some of the winning ingredients of
corporate strategy. Secondly, successful
entrepreneurs will often trade off or tone
down the archetypal brash entrepreneurial
behaviour for a more civilised version. The
outcome is an entrepreneurial strategy that
is a winning formula for entrepreneurs and
entrepreneurial corporations alike.

14 AUTUMN 2009

So what are the lessons for owner and
corporate managers who are intent on
pursuing an entrepreneurial strategy? We
have identified four common approaches
shared by successful entrepreneurs.

Solve the last 10%

of the innovation problem
Being the best innovator is not the

objective. Successful entrepreneurs solve
the last 10% rather than the first 90% of the
innovation problem. The timing or order of
an entrepreneur’s innovation is important.
Successful entrepreneurs are rarely the first to
introduce an innovation to the market. Their
contribution is usually marginal compared

to the totality of the final innovation. So
why then are they successful? The answer

is because their marginal contribution to
innovation solves the last remaining part of
the consumer problem and as a result has a
dramatic commercial impact.

For example, in innovation terms Apple is
mainly responsible for developing the mouse/
click and icon driven computer operating
system. However, the snag for consumers
was that this system was only available on
Macintosh computers while most computers
were based on DOS (Disk Operating System).
Microsoft solved the last 10% of this problem
by adapting Apple’s innovation so that it could
work on DOS. As a result, Microsoft and

not Apple went on to become the dominant
supplier of icon/click driven computer
software operating systems.

While Apple co-founder Steve Jobs used to
dismiss Microsoft’s innovative contribution as
marginal, it wasn'’t long before he went on to
adopt Bill Gates’ winning ‘last 10%’ strategy.
When Apple launched iTunes it was able to
learn from entrepreneurial companies such as
Rio Player that had already launched a digital
portable music player with content available
from a website (RioPort).

Apple solved the last 10% of the player
problem by providing a more slick operating
and cool looking handheld device (iPod).
Likewise, it was able to convince record
companies to support its music content
website iTunes, simply because 90% of that
battle had already been won by earlier

web content innovators. Companies such
as MP3.com had already — at considerable
cost — overcome the legal, regulatory,
technological and marketing costs
associated with the emergence of an online
music market.

Reform rather than
revolutionise

Revolutionising business rarely requires
revolutionary innovative steps. Most
successful entrepreneurs are reformers not
revolutionaries. Instead of light bulb flashes
and shrieks of Eureka, most successful
entrepreneurial ventures make modest
innovation contributions. If you take a look at
the dominant firms in entrepreneurial markets
such as theVirgin Group, Innocent, Ryanair and
Facebook, you will typically find that successful
entrepreneurial ventures did not introduce
massive innovation steps. Their innovation

is more continuous and built on an existing
innovation platform provided by other firms.

For example, healthy natural smoothies

were around for decades before Innocent
encapsulated these qualities in a quirky
branded retail product that captured the
consumers’ imagination. Low-cost airlines
and internet travel sales preceded Ryanair; but
their combination and application in Europe
has transformed the airline landscape. It also
benefited from the failure of Europe’s first
low-cost airline, Laker Airways which was
subjected to predatory pricing. Learning from
this lesson governments and regulators offered
more support and protection to Ryanair in
order to make sure that history did not
repeat itself.

Likewise, blog software and self-managed
personalised websites were not brought
to market by Facebook, but this venture
customised these technologies to meet
the social networking desires of a primarily
student market. The key to success in all
of these ventures is not consistent with
the archetypal revolutionary entrepreneurs
who break the rules of business. Instead,
here are entrepreneurs who reform rather
than revolutionise.

Agility — being able to change
strategy and tactics

Successful entrepreneurial creativity

is an ongoing process which enables
entrepreneurs to change their mind.
Business ideas come from having an idea to
solve a consumer problem and/or a new
application for a technology/innovation.

In both cases many other people will have
been in the same situation and have had

the same thoughts, so entrepreneurs can
usually bank on similar ventures launching

at the same time. Sadly, many promising
entrepreneurs waste their time trying to
keep their ‘unique idea’ secret when what
they should be doing is putting it into action.
The reality is that many other ventures

will be doing just that with the same idea.
Furthermore, successful innovation develops
and improves as part of an iterative process
that requires putting the idea into practice.
In essence, the development and refinement
of the basic idea into a fully fledged
entrepreneurial strategy emerges through an
‘into action trial and adapt or

proceed’ approach.

Did you know that the original name for
Cobra Beer was Panther? The name change
resulted from a negative customer reaction
to the pilot launch of Panther in Indian
restaurants. Later as the business developed,

Cobra Beer discovered that one of
their supposed unique selling points -
the fact the beer was made in India -
was not important to customers. This
customer insight led the company to
decide to brew closer to their European
customer base.

Entrepreneurs also learn from other
ventures. Customised greeting card
business Moonpig.com decided to use
TV advertising only after observing
how this advertising medium had
been successful in raising sales of a
smaller rival venture. In this sense
entrepreneurial strategy is similar to
corporate market-driven innovation
strategies, whereby innovation occurs
more continuously in smaller customer-
driven innovative steps. Likewise,

it is agile and allows entrepreneurs

to change their mind and strategy.
Successful innovation is not typically a
Eureka event, it is a process.
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De-risk before taking risk
Successful entrepreneurs neither
embrace risk nor rely exclusively on
courage to take risk. Instead they
minimise risk to acceptable levels by
using corporate finance strategy. That
is not to say that entrepreneurs are
experts or even understand corporate
finance but they do understand its
underlying logic or intuition. They adopt
strategies that allow them to hedge and
spread risk.

Successful entrepreneurs rarely throw
all of their financial resources at the
first mention of the business idea.
Instead, they will use just enough finance
to achieve the nearest performance
milestone and then adapt the business
idea based on that experience.
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If performance is poor then the
entrepreneur still has resources to

try something different, perhaps even
another new venture, hence why they can
spread risk across a portfolio of ventures.
Likewise, it allows entrepreneurs to
hedge their strategy, only committing to
a strategy after getting market feedback
while at the same time holding back
finances for a plan B. The same approach
enables entrepreneurs to ‘create their
own luck’ and ‘be opportunistic’ as it
holds finances back for the unforeseen.
Therefore, these strategies not only
de-risk the venture but they enhance
innovation performance.

Approaches such as these are the
reasons why companies like Organic
Apoteke who initially targeted the

UK market were able to change their
approach when US retailers Wholefoods
and Macy’s showed an interest in selling
their skin care products in America.

The same approach was used by the Virgin
Group to spread risk and build a portfolio
of businesses across diverse markets.

In fact, successful entrepreneurs will have
a close relationship between their risk
management and innovation strategies as
each enhance the other; whilst boosting
the overall performance of the venture.

What all these case studies show is that
successful entrepreneurs adopt more
corporate strategy and corporate finance
principles than commonly assumed.

It is not what entrepreneurs do that
distinguishes success from failure but
how they do it. Entrepreneurship
inevitably involves innovation and risk
taking but how these are managed and
executed is the difference between
entrepreneurial strategies that fail and
those that succeed.

For further information contact the author at
andrew.burke@cranfield.ac.uk

any new products and

services fail - a staggering

number in some markets.
Research in the States showed that
90% of new food products were taken
off the shelf by supermarkets within
three months of being introduced.
Recent failures in UK supermarkets
include Weetabix Gold, McVities
Heat to Treat, and Birds Eye Pub
Specials. Why do so many new
products fail?

Keep

aclose
eyeon the

nar

Whether it is consumer goods or more
complex products, research shows the

main reason for market failure is lack of
differentiation. Many new products are just
too similar to current market offerings. But
how can this be happening when one of the
key responsibilities of marketing is to identify
customers’ needs and develop exciting
concepts for new products? The main reason
is that most marketing departments are using
interviews, surveys and focus groups as their
sole means of gaining customer insights.

by Keith Goffin
Professor of Innovation and New
Product Development

and Dr Marek Szwejczewski
Reader in Operations Management

ket

When used in isolation, interviews, surveys
and focus groups are ineffective. This is
because customers and end-users find it
difficult to articulate their needs in response
to direct questions. Typically they will refer
to existing products and ask for incremental
improvements using phrases such as “l would
like it lighter-... and faster”. Focus groups
augment interview techniques with simple
observation, with market researchers behind
two-way mirrors. The main flaw of this
approach is that customers are observed
outside the normal environment in which
products and services are purchased or used.

People act differently and express different
opinions when they are removed from their
everyday environment or are being paid to
express their views. An example of this was
the failure of a new cola product introduced
by the Coca-Cola Company in the 80s. The
‘New Coke’ product was welcomed by focus
groups but totally rejected by the market.
This is a clear demonstration of the limitations
of traditional market research techniques.
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Innovative techniques

What is needed is a radically different approach
to understanding customers. Today’s marketing
professionals need to be proficient at using a
range of innovative market research techniques
to unlock customers’ hidden needs. Here are
three examples:

I. Ethnographic technique

With this market research technique, marketers
immerse themselves in consumers’ daily lives
and observe how they go about their daily
routines and make their decisions (see Miele
case study below). By studying customers in
their natural environment, marketers can get

a more accurate understanding of the types of
products and services required which would
probably not have been revealed in a focus group
or survey. It also allows marketers to look for
contradictions between what consumers say (in
focus groups) and what they actually do.

For example,Whirlpool, the consumer product
manufacturer found that customers were
observed to use washing machines in very
different ways to what they claimed during focus
groups. From the results of these observations,
the company designed a washing machine that
had simplified controls making it easier to use.

2, Lead user technique

Lead users are customers or end-users
who have more challenging, often extreme
requirements, than most of the current
marketplace. ldentifying and working with
such users can help companies develop
more robust products and services. For
example, Cobra International,a world-leading
windsurf board manufacturer works closely
with champion surfers in developing lighter
and stronger boards. 3M uses the lead user
technique regularly and Lego has used it
recently to develop a new generation of its
very successful Mindstorms robot kits.
Lego had regular meetings with their lead
users which helped the company define the
key features of the kits.

3. Repertory grid technique

A rarely used but extremely effective
method for identifying customers’ hidden
needs is the repertory grid technique.
This was developed by psychologists and
it uncovers customers’ thinking and is
used to really understand the needs that
customers cannot articulate - their so-
called hidden needs. It is the products that
address hidden needs that really surprise
and excite customers.

Miele case study: Listen and watch with Miele

The German household products
manufacturer Miele used systematic
observation to understand the cleaning
needs of the growing number of people
with allergies. Observing people with
allergies cleaning their homes showed
that they would often clean a mattress
several times. Miele correctly identified
this as indicating a hidden need — to
help customers know if the surface they
are cleaning is dust-free. The company
consequently introduced a vacuum cleaner
that indicates when the surface being
cleaned is dust-free. A hygiene sensor
at the nozzle has a ‘traffic light’ indicator
which turns from red through amber to
green as cleaning progresses.
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The research behind this product was
conducted in close co-operation with the
German Allergy and Asthma Foundation
(DAAB), an association for people

with allergies. Through an innovative
approach to its market research, Miele
not only recognised the need for a
hygiene sensor but also identified an
important new segment. People with
allergies also have to be careful with

their washing. Consequently, Miele has
introduced washing machines with a
special programme for washing pillows
and a rinsing process to remove detergent
residues. Additionally, a tumble dryer has
been designed to minimise factors that
exacerbate allergies.

VirginMoney used the repertory grid
technique to identify how personal finance
products and services were perceived
compared to other ‘life-stage’ purchases being
considered by middle-aged people. However,
the new techniques are not only useful for
consumer products. In a business-to-business
(B2B) environment, Bosch used the technique
to understand the needs of operators of
pharmaceutical production systems. Using
this approach the company was able to design
their production equipment so that it was
clearly differentiated in the market.

Adoption of innovative
techniques

Effective market research is fundamental to
product development and using a range of
tools and techniques in combination is the
best approach. Although leading companies
have achieved notable successes by using
innovative techniques for market research,
mainstream adoption is painfully slow. Many
marketing professionals who are extremely
proficient at quantitative methods are not
familiar with qualitative methods from
ethnography and psychology. However,

the situation is slowly changing as shown

by Cranfield research (see Figure 1) which
illustrates that confidential benchmarking of
36 companies shows that 63% of them use
three or more techniques in combination;
and over 25% used six techniques in
combination. But there are laggards -
incredibly six companies were found to have
conducted very little market research.

Market research techniques that are typically
used (see Figure 2) are customer visits
(86%), surveys (64%) and focus groups
(50%). Although nearly 60% reported using
‘systematic observation’, visits to some of
these companies found that observation
was informal and did not use a full
ethnographic approach (which was only used
by 8% of companies). So, even the leading
companies in the benchmarking sample

have opportunities to enhance their market
research, as they have not yet developed the
capability to apply the techniques effectively.

Barriers to new techniques
Our research identified the reasons why many
companies have not yet adopted these new

Nokia case study: Going to the Gemba with Nokia

One of the world’s leading manufacturers
of mobile telephones, Nokia, has recognised

Sending new product development
employees into the Gemba to conduct

techniques. Firstly, the techniques are neither widely . )
the importance of understanding customer

culture. The UK operation that is
responsible for developing some of the
company’s products was aware that the

the market research had the advantage

of widening commitment but most of

the employees were not experienced in
market research. Therefore, Nokia trained

known nor understood. Secondly, techniques such
as systematic observation need to be learnt. They
are more complex than simple customer visits and
so the experience needed to apply them should not

be underestimated. Thirdly, the volume of qualitative

data (e.g. video clips, photographs, interview
transcripts) that is collected is considerable. So

if you do not have the right skills and experience,

trying to identify customers’ hidden needs can
become like looking for a needle in a haystack.

Fourthly, some companies sidestep the difficulties by
using consultants to conduct hidden needs research.

The drawback of this approach is that market

research agencies do not share their methods, and
so companies do not absorb any of the knowledge

about how customer insights were gained. It
is also important that the whole new product

development team is involved in gathering market

insights, and not just outsiders (see Nokia case

study). Finally, within organisations there are often
subtle barriers to the adoption of new methods for

market research.

Surprisingly, it is marketing departments that

often present the biggest barrier to the adoption

of new market research techniques. Marketing
professionals can also be reluctant to admit
that their own expertise (based on surveys and
focus groups) is outdated and may view the
new techniques as a threat to their own market

knowledge. So there are often significant cultural
issues to be addressed before enhanced methods of

market research can be successfully adopted.

Senior managers need to take a lead in changing

the way that their organisations generate market

knowledge. Building the capability to identify

customers’ hidden needs and convert these insights

into breakthrough products is the emerging hot
topic in innovation management. So make sure
your company does not get left behind.

We are currently researching how companies can

become more effective at identifying customers’
hidden needs. If you are interested in becoming

involved with this research, please contact us.

Japanese market has different characteristics.

Rather than employing a market research
agency, Nokia management decided that it
was important for members of the New
Product Development (NPD) team to

see the issues first-hand. As a result, sales,
marketing, R&D and managers were all
paired up with Japanese colleagues. In pairs,
they observed Japanese people using mobile
phones in public places and gathered

their opinions.

In Japanese, Gemba means ‘where
things actually occur; it is raw, untainted
information’. Nokia used it as a term
to stress that managers must spend
sufficient time on the production floor,
if they were to learn how to improve
production efficiency.

the team and produced a training guide
which consisted of: an introduction to the
objectives of the research;an explanation
of the importance of the Gemba; guidelines
for observation; guidelines for approaching
and interviewing people and obtaining
volunteers for focus groups. Following the
procedures in the guide, Nokia employees
collected photographs of the locations
where they made their observations;
answers to a semi-structured questionnaire
(a contextual interview) and short field
notes following a set format.

This Nokia example demonstrates the
importance of having market research
conducted by the New Product
Development team and not just

by a market research agency.

Figure 1: Number of market research techniques used in combination

Usage (%)

2

3 4

Number of techniques

Source: Cranfield School of Management Innovation and Design Excellence Awards (IDEA) 2006/2007

Figure 2: Usage of market research techniques
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For further information contact the authors at
k.goffin@cranfield.ac.uk or

m.gszwejczewski@cranfield.ac.uk
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he lethal cocktail of a
global recession, higher

oil prices, and a drop in

demand for expensive seats has hit the
airline industry hard. Budget carriers
aside, airline companies traditionally
make the most of their money from
business and first class passengers

and commercial cargo. Recently air
freight volumes have declined and the
industry has been rocked by corporate
cutbacks and a decline in consumer
spending. This has prompted many

to question how certain airlines

will survive.

Premium travel (first and business
class) has borne the brunt of the
recessionary impact. Premium
passenger numbers have plummeted
during the last year by about 20%,
which led to a drop in revenue of 35-
40% since the beginning of 2009.This
fall is a crucial contributor to the 30%
overall decline in industry revenue
announced by the International Air
Transport Association in May 2009.

On some routes, first class cabins

are virtually empty. It is not hard to
understand the reasons. If you were
sitting in a British Airways (BA) lounge
at Heathrow two years ago, probably
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eight out of every twenty premium
class passengers flying to New York
would have worked in the financial
sector. With each paying around £4,000
return, these customers constituted the
lifeblood of airlines and ensured that
transatlantic routes such as London to
New York were the cash cows of global
airlines like BA.The recent decimation
of the financial markets and industry
titans in the City of London,Wall Street
and other financial centres around the
world has clearly had a huge impact

on the revenues and profit margins

of many airlines. BA’s record profit of
£922 million in 2007 became a huge
loss of £401 million in 2009.

The other reality that this recession
has highlighted is the need for many
long established companies to get their
cost bases in order and ultimately
transform into more efficient and
adaptable organisations. In this respect,
there are many parallels between

the automotive and the air transport
industries. Former ‘national champions’
such as General Motors and BA face
an uphill struggle in the face of: strong
and fractious unions; large legacy and
structural costs; and generous pay

and conditions that are often far above
industry norms.

homas Lawton
egic Management

The rising economic ‘tide’ has lifted
all the ‘boats’ but now that the tide
has gone out, the heavier, more
bloated vessels remain stuck in the
silt. In the air transport sector, these
companies are typically ‘flag carriers’
or ‘legacy airlines’. These tend to be
former or current state-owned
airlines, often burdened by
accumulated cost obligations and
long-standing societal commitments.
Unlike their leaner and more agile
low-fare or budget airline
competitors, these companies have
largely failed to get control of

their costs.

The world we now live in means
that for those who can no longer
rely on state support — and even
for many of those who still can —
cost management and the strategic
allocation of resources is a must.

As legendary airline boss and

4 Southwest Airlines founder, Herb

Kelleher, commented: “If the Wright
brothers were alive today, Wilbur
would have to fire Orville to reduce
costs”. By contrast, budget airlines
are founded on the principle of
streamlining costs so as to maintain
low prices.

Cost consciousness is at the core of
organisational culture and central to
market success. Take the example

of Malaysian-based AirAsia. Founded

in 2001 by former music executive
turned entrepreneur Tony Fernandes,
AirAsia focused on ensuring a very low
cost structure as a cornerstone of its
business strategy. It was able to achieve
a cost per average-seat-kilometer
(ASK) early in its development of 2.5
cents, half that of Malaysia Airlines and
Ryanair and a third that of easyjet.
Research indicated that AirAsia had
become the lowest cost airline in the
world by 2007.

Growth of budget airlines
There is still money to be made in
commercial air transport, as witnessed
by the continued strong growth of
budget airlines such as easylet, Ryanair,
Southwest Airlines and AirAsia. These
companies have inevitably felt the
affect of the recession, as well as being
hit badly by high oil prices. Profits
have risen, fallen and risen again. For
instance, AirAsia’s profits surged

26% during the first quarter of 2009
and passenger numbers increased by
21%, following a loss in the previous
two quarters and record growth

the previous year. They continue

to expand aggressively, growing by
increasing the overall size of the air
passenger market, as well as poaching
customers from more expensive rivals.
AirAsia X, the long haul arm of AirAsia,
recently placed an order with Airbus
for ten new A350 aircraft. They intend
to expand their routes to and from
Australia and have also announced
plans to launch services to Korea and
Japan in late 2009.

Uncertain future

The unstoppable growth and
expansion of budget airlines across the
globe leads many observers to ponder
the future of legacy carriers.

BA’s CEO,Willie Walsh, has already
made his decision. He sees a
structural shift in the industry, away
from high fixed costs and the reliance
of legacy carriers on price neutral
premium traffic. He faced these same
challenges when boss of Irish carrier
Aer Lingus, and oversaw its transition
from a state-owned, high service loss-
maker to a publicly listed, lower cost
and occasionally profitable company.
The challenge this time around is
much greater given BA’s size and
status and its often militant ground
staff and cabin crew trade unions.

Legacy carriers everywhere have to
wake up to the new reality. Many still
refuse to do so or are hampered by

governmental or military demands that h
I o

are divorced from commercial reality
(as is the case in many developing
countries). However, some carriers
faced up to reality several years ago.
These success stories provide some
indication of how mature airlines can
remain competitive and forge their
own strategic pathways in this era of
budget airline dominance.

The nimble, ultra-lean business
models of the low-fare competitors
often make the legacy carriers look
cumbersome, old-fashioned and
financially unappealing. This raises
legitimate questions: is there a

future for the mature legacy carrier

in an industry which is undergoing
rapid change; and where further
consolidation is predicted by some as
the only way mature airlines can hope
to survive? Can the legacy carrier
survive by organic growth alone? If
so, what strategy can they adopt, not
only to survive, but to once again be
forerunners in a very crowded market?

To answer these questions, we
conducted a research project to
identify and analyse mature airlines

that have moved from disappointing
financial performance to consistent
growth and, in doing so, have managed
to remain powerful competitive
forces in liberalised markets. We
examined five prominent airline
turnarounds that occurred prior to
the current recession. The airlines
were Aeroflot (Russia), Air Canada,All
Nippon Airways (Japan), LAN Airlines
(Chile) and TAM Airlines (Brazil).

We also drew insights from the
successful strategies of Thai Airways
International and Turkish Airlines. All
of the turnaround airlines we looked
at had engaged in simplifying their
businesses by reducing costs as much
as possible across all aspects of the
airline. This appears to have been

a universal approach in response

to high oil prices and increased
industry rivalry from low-fare airlines.
However, none of the airlines

studied had chosen to reposition
themselves as a low-fare carrier. All
five continue to operate as full service
airlines known primarily for quality of
service over bargain basement pricing.

Six steps to successful
airline turnaround

Our research identified six common
observations which formed the
basis of reviving the performance of
mature legacy carrier airlines.

1. Maximise profits

A focus on profit maximisation is
the foundation of turnaround. This
may seem like a simplistic conclusion
and a business ‘no-brainer’ but it
has often been rather neglected by
legacy carriers in favour of political
and social concerns. The airlines

we considered did not act like

‘flag carriers’. ‘Flag carriers’ typically
behave as unofficial representatives
of their home countries and
maintain loss-making routes for
political reasons.
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The airlines we studied were motivated
by generating as much profit as possible.
This involves aggressive cost-cutting
exercises (referred to by some of the
airlines as ‘simplifying the business’),
revenue-maximising initiatives and
strategic investment in IT.

2. Quality of service

Quality of service should not be
compromised. All of the turnaround
airlines in our study were committed

to high service standards and placed
reliability and quality as central to their
brand’s identity. Although cost-cutting
has taken place at all of these airlines,
this has not usually directly affected the
level of service offered to customers.
The cost-cutting is limited to ‘behind the
scenes’ activities not directly facing the
customer. Indeed, rather than cutting
back on service, the airlines studied are
constantly trying to raise their standards
through innovation and greater customer
focus. Clearly, morphing into a budget
carrier has not been the preferred
turnaround strategy.

3. New leadership

New leadership plays a key role in
achieving successful turnaround. In the
study, all the airline improvements were
shaped by strong and effective leadership.
For four out of five of the cases, new
leadership was brought in to turn around
the whole organisation. This impacted
the airline in respect of both technical
and cultural aspects of the business. For
the other turnaround airline (LAN),
focused and innovative leadership helped
define its success.

Most of the airlines’ leadership teams

have adopted clear vision statements that
help define and embed their strategic
objectives across the company. Excellent
communication and people skills were
evident in the leadership teams of the
airlines studied. This is not ‘ivory tower’
leadership conducted from a distance and in
a very hierarchical fashion, as has often been
the case at legacy airlines.

4. Alliance network

Membership of an alliance network acts

as a turnaround catalyst. Four out of the
five airlines studied were members of

one of the three big global alliances and
spoke of membership in very positive
terms. Membership of an alliance has the
potential to assist turnaround by cutting
costs through economies of scale generated
by the alliance’s purchasing power and the
sharing of good practices and information
technology. It also enhances the customer
value proposition by providing increased
routes and global service and boosting
the reputation of member airlines’ brands
through association. It should be noted

of course that joining an alliance is not a
guarantee of business success.

5. Regional consolidation
Regional consolidation can contribute to
turnaround. Two of the airlines studied
(LAN and Aeroflot) claimed that regional
consolidation was a key aspect of their
strategy - overwhelmingly so in the case
of LAN. New markets can be served
and therefore new revenues generated
by pursuing liberalisation of the regional
industry and moving into lucrative but

poorly served territories.

6. Staff training and
communications

Investment in staff development and
management-employee relations
underpins turnaround. All of the
turnaround airlines studied invested in
improving relations with their staff and
in providing comprehensive training for
employees in technical skills, customer
service and change management,
especially revised corporate culture and
strategic aims. Several have dedicated
training academies, exclusively devoted
to training and staff development.
Excellent communication between
airline management and staff during
times of strategic change within the
airline characterised the turnaround
airlines.

Together, these six observations
provide a powerful set of principles
and practices that can be weaved
together into a successful turnaround
strategy. With or without the
recession, air transport competition

is intense across the world and legacy
carriers have struggled to adapt to
cost pressures, increased customer
expectations and new competitor
threats. Some have successfully
managed this transition, providing a
ray of hope for legacy airline managers
everywhere and illustrates how not
only to keep pace with but move
ahead of budget airlines and other new
entrants in the struggle for passengers,
markets and profits.

For further information contact the author at
thomas.lawton@cranfield.ac.uk

usinesses are probably more
B regulated today than they

have ever been, not just in

the UK but around the world. Indeed,
| would say that most businesses and
industries are now over-regulated.
This trend may not be inevitable, but
there is not much sign of it slowing
down, let alone reversing. With
respect to regulation, what | expect
and what | hope for in the future
are not quite the same. | believe we
should risk a bit of under-regulation
for a change!

Why over-regulation?

Modern economists sometimes

refer to a straw man of ‘perfect
competition’ based on perfect
knowledge and zero transaction costs.
This leads us to regard any shortfall
from such an unreal state of affairs as
‘market failure’ and to assume that
governments can correct it, but

can they?

by David R. Myddelton
Emeritus Professor of Finance and Accounting

Letl

risk

under-regulation!

Renowned economist Alfred Marshall
used to ask:“Do you mean government
all-knowing, all-wise, or governments as
they are today?”

Two further points strengthen this fear
of free markets. First, the media tends
to dramatise specific items of bad news
as if they were typical. Secondly, there

is usually a further implicit assumption:
that it should be possible to prevent such
‘disasters’ — which is often not the case.

Regulators are risk-averse. If it were up
to them to approve a new drug which
promised to save lives, but had

a slight chance of serious side-effects, it
is not surprising they would be inclined
to defer approval until they were sure
the drug was 100% safe. The months or
years of delay may mean thousands of
patients dying as a result. However, as
those affected by the delay are ‘invisible’,
the regulators have little incentive to care
about them.
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A recent example of over-regulation is the
account of a coastguard who saved a 13-year-
old girl stranded on a cliff. In his concern

to save the girl’s life, he breached health and
safety rules by not being roped up for the
descent. As a result, he was reprimanded and
forced to leave his job. The coastguard said:
“Saving her life was the important thing. She
had been stuck there for 45 minutes. The
cliff edge was crumbling away and | didn’t
think | had time to wait” In this situation, the
regulators were more concerned with the
process than the ultimate goal.

The costs of regulation

The direct costs of regulation are only a
small part of the total costs involved. The
compliance costs to a business often amount
to five times as much as the direct costs. The
hassle factor can also be a serious cost to a
business although is harder to quantify.

Perhaps even more important are the

indirect effects: for example, all the jobs that
employers fail to create because of the costs
of ‘employee-friendly’ legislation. Those rules
may indeed be beneficial to existing employees
— who are highly visible — but perhaps not to
potential future employees, who are not.

It is usually the case that retail purchasers of
financial services will have less knowledge
than the providers and therefore can often
find it hard to tell which providers are

both honest and competent. The same
‘asymmetry of information’ also applies for

doctors and garages.

However, given that in financial services some
transactions may be very large,a mistake
could cause serious financial loss. Also, with
few ‘repeat’ purchases (most people only buy
one pension), the normal market safeguard of
reputation may not work very well. So there
may be a need for some regulation, at least
for retail provision of financial services. The
question is - what sort and how much?

The author of the Financial Services
Authority (FSA) system, Professor Gower,
rejected any kind of cost-benefit analysis. He
himself was not competent to undertake it
and was sceptical about its usefulness. Such
an approach gave the FSA an incentive to
over-regulate, hoping to avoid scandals at
almost any cost. When a scandal does occur,
‘despite’ the existence of extensive controls,
the preferred ‘solution’ is nearly always to
reinforce failure with yet more regulation!
The Sarbanes-Oxley legislation in the United
States (which was a response to Enron and
other frauds) is an extreme example.

Let me give you some idea of FSA regulation:

* The full FSA handbook contains
10 sections

¢ The section entitled ‘Prudential Standards’
comprises 11 sub-sections

¢ The sub-section ‘Prudential Sourcebook
for Banks, Building Societies and Investment
Firms’ is made up of 14 sub-sub-sections

¢ The sub-sub-section ‘Market Risk’ contains
11 sub-sub-sub-sections

* The sub-sub-sub-section on ‘Interest Rate
PRR’ has 66 paragraphs!

In total the FSA Handbook may
contain over one million paragraphs.
This is what some people call
‘principles-based light touch
regulation’ — a million paragraphs of
‘principles’! Such a highly prescriptive
regulatory regime tends to focus on
inputs rather than outcomes. It can
lead to ‘box-ticking’ and it may be
slow to respond to changing

market conditions.

Many restrictions involve more or
less fixed costs, which vary little
with a firm’s size. They represent a
much larger share of total costs and
revenues for smaller businesses. This
leads to large businesses sometimes
even welcoming costly rules, as a
barrier to entry to gain advantage
over smaller rivals. The details of
the rules matter far more to large
producers than to consumers which
is why they often seem to

‘capture’ regulators.

Another practical problem is that
often (though not always) the
regulators mean well. So it is easy for
them and politicians to take the moral
high ground when their endeavours
end in disaster, but is this justified?
Philosopher Herbert Spencer refers
to the chemist’s assistant who
poisons a customer by mistake. He is
condemned for meddling with matters
he didn’t understand.

Economic rules are a means to an
end; therefore the notion of ‘balance’
and ‘trade-offs’ is central. However,
with social questions, the notion of
‘balance’ is much less evident. For
example, if provision for the disabled
is fairly cheap when erecting new
buildings, then on balance there

may well be net benefits in doing it.
However to force owners to convert
old buildings at huge expense within
a short time period may not

make sense.

Many new laws merely amend earlier
rules that didn’t work properly, or
had unintended harmful side-effects.
Once the principle of interference

in a particular area is established,

it seems to be difficult for the
regulators to withdraw completely.
Like traffic lights, regulations tend

to creep across the whole urban
landscape and rarely disappear.

The information regulators acquire
comes mostly from incumbent
producers. Market practices improve
incrementally, not all at once in
discrete steps. However, regulators
tend to think in terms of ‘standard’
procedures and quality levels. The
very notion of competition as a way
of dealing with uncertainty is alien to
them. Hence rules can amount to a
‘ceiling’ which it does not pay

to exceed.

There is a big difference between
voluntary guidelines (or ‘suggestions’)
and compulsory rules (‘instructions’).
This affects not only the likely costs
of compliance and the complexity of
the regulation, but also the regulators’
attitude. Are they aiming to provide
genuine value, which implies listening,
or are they just telling people what
to do? Moreover firms may come to
regard themselves as answerable to
regulators rather than to customers.

Wall Street speculator, George Soros
provides a useful reminder:“There is a
natural tendency to regard [regulators] as
superhuman beings who somehow stand
outside and above the economic process
and intervene only when the participants
have made a mess of it. That is not the
case” He continued: “They operate
with imperfect understanding and their
activities have unintended consequences.
Indeed, they seem to adjust to changing
circumstances less well than those who
are motivated by profit and loss, so that
regulations are generally designed to
prevent the last mishap, not the

next one.”

Voluntary market solutions

Rules can emerge, and win general
acceptance, without any official body
designing and imposing them. For example,
most business schools require — as a rule
—a minimum GMAT score for entrants

to their MBA programmes. This is not
required, and most schools will make
exceptions on occasion — but ‘as a rule’
means what it says.

Companies use brand names to encourage
customers to trust them. To win repeat
business, reputation is important. Hence
investment in a brand often enables brand
owners to charge premium prices, as well
as sustaining market share, because they
give consumers assurance, which

they value.

Another protection for consumers can
stem from insurance. By requiring certain
actions, and perhaps also requiring the
insured to bear part of any loss, insurance
companies can give those producers
seeking protection an incentive to behave
well towards consumers.

Retail products vary dramatically, for
example the car market includes both
Rolls-Royces and Skodas. By pretending
to insist on ‘best practice’ for everyone
regulators condemn average consumers

to pay for more quality than they actually
want. What is the need to insist on
better than ‘adequate’ standards? The real
question is: who should choose, if not the
customers themselves?

And what about voluntary regulation?
Certain firms could advertise the fact
that they are ‘Members of the British X
Association’;‘Chartered Y’; or ‘Licensed
Z’; while other firms may not be. Or else,
most firms could be regulated, and others
would have to declare themselves not — in
which case, ‘caveat emptor’ (let the buyer
beware).

How to ‘improve’ regulation

There are many possible ways for

governments to improve regulations, six of

which are outlined below:

» Consider voluntary rather than
compulsory rules

* Employ a ‘devil’s advocate’ to argue
against imposing rules

* Attempt a cost/benefit analysis, including
compliance costs and other ‘indirect’
effects. Establish a very clear balance of
advantage before regulating

Insist on looking at outputs, not just
inputs. For example, instead of just
focusing on compliance with speeding
laws, quantify how many road deaths per
million miles travelled

Use ‘sunset’ clauses making regulations
expire after a certain time unless
renewed

Consolidate rules in a single document
and simplify the terminology used.

The bad news is that unless governments
start changing their approach to regulation,
the burden on both producers and
consumers is going to get even worse than
it is today. The good news is that things do
not have to be that way. By all means let us
try to have better regulation, but we also
need to have much less regulation.

For further information contact the author at
david@ancastle.f2s.com
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