Competing by Design Chapter 5

Choosing a Basic Structure – Strategic Groups
This chapter describes the issues that a manager must consider when making grouping decisions for an organization. It starts by describing the situation that Nicholas Hayek faced when he became the CEO of SMH, the company that resulted from combining the operations of two Swiss watch manufacturing giants –SSIH and ASUAG.

The SMH Story: After dominating the watch industry for more than a century, the Swiss were “on the verge of disaster” during the 70’s, mainly because of the technological advances that had allowed low cost watch manufacturers in Japan, Hong Kong and the US to under price their Swiss competitors. Two of the biggest Swiss players became insolvent and the bankers that took over consolidated these two operations (which accounted for more than 100 brands) into one company: SMH. 

Hayek’s strategy was to make the innovative, inexpensive Swatch one of the most popular watches in the world. His challenge was to figure out the best way to organize a wide array of products aimed at a broad range of customers around the globe, as well as functional operations ranging from research and development to manufacturing to marketing and sales.

Introduction

Strategic grouping is the most important step in the organizational design process. Grouping decisions dictate the basic framework for all subsequent decisions. Nevertheless, in order to be effective, grouping decisions must be accompanied by linking decisions (which will be covered in chapter 6).

Reasons why grouping decisions are so important:

· They gather some tasks while pushing others apart, determining people’s ability to communicate

· People grouped together are better able to discuss, plan and perform specific tasks.

· Grouping decisions determine the degree of specialization in an organization. (How much specialization is needed will be discussed later)

Strategic grouping involves two related questions:

1. What is the basic form of the organization

2. Given this form, how specialized or differentiated are the organization’s components?

The answers to these questions depend on the general strategy of the organization because different forms of grouping are better suited for particular strategies.

Strategic Grouping: The Basic Forms

There are three basic forms of grouping, which can be combined to produce different variations.

1. Grouping by activity brings together individuals who share similar functions, disciplines, activities or work process. (Example: product development, manufacturing, marketing and sales.) Under this grouping scheme, goals, positions of influence, rewards and control systems are based on performance of specific tasks.

2. Grouping by output organizes people on the basis of the service or product they provide. People within the group perform a variety of tasks, employ various skills, and use varying processes but are all contributors to the same output. (Example: AT&T’s structure in the early 90s: communication services, communications products, computers and networks systems.) Under this scheme, influence is concentrated in those concerned with output integrity, while rewards, promotion and controls are dominated by product, project and/or service considerations.

3. Grouping by user/customer/geography brings together people who perform different work and produce different outputs but share the same customer. Grouping by market or market segment is another way of addressing the same issue. (Example: phone companies that structured their operations on the basis of which customers were served: residential or business.) This kind of grouping focuses the unit on user/market/geographic considerations. User goals are emphasized, those concerned with user needs dominate influence, and rewards and controls are dominated by user assessment of value.

Mixed grouping and matrix organizational patterns have become more popular because of the increasingly complex competitive landscape. An example of this is what Hayek did at Swatch, where he consolidated the manufacturing and assembly operations (grouping by activity). Marketing Omega and Longines had little to do with selling Swatches, so decentralized output grouping made sense for marketing, sales, and distribution. Also, given the “dramatically different markets in each country”, some form of geographic grouping was required. (More on this later)

Grouping Options: Strengths and Weaknesses
Although the effectiveness of any grouping option is tied to the particular situation in which it is applied, there are several general considerations that managers should take into account when making organizational grouping decisions: (If you want to skip this section take a quick look at figure 5.4 on page 80)
1. Does each grouping maximize the utilization of resources? Activity and function groupings maximize resource utilization and are adequate when the goal is lowering production costs. On the other extreme are output, user and geography groupings, which result in duplication of resources. 

2. How does each grouping affect specialization and economies of scale? Grouping by activity offers the benefits of critical mass and specialization. These benefits, however diminish when the group becomes so large that it requires additional expenses because of bureaucracy, support staff, etc. Output and user groupings lose economies of scale but offer the possibility of specialization in a particular market or product.

3. How does each grouping affect measurement and control? Activity and output grouping schemes are relatively easy to design measures and controls based on functional, disciplinary and work considerations. Output groupings also make it easy to monitor the quality and quantity of work. In user groupings, by contrast, make measuring and control trickier, since the criteria must be based on the unit’s ability to meet customer needs or market requirements.

4. How does each grouping affect the development of individuals and the organization’s capacity to use HR? Grouping by activity fosters professional identity at the expense of a narrower organizational perspective. Output and user groupings improve sensitivity to general management issues but, over time, they may dull employee’s disciplinary associations and lead to their technical obsolescence.  Loyalty to a particular brand rather than to the company as a whole may be a double-edged sword; while it may intensify focus on the success of a particular product, it may inhibit cooperation and collaboration that may be in the company’s best interest.

5. How does each grouping affect the final output of the organization? Functional groupings are the most effective way to achieve low cost through mass production. Activity groupings create specialists and relatively large areas of excellence; grouping by output facilitates the integration of several functions; and grouping by user allows the organization to become more attentive to customers’ needs.

6. How responsive is each organization form to important competitive demands? Function and activity grouping encourage innovation within a discipline or an internal process, but they’re not particularly attuned to market needs. Product and user groupings respond much more rapidly to changes in the marketplace but are less focused on breakthrough innovation.

Grouping forms: How to Decide
How does a manager decide what kind of grouping to use at each level of the organization? The driving factor is the same: the strategy and vision of the company. Structural decisions must flow directly from a larger strategy, because strategy sets the organizational priorities and dictates which issues and concerns must be managed more closely.

Obviously, different grouping types may be adequate at different levels of the organization as long as any single level is focused either on activity, outputs, or users. It is also possible that while strategic focus is on one area, long-term strengths may be in others. In such cases, it’s important to maintain and capitalize existing sources of competitive advantage while reorganizing to meet the new objectives. (Duh!) And this can best be achieved through mixed organizational forms. (Again, duh!)

Grouping and Specialization 

The challenge is finding the right amount of specialization. Less specialization simplifies management but diminishes the capacity to respond to specific demands. On the other hand, overspecialization complicates information processing, increases management costs, and heightens the opportunities for conflict.

Grouping and Organizational Politics

Managers involved in making grouping decisions must acknowledge that organizations are political systems with complex patterns of power and influence. Therefore, any grouping change (which, by definition, reshape those patterns through rearrangement of priorities and reallocation of resources) is likely to trigger some emotionally charged response from the social structure.

Swatch Revisited
Hayek’s strategy was clear: combining the Swiss reputation for excellence with technologically innovative production techniques and exciting, sharply delineated product lines.

To do that, he:

· Consolidated more than 100 small, inefficient manufacturing and assembly operations (functional grouping)

· Marketing, sales, and distribution were decentralized and reorganized along product lines with global product managers. In addition to this, SMH named a country manager everywhere it sold watches to maintain and tighten its localized customer connections. (Matrix structure: output grouping based on product lines along with user grouping based on geography.)

The result was a huge success: SMH went from a $124 million loss on sales of $1.1 billion in 1983 to a $286 million profit on $2.1 billion sales in 1993.

