


How to use this
publication

Each “20 Questions” briefing is designed to be

a concise, easy-to-read introduction to an issue
of importance to directors. The question format
reflects the oversight role of directors which
includes asking management — and themselves —
tough questions.

The questions are not intended to be a precise
checklist, but rather a way to provide insight and
stimulate discussion on important topics. The
comments that accompany the questions provide
directors with a basis for critically assessing

the answers they get and digging deeper as
necessary.

The comments summarize current thinking

on the issues and the practices of leading
organizations. Although the questions apply to
most medium to large organizations, the answers
will vary according to the size, complexity and
sophistication of each individual organization.

WRITTEN BY
Ken Smith, Ph.D., ICD.D

PROJECT DIRECTION

Gigi Dawe

Principal, Risk Oversight and Governance
CICA

Rayna Shienfield, J.D.
Principal, Risk Oversight and Governance
CICA

]
l[p The CICA has granted
permission to the ICD to
INSTITUTE use these materials in its
O RATE Director Education Program.

DIRECTORS



Chartered Accountants
of Canada

20 Questions
Directors Should Ask about
Strategy

Third edition




Copyright © 2012 The Canadian Institute of Chartered Accountants

All rights reserved. This publication is protected by copyright and written permission is required to reproduce, store
in a retrieval system or transmit in any form or by any means (electronic, mechanical, photocopying, recording, or
otherwise).

For information regarding permission, please contact permissions@cica.ca

Library and Archives Canada Cataloguing in Publication
Smith, Kenneth William, (date)
20 questions directors should ask about strategy / Kenneth William Smith. -- 3rd ed.
Previous eds. by: Chris Bart.
Issued also in electronic format.
ISBN 978-1-55385-644-3
1. Strategic planning. 2. Business planning. |. Canadian Institute of Chartered Accountants Il. Bart, Christopher
Kenneth, (date). 20 questions directors should ask about strategy IIl. Title. IV. Title: Twenty questions directors

should ask about strategy.

HD30.28.565 2012 658.4'012 C2011-907953-4



Risk Oversight and
Governance Board

Giles Meikle, FCA, Interim Chair
Alexandre Guertin, CA

Mike Harris, CA, CIA, ICD.D
Doug Hayhurst, FCA, ICD.D
Bryan Held, FCA, ICD.D
Andrew J. MacDougall, LL.B.
Sue Payne, FCA, C.Dir

Debi Rosati, FCA, ICD.D

lvor Ruste, FCA

Catherine Smith, ICD.D

Huw Thomas, CA

John E. Walker, FCBV, CA, LL.B.

Directors Advisory Group

Giles Meikle, FCA, Chair

Hugh Bolton, FCA,

John Caldwell, CA

William Dimma, F.ICD, ICD.D
Gordon Hall, FSA, ICD.D

Carol Hansell, LL.B.

Thomas C. Peddie, FCA
Guylaine Saucier, CM, FCA, ICD.D
Hap Stephen, CA

Peter Stephenson, Ph.D., ICD.D
Janet Woodruff, CA, ICD.D

CICA Staff

Gigi Dawe

Principal, Risk Oversight and Governance
Gord Beal CA, M.Ed.

Director, Guidance and Support

Rayna Shienfield, J.D.

Principal, Risk Oversight and Governance

20 Questions Directors Should Ask about Strategy

Preface

The Risk Oversight and Governance Board of the
Canadian Institute of Chartered Accountants has
developed this publication to help boards of direc-
tors fulfill their responsibility for the oversight of
strategy.

Since the first edition of this publication was
released in 2003, the business environment in
which boards of directors operate has grown much
more complex. Expectations regarding their part
in strategy have heightened accordingly. This third
edition is intended to help directors:

¢« understand the board’s role in strategy

e engage appropriately and constructively in
strategic planning and oversight

*« review key elements of the company strategy
and embedded risks

¢ work through unexpected changes in the
strategic context.

The following pages feature a series of questions
that directors may ask to focus thoughts and dis-
cussions on key strategic choices and associated
risks. We also provide explanatory background and
best practice ideas related to each question.

While our discussions are primarily aimed at direc-
tors of publicly traded corporations, many of the
concepts are relevant to organizations in all sectors.
We encourage directors to adapt the questions and
approach to the size and sophistication of the orga-
nization and to the data and resources available.

The Risk Oversight and Governance Board thanks
author Dr. Ken Smith for contributing his insights
and ideas to this publication. We also acknowledge
and thank the members of the Directors Advisory
Group for their invaluable advice and the CICA staff
for their support in completing this project.

Giles Meikle, FCA, Interim Chair, Risk Oversight and
Governance Board
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Introduction

Today'’s increasingly complex and dynamic business
environment magnifies the importance of strategy
and the difficulty of its development and execution.
Virtually every sector is affected by the march of
technology, the opportunities and threats of glo-
balization, and rapid regulatory and public policy
change at home and abroad. Adding even more
complexity are the far-reaching and unpredictable
effects of the ongoing financial crisis. In such an
environment, a company’s strategy can be the key
to its success or perhaps its survival.

Views on the board’s role in strategy vary widely.
At one extreme, strategy is seen as the board’s pri-
mary role, with management working in support. At
the other extreme, strategy development is viewed
as the role of management; in effect, a board’s
disagreement with a strategy would be a vote of
non-confidence, in which case the CEO should be
replaced.

Therefore, this document begins with a discussion
of questions directors should ask about the plan-
ning process and their roles and responsibilities in
that process. The board is ultimately responsible for
the company’s direction and so it needs to be:

¢ engaged in the planning process

* prepared to consider major decisions in a
strategic context

* confident in the choices that are ultimately
made.

The questions then turn to the content of the strat-
egy itself. While boards typically focus on the
overall vision and corporate strategy, important
strategic issues also may exist at the level of busi-
ness unit strategy and even functional strategies.
For example, decisions on product strategies and
manufacturing strategies can expose the company
to significant risks and so the board should under-
stand the underlying issues.

The concluding questions concern implementa-
tion issues. The board’s responsibilities include
monitoring the strategy’s execution. In a dynamic
environment, the strategic context can change
rapidly. The board must be ready to understand
the implications of change for the strategy, includ-
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ing related risks and options. Directors particularly
need to be prepared for circumstances, such as

a takeover offer, that can change the board’s role
from providing oversight and advice to manage-
ment to making independent recommendations to
shareholders and other stakeholders.

Note that some examples are used in this document
to illustrate concepts and alternate strategies. Well-
known companies and familiar historical situations
have been selected so that the reader may benefit
with minimal explanation. No judgement of the
companies or their strategies is intended.

Responsibilities,
Roles and Process

There are two perspectives on the board’s responsi-
bility for strategy that both lead to the same place.
In the first perspective, the board is responsible for
the company and so the directors are responsible
for the company’s strategic direction. The strategic
vision and the competitive strategy are one of the—
if not the—most important decisions the company
must make.

In most large companies, however, the strategic
planning process is carried out by management.
This results in the alternate perspective that a
board’s over-involvement in strategy may under-
mine management accountability. Even from this
perspective, the directors’ duty of care requires
the board to provide responsible oversight of risk,
and the risks associated with the context for and
choices made in the strategy are among the most
significant.

For example, consider the fall of high-profile U.S.
banks in the recent financial crisis. In the years
leading up to the financial crisis, many financial
institutions either explicitly or implicitly adopted
strategies that dramatically shifted product focus,
asset mix, and the sources of revenue and profit as
they pursued the securitization and trading of large
portfolios of real estate-backed structured prod-
ucts. Many boards did not adequately understand
the underlying strategies and so they failed to grasp
the associated risks.



One lesson that can be drawn from the failure of
these institutions and applied to all sectors is this:
directors’ duties in risk oversight lead directly to
their responsibility for strategy. The two are inex-
tricably linked. In particular, the board must assess
the key risks inherent in the strategic context and
the choices made, and this requires more than a
passing glance at the strategic plan.

Whoever develops the strategic plan, the board
must be sufficiently engaged to validate it and to
assess the associated risks, and it must have suffi-
cient opportunity to influence the strategy and the
exposure if necessary. In a dynamic environment,
promising shareholders that poor strategic choices
by management will result in their replacement is
clearly not enough—by then, the damage could be
done.

1.  What is this board’s role in strategy versus
management’s role?

While the board is responsible for the company’s
strategic direction, the board’s role in the process
may vary. In most large public companies, man-
agement does the heavy lifting in assessing the
strategic context, analyzing the options and plan-
ning the course of action. The management team
can thereby be held accountable to execute against
the plan that it developed.

Smaller companies may not have the resources to
undertake an analytically robust strategic planning
process. The smaller the organization, the more
the strategy may need to rely on the board’s col-
lective experience and insights. Strategic planning
may consist of strategy workshops in which the
directors take a hands-on role in defining options,
choosing direction and setting priorities. Even in
these cases, it is important that management own
the resulting plan, as they are responsible for its
execution.

In all cases, the board must understand the strat-
egy well enough to:

e assess the inherent risks

« offer advice

¢ influence the direction if necessary

¢ achieve confidence that the plan is sound and
warrants board approval.

In the best cases, the board goes beyond reviewing
the plan and actively collaborates in the strategic
thinking. The board also has a role in monitoring
strategy execution and ensuring that major deci-
sions of the company are made consistent with the
approved strategy. The board should ensure that
any change in strategy is recognized as such and
appropriately considered and approved.

Questions directors can ask about the process,
assumptions, inputs, strategies, risks and their
involvement so that they can fulfil their responsibil-
ity comprise the remainder of this document.

2. What is the process for developing the
strategic plan?

Even if management will lead the development of
the strategic plan, directors should understand the
process and their role in it. Just as understanding
a company’s risk management process is part of
good risk oversight, understanding the strategic
planning process is integral to the board’s confi-
dence in the strategic plan.

There are many effective strategic planning pro-
cesses in use, some proprietary and some available
from consultants.! The best processes incorporate
the following themes.

e Future-oriented: The future context and goals
should be considered early. With manage-
ment under increasing market pressure to
improve short-term financial performance, it
is important for the board to set an appropri-
ately long time horizon.

* Internal and external considerations: The
most sustainable competitive advantages are
based on relevant, hard-to-replicate compe-
tencies. To execute a winning strategy, it is
important to know the direction of industry
and competitors and determine what assets
and skills should be developed.

« Appropriate level and focus of analysis: Peo-
ple tend to analyze what is available rather
than what is important. For example, though
it can be critical, competitive analysis is often
light because it is hard to obtain. On the
other hand, exhaustive analysis of unimport-
ant issues can distract management and the
board from higher quality thinking.

' See Appendix 2 for selected references.



* Selective use of external resources: Where
new issues or unfamiliar markets are under
consideration, expert third party input may
be valuable. Engaging external help to facili-
tate the process can also be worthwhile but
must not replace the role and ownership of
either management or the board.

e Action plans: Many strategies merely define
the strategic orientation. Strategy should
define what actions will be taken and include
metrics, milestones and responsibilities for
the strategy’s key elements.

e Financial models: Well-considered action
plans can be used to develop financial mod-
els of the strategy’s outcomes. Such models
are far more valuable than the more typical
extrapolations of past performance. They also
make it relatively easy to test a range of input
assumptions, thereby forming a basis for
quantifying risks.

* Risk analysis and stress testing: Even with
extensive analysis, uncertainty will remain.

Be sure to consider uncertainty from both
sides: downside risks and upside opportuni-
ties. Implications should be quantified where
possible, and the strategy should include con-
tingency plans and strategic alternatives.

e Appropriate level of involvement: The col-
lective knowledge and thinking of the
organization can be of value in strategy devel-
opment. Involvement also builds buy-in.
However, more is not always better. Exhaustive
company-wide planning exercises can con-
sume valuable resources, and some aspects of
strategy should remain confidential.

Planning can be overdone. In some organizations,
strategic planning has become a lengthy, exhaus-
tive process that consumes valuable resources
across the company year after year. The same fre-
qguency and depth of analysis may not be required
in every division and function each year. Boards
should exercise some restraint in their planning
demands and keep the focus on the most critical
issues.

3. What is the education program that will help
directors understand the company and its
context adequately for their role in strategy
development and subsequent strategic
decisions?
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Ideally, some directors have been selected to sit
on a board due to their industry knowledge, but
typically few of them remain actively involved in
the industry. Others may only have been exposed
to the industry through their directorship. Helping
directors understand the industry and company
well enough to add value to the strategy dialogue
and recognize the risk is a challenge.

Most boards are presented with briefings from
company executives from time to time on impor-
tant issues. (This exposure to the management
team can also aid in succession planning.) In addi-
tion, some boards make time for independent
outside experts to provide a third-party per-
spective and alternate views on relevant market,
technology and competitive trends, and potential
outcomes. Best practices include independent
competitor briefings from industry analysts or con-
sultants. Such analysis risks the perception that the
board is second-guessing management’s analysis.
Use of third parties should be clearly defined as a
director education initiative, and the analysis should
be fact-checked (but not filtered) by management.

Ideally, such education sessions look forward.
Directors typically have enough data on the com-
pany and industry’s past. Informed discussions of
alternative future scenarios that consider industry,
market or competitor dynamics can prepare direc-
tors for strategy decisions.

4. How will management and the board be
engaged in strategy development and/or
strategic risk assessment?

The best strategy development processes truly
engage the board and management in the thinking
process together. The board should have the oppor-
tunity to raise its expectations and concerns early

in the process so these matters are considered dur-
ing the process, not just after. The board should also
have the opportunity to understand the proposed
strategy, consider the risks and provide feedback
before the strategy is finalized.

Achieving the right kind of engagement is a subtle
task. If the strategy is presented as a complete “for
approval” agenda item, then the board will not be
sufficiently engaged to gain real insight into the
risks and it will be too late in the process to influ-
ence the thinking. However, too much engagement



may take responsibility away from management
and undermine their accountability.

A best practice for engaging the board in strategy
review is to deploy the board specifically in sce-
nario analysis and risk assessment and to facilitate
a sufficiently engaging exercise that enables them
to understand the strategy and identify additional
risks and opportunities. This approach leverages
the role and talents of directors without subjecting
the entire strategy to hands-on revision.

For example, when the strategy is drafted but not
finalized, the board can be engaged to work with
the proposed strategy under various “what if” con-
ditions to identify additional risks and opportunities
inherent in management’s strategy. Having direc-
tors work with the strategy in a range of scenarios,
including best and worst case scenarios, will ensure
they understand and can add value to the strategy
and risk assessment.

5. What is this board’s risk appetite with respect
to strategy?

The risks associated with the context and decisions
of strategy are among the most significant risks of
the company. One of the board'’s roles is to approve
the company'’s risk appetite. Directors should dis-
cuss the nature of the uncertainties in the industry
and the strategic risks appropriate for the company
in the given circumstances.

Many directors believe that their role in risk over-
sight is to minimize risk, modulate executive
exuberance and prevent disasters. However, risk
only exists in the presence of uncertainty. Reduc-
ing uncertainty by reverting to more conservative
strategies can truncate the potential upside for the
corporation as well as the downside.

Furthermore, the risk of inaction is often ignored. In
an ever-changing business environment character-
ized by globalization, public policy and regulatory
change, industry restructuring, and new technolo-
gies, products and competitors, the safest course is
seldom the status quo.

A best practice is to use scenario analysis? to under-
stand the possible future contexts for the company
and the strategy and exposures in each case. (As
noted, scenario analysis also offers an effective
means to engage the board in strategy review.)
Representative scenarios can be developed based
on a range of possible outcomes for each key
assumption. The implications for the company
under alternative strategies can then be consid-
ered in each scenario, ideally modelled so that the
impact of choices under alternate assumptions can
be quantified. In this way, the potential returns and
risks of each strategy can be weighed and contin-
gencies considered.

Even if a board is inclined to minimize risk, mini-
mizing change is not the means. The board must
understand the strategic context and ensure sound
strategies within the company’s tolerance for risk,
rather than its tolerance for change.

2 Royal Dutch Shell pioneered the use of scenario planning for
business planning in the 1980s. A concise introduction to the
process can be found in Paul J. H. Schoemaker, Scenario Plan-
ning: A Tool for Strategic Thinking, Sloan Management Review,
1995, and in Ged Davis, Scenarios for the 2ist Century, Probing
the Future Conference, Strathclyde University July 12, 2002.
(Ged Davis is former head of scenario planning at Royal-
Dutch Shell.) For a more comprehensive overview, see Peter
Schwartz, The Art of the Long View: Paths to Strategic Insight
for Yourself and Your Company, Doubleday Currency, 1996.



6. What is the strategic context for each ongoing
decision item? Does the decision alter the
strategic direction?

The strategy process does not end with the com-
pletion of the strategic plan. Every important board
decision should be made in the context of the
strategy. To ensure that the board’s ongoing deci-
sions and risk assessment are within the context of
strategy, the relevant strategic context should be
explicitly discussed at every meeting and for every
important decision. These discussions need not be
extensive or time-consuming if the board is familiar
with the industry context and engaged in the strat-
egy process as recommended.

In dynamic market conditions, one should not
assume that the strategy as approved is fixed and
simply can be deployed without further consid-
eration. When a decision seems right but is not
aligned with strategy, there are three possibilities:

1. The strategy was right and this decision
should not be taken. This is the most com-
mon case but often not recognized as such.
For example, when an attractive acquisition
opportunity is presented, the strategy is often
ignored; management and the board should
resist the lure of the deal in favour of longer-
term strategic interests.

2. The decision would take the company down
one of the alternative paths considered in
the plan as a contingency plan or strategic
option. In this case, the board should confirm
that the change in circumstances for which
the alternate plan was developed has indeed
occurred. The strategy should then be fine-
tuned to the new circumstances.

3. The decision changes the strategy. Choosing
such a path would acknowledge that the strat-
egy was wrong. If so, it is important for the
company to develop a new strategy; otherwise
the organization will continue taking actions or
decisions based on the old (abandoned) strat-
egy or based on no strategy at all.

The board needs to be in a position to identify off-
strategy propositions and to provide an informed
and independent perspective on the choices and
conseguences.

20 Questions Directors Should Ask about Strategy

Content of the
Strategy and the
Levels of Concern
to the Board

As boards seek to understand the strategic con-
text and to review and advise on the plan’s content,
there are four levels of strategy to consider:

strategic vision and goals

corporate strategy

competitive strategy of each business unit
functional strategies.

o

Boards typically focus on the highest levels, but
there may be important questions for directors to
ask at each level.

Level 1: Strategic
vision and goals

Planning means thinking ahead about how to
accomplish a goal. To say that a plan is “strategic”
implies that it is to achieve something of importance,
it is coordinated, and it is competitive. (The Greek
root, strategein, means to lead an army in battle.)

It is therefore important to begin with an under-
standing of the goals of the strategy, or the
strategic vision.® The most useful strategic visions
are not simply aspirational statements. They are
based on:

e A perspective on the future context for the
industry and the company. For example, how
the context may be affected by changes in
technology, regulation, globalization or the
actions of competitors

e Choice of the markets or arenas in which to
compete in light of the future context. For
example, where will the company compete in

3 There are many (sometimes conflicting) definitions of mission,
vision and strategy. See Appendix 1 for definitions and discus-
sion of these terms. In this document, we have aimed to state
the 20 questions plainly and without jargon.



terms of geographies, market segments, or
along the industry value chain?

e The basis of competitive advantage. For
example, what assets, market position or
competencies will provide the company with
the ability to succeed in the chosen markets
in that future context?

Based on this vision, the company can define its
overall strategic goals. The strategy then comprises
what the company will do to achieve those goals,
leveraging its competitive advantages to win in the
chosen markets or arenas of competition.

Before considering the strategy itself, the following
three questions are among those that can be asked
about the strategic vision.

7. What is the future context for the industry and
the company?

By first considering the view of the future (or alter-
nate views), the plan can directly address strategic
choices within the most likely future context, which
is seldom the current context. One can then con-
sider and address possible actions of competitors.

Strategic planning typically begins with analysis of
the past. Plans are then developed to improve per-
formance or grow the business off the current base.
Potential changes in the industry context or plan-
ning assumptions are addressed later in the process
of considering risks to the strategy.

However, considering possible changes in industry
context only as risks can cause them to be consid-
ered too little and too late in the process. The “what
if” step at the end of the strategic planning process
may reveal important possible changes in the con-
text, but this is more likely to lead to contingency
plans when a more fundamental rethinking of the
core strategy may be required.

The best practice is to consider the future context
for the company at the start of the process. This
approach is more likely to lead to strategies that go
beyond reacting to changes to taking advantage of
them. In recent examples, some media companies
participated in the development of tablet technol-
ogy while others developed contingency plans;
some mining companies anticipated and led global
consolidation while others prepared takeover
defences.

While the future cannot be predicted with any
certainty, the board should expect to consider evi-
dence of technology, regulatory and market trends,
and indicative competitive behaviour. Again, a best
practice is the use of scenarios of the alternate
future contexts —the likelihood and implications of
each scenario can be considered in strategy devel-
opment and risk analysis. In particular, competitive
analysis and “war games” can reveal potential com-
petitor actions that should be considered in the
plan.

8. Where will the company compete and why,
i.e., in what market segments, in what aspects
of the industry, in which geographies; based
on what competitive advantage; what are the
associated risks?

Before rushing to “how” to compete, strategic plans
should address “where” and “why”. Boards should
consider the following factors.

e Where in the market? For example, as the
pulp and paper industry consolidated, first
nationally then internationally, some compa-
nies worked to achieve a low-cost position
in commodity paper markets (e.g., Abitibi-
Price, now Resolute Forest Products). Others
selected niche specialty paper market seg-
ments in which they could leverage unique
competencies and retain high margins (e.g.,
Appleton Papers). The risks in each case were
different: the high-volume commodity players
would be exposed to continued price-based
competition in cyclical markets; the niche
players were betting that lower-cost players
could not match their quality and that their
customers would continue to demand that
quality.

«  Where in the value chain? IBM chose not to
compete in personal computer manufacturing
and instead invested in developing down-
stream software and services. The strategy
reduced IBM’s exposure to low-cost compet-
itors and recognized the potential value of
IBM’s customer insights and relationships for
the development of software and services. By
contrast, the major oil companies have cho-
sen to remain vertically integrated and earn
high margins on scarce upstream resources.

e Where in the world? CN chose to develop a
North American railway and believed it could
compete on a North American scale as a



superior scheduled freight railway. The sched-
uled railway had not been tried on a large
scale in freight before, but, on the upside,

the move opened large growth potential.

As another example, McCain Foods chose

to enter India to be on the ground floor of a
developing food processing industry.

In each case, these companies made choices to
compete based on a rationale that considered their
capabilities, the market alternatives and the risks.

In the best cases, the relative positioning of the
products, services, costs and capabilities of the
firm are objectively assessed to verify competitive
advantages and vulnerabilities. In some industries,
comparative metrics are readily available from the
marketplace or from industry associations. Other-
wise, competitive benchmarking may be required
on key indices.

9. Given the future context and the choices
above, what are the overall strategic goals?

Considering the future context, the selected focus
and the basis of competitive advantage, what
should the company be able to achieve? This articu-
lation of potential should not be confused with lofty
vision statements intended more to define an aspi-
rational or inspirational end state.

Rather, it should define what the company will set
out to accomplish. In the historical examples above,
the goal of each company was clear.

e The fine paper company’s goal was to lever-
age unique capabilities to dominate a specific
high margin niche segment.

e The commodity player would achieve a low-
cost position by mergers to consolidate
overheads and rationalize capacity.

« |BM’s goal was to reduce exposure to low-
margin manufacturing and transform into a
solutions provider.

* CN set out to be the first North America-wide
scheduled freight railway.

These goals can be translated into financial goals
later in the process, after the strategy and imple-
mentation plans have been developed.
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Level 2: Corporate
strategy

Companies with a portfolio of businesses must
consider the strategy for the portfolio as well as

the strategies for each business. In addition, single
business companies in restructuring industries can
face merger, acquisition, joint venture or sale deci-
sions. The issues of business portfolio, partnerships,
mergers, acquisitions or sale are generally referred
to as corporate development and are addressed in
the corporate strategy.

10. Are any of the industries in which the
company operates likely to restructure? What
is driving the restructuring?

Industries can restructure in a variety of ways. The
most familiar is consolidation through the merger
of like companies within a market, as recently
occurred in the U.S. banking industry. Industries
may also restructure along the value chain. This
can occur by vertical integration; for example, the
oil industry is largely integrated from oil explora-
tion to gasoline retailing. Value chain restructuring
can also occur by disaggregation; for example, the
natural gas industry has separated into producers,
pipelines, utilities and retailers.

Understanding what is driving the restructuring is
important, as the underlying reasons highlight the
skills and competitive position required to succeed.
For example, the financial services consolidation
was prompted by the repeal of interstate banking
restrictions, but it is driven by economies of scale
and scope in the products and distribution chan-
nels supported by technology —economies now
available to large Canadian banks.

In the energy sector, emerging public policy in
many jurisdictions is driving a shift in demand
toward renewable sources. Smaller operators are
producing run-of-river hydro, wind and solar power,
fragmenting the network of suppliers in an industry
once highly concentrated and fully integrated.

In media and telecommunications, the long-
anticipated convergence is now driving industry
restructuring. Companies and industries in the
sector were once built according to the form of
information (with video, voice and text defining



the roles of cable companies, phone companies
and publishing houses respectively). Now, these
industries are being organized around the function
of the information. The Internet has accelerated
the globalization of this industry, which was once
protected in many countries, including Canada.
Regulation is changing to allow foreign ownership
and the formation of global communications com-
panies.

Different and equally compelling forces are driv-
ing changes in industry structure in manufacturing,
retailing, resources, transportation, and health

care and pharmaceuticals. Virtually every sector is
affected by changes in global markets, technology,
demographics, and regulation at home and abroad.

Such forces can change the future context for com-
petitors by changing the scale, scope and skills
required to compete. While most companies will
eventually have to react to these changes, those
that anticipate changes will be in a better position.
A best practice is to consider what might happen
and why early in the restructuring or, ideally, before
the trend begins. The board needs to understand
why and how the industry may restructure in order
to assess the company’s strategy in that context.
Fewer strategy options will be available the longer
the company waits.

1. What role should the company play in industry
restructuring?

In restructuring industries, the companies that do
not acquire will often become targets (such as
INCO and Molson). While sale premiums can be
attractive, boards should also consider the value
created by those that lead such restructurings
(such as Xstrata and Inbev Brewing, respectively).
To protect the company’s long-term interests,
directors need to stay ahead of such developments
or they may eventually face a sale with few options.

Staying ahead requires a long view on the industry
and the company’s development. The compa-
nies that lead industry restructurings start early,
build skills and financial capacity, and establish a
track record of deal success. Those that wait may
be presented with an offer to purchase including
a premium for the stock that would be attractive
to shareholders. In the absence of a compelling
growth plan of its own, a board that is presented
with such an offer has little option but to auction
the company.

A plan to sell the company to consolidators can

be a legitimate and even the optimal choice in a
restructuring industry. Again, understanding why
and how an industry may restructure can lead to
strategies that position the company as an attrac-
tive target to the most desirable partners and
optimize the timing and value of the sale. When the
board is faced with an offer, it is too late to better
position the company or influence partner selection
or timing.

12. Considering a portfolio of businesses held,
how is the parent company adding value?

The director of a company that owns multiple busi-
nesses needs to understand how the company, as
the parent company, is to add value. The compe-
tencies of the parent and the corporate strategy
should align with this role.

At one extreme, the company may hold a diversi-
fied portfolio of businesses that has little potential
for integration. In such cases, the parent company,
such as Berkshire-Hathaway, may act as investor
only and choose not to intervene in the individual
business (other than by exercising its fiduciary
duties on any boards of its holdings). The parent
company'’s role essentially is to grow and allo-



cate shareholder capital by buying and selling of
companies or company shares and by monitoring
performance.

A diversified portfolio may also be held by a

parent company that adds value through manage-
ment skills. General Electric, for example, holds

a diversified portfolio and adds value by training
management “the GE way” and by sharing manage-
ment skills, tools and disciplines (e.g., Six Sigma).

At the other extreme are multi-business compa-
nies that are, or can be, highly integrated. In these
cases, the parent company facilitates the sharing
of resources and/or reforming the structures and
relationships of the holdings. For example, the large
media companies use content across media and
products. The various new structures created to
develop and exploit digital media illustrate how the
parent can add value through integration. These
parent companies typically have competencies in
the industry, and the parent’s strategy is industry-
specific and deeply related to the strategies of the
holdings.

Between these extremes, the parent can play a
range of roles. The important point is that the strat-
egy of the parent, the competencies required and
the related risks are role-dependent. The board of
the parent needs to understand and agree on how
the parent will add value.

13. Is the proposed corporate strategy consistent
with the role and capabilities of the parent?

All of the elements of strategic vision reflected in
the questions above apply to the board of a multi-
business company. How they apply depends on the
role of the parent.

For example, the strategic goals of the parent in an
investor role will likely relate to the character of the
portfolio and its returns (e.g., Berkshire Hathaway,
GE). However, the parent company of an integrated
portfolio of related companies would be expected
to have an industry-specific strategic vision and
competitive strategy (e.g., as in the above media
company examples).

In addition, any change in the parent company’s
role (e.g., warranted by a change in context or an
opportunity to create value in a different way)
needs to be acknowledged so that the strategic
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risks can be properly considered. A change in role
may also mean that different skills or resources are
required of the parent.

In the best cases, the role of the parent is explicit
and its strategies and competencies are aligned with
the role. For example, Berkshire Hathaway acquires
well-run companies and retains the management

of acquired firms. In contrast, some private equity
firms look specifically for troubled companies; they
have the capacity to put new management in place
and the skills to guide a turnaround.

In addition to risks directly associated with the
strategies, a change in role and/or structure intro-
duces implementation risks at both the parent level
and in the holdings.

Level 3: Competitive
strategy

For a single business company or for each business
in a portfolio, the competitive strategy is the inte-
grated set of actions that will advance the company
in its selected market, that is, how the company will
compete.* Directors need to understand the com-
petitive strategy, the choices required, the options
left open or closed by those choices, and the risks
introduced.

14. How does the proposed strategy advance the
company toward its goals?

While this question may be simple and obvious,
asking it can help distil extensive analysis and a
potentially complex strategic plan into some basic
principles. By asking the questions about the stra-
tegic vision above, the board has learned about the
future context for the company and industry, deter-
mined where the company has chosen to compete
and why, and defined its long-term goals. So what
steps does the strategy propose to get there?

For example, investing in new paper coating
technology fits the goals of the niche fine paper
manufacturer discussed earlier but perhaps not
with the goals of the commodity player. IBM’s out-
sourcing of manufacturing and its acquisitions of

4 A list of readings in competitive strategy is provided in Ap-
pendix 2.



Lotus and PwC Consulting were part of a clear
march toward the transformation from manufactur-
ing to software and services. The Thomson-Reuters
merger was entirely consistent with Thomson’s goal
to become a leading provider of information to pro-
fessionals in select segments.

Many wishful investment schemes and opportunis-
tic acquisition proposals are brought to boards. A
board that does not have clarity regarding the com-
pany’s goals will have a harder time assessing the
strategies proposed to achieve them.

15. How does the new strategy affect the skill and
resource requirements, and the downside and
upside risks?

A change in direction often creates a need for new
capabilities. Strategies that require capital invest-
ments or acquisitions may generate new financing
needs. The strategy should identify such new
requirements and the plan to acquire the needed
resources.

New directions and the need for new capabilities
or financing all introduce risks. However, there are
risks associated with the status quo as well. While
boards usually ask about the risks associated with a
new strategy, the question above is a comparative
one. A best practice is to assess what risks the pro-
posed strategy avoids or reduces, as well as what
new risks are introduced. Upside and downside
implications should be considered in both cases.

Returning to our examples above, the niche fine
paper strategy truncated the potential upside
benefits because it was focused on small markets,
but it also truncated the downside risk of chas-
ing a low-cost position unsuccessfully. On the one
hand, IBM had a poor track record with acquisition
integration prior to the change in strategy. The
new strategy would require acquisitions, increas-
ing merger integration risks, but it reduced IBM’s
exposure to low-cost manufacturing competitors
at the same time.

Level 4: Functional
strategies

Boards tend to stay at a high level and review stra-
tegic vision, corporate strategy and overall business
strategies. But, as the saying goes, the devil is in

the details. For example, many of the banks that
were caught holding large portfolios of real estate
derivatives during the recent financial crisis had
committed significant resources to developing and
trading these products in the preceding years and
generated large profits as a result. Understanding
where the money was coming from and the risks
that were coming with it would have required an
understanding of the associated product strategies.

16. What are the functional strategies that are
instrumental to success and what are the
associated risks?

While it is a lot to ask the board to understand all
the details of all the functional strategies, directors
can and should consider them in-depth where it
counts. In some industries, there are select func-
tions that will always be key to the strategy. For
example, the research and development strategy of
a pharmaceutical company, the brand strategy of

a consumer goods company, and the supply chain
strategy of a retailer may be key to the organiza-
tion’s success and a major source of strategic risk.

Boards should discuss which functions are key to

a particular industry context or proposed strat-
egy. For example, it may be important to review
the sourcing strategy in anticipation of a new free
trade lane, the sales strategy for a company enter-
ing a new market, the manufacturing strategy in
the context of rising currency, or the environmental
strategy for new resource development.

Outsourcing and insourcing decisions are effec-
tively choices of “where to compete” at the
functional level. A decision such as the outsourc-
ing of manufacturing, as in the IBM example, is
clearly a board decision. Even the outsourcing of
select back-office functions warrants board-level
review as such strategies can significantly affect
cost structures and introduce new operational and
financial risks.



The question of how deep a board should go
should not be about the level of planning (i.e., cor-
porate strategy versus business strategy versus
functional strategies) or the level of detail (i.e.,
goals versus overall strategic direction versus stra-
tegic actions). Rather, the question should be about
level of importance. The board has the right and
responsibility to understand the elements of strat-
egy that are important to the company’s future
and/or material to the risks.

17. How has the strategy incorporated corporate
social responsibilities?

Many companies have adopted specific strategies
on sustainability, including reporting to sharehold-
ers and the public on environmental and social
issues. While there remains a range of opinions on

a company’s responsibilities to stakeholders other
than shareholders, recent rulings have confirmed
the right of directors to consider other stakeholders
and the obligation to treat other stakeholders fairly
“commensurate with the corporation’s duties as a
responsible corporate citizen.”s

While the level of attention has increased dramati-
cally, the strategies pertaining to corporate social
responsibility (CSR) are often developed separately
from the business strategy. One way that compa-
nies are bringing these strategies together is to
require a sustainability review or CSR audit of major
projects, capital plans and/or strategic plans. These
reviews often identify risks and result in some addi-
tions or modifications to implementation plans.

An emerging best practice is to use the CSR lens to
find better business solutions. By looking at busi-
ness problems or opportunities through multiple
lenses from the start, ideas sometimes emerge that
satisfy multiple goals at once. In addition to CSR,
these lenses can include:

e shareholder value
e environmental impact

5 Inits December 2008 ruling in the BCE case, the Supreme
Court of Canada said, “The duty of the directors to act in
the best interests of the corporation comprehends a duty to
treat individual stakeholders affected by corporate actions
equitably and fairly. There are no absolute rules and no prin-
ciple that one set of interests should prevail over another. In
each case, the question is whether, in all the circumstances,
the directors acted in the best interests of the corporation,
having regard to all relevant considerations, including —but
not confined to—the need to treat affected stakeholders in a
fair manner, commensurate with the corporation’s duties as a
responsible corporate citizen.”
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e community and economic development
*« brand and corporate reputation

¢ employee impact

e corporate competitiveness.

For example, reducing energy consumption has
reduced both carbon impact and operating costs
for many companies. There are also examples
where community development considerations
have produced better long-term mine development
plans. Some companies that viewed the hunger and
poverty issues of India initially through the CSR lens
are now seeing the business opportunity of being
on the ground early in the development of a mas-
sive new market.

Directors should ensure that stakeholder expecta-
tions have been considered and, ideally, that the
planning will be informed by CSR considerations
and related business opportunities.




Implementation
Issues and Special
Situations

Strategy development often stops short of action
plans. A strategy lacking specific action steps,
milestones and accountabilities is incomplete and
does not provide management or the board with a
basis to track progress. In addition, circumstances
can change and in some cases require the board to
make independent recommendations to sharehold-
ers and other stakeholders. Often such decisions
are needed when stakes are high and time is short,
which further underscores the need for an ongoing
process to stay current on the strategic context and
strategy implementation progress.

18. What are the key steps, risks and expected
returns of strategy implementation?

The very task of action planning can clarify an
ambiguous strategy or reveal the impracticality of
an ill-conceived one. The board may not need to
know all the implementation detail, but, by pressing
for evidence of it, the board can better ensure that
the strategy is sound and actionable.

Planning the timing and resource requirements of
implementation is also required for financial mod-
elling. Even when following a strategic planning
process, it is not uncommon for future projections
to be essentially extrapolations of the past, with
adjustments for successful execution partially off-
set by a little “sandbagging”.

In the best cases, projections are based on the tim-
ing and costs of strategic initiatives and the revenue
or savings expected in due course. The board can
then monitor the progress of strategy implementa-
tion and the impact versus expectations. As noted,
a best practice is to use multiple scenarios of the
future industry context and competitor strategies
to develop a corresponding range of financial out-
comes.

Implementation, even of a sound strategy, can
also be the source of significant risks. If the strat-
egy calls for new investments, new capabilities or
new product-market initiatives, then risks of effec-
tive implementation will arise. In addition, even if

the implementation is well executed, it may not
yield the expected outcomes. Therefore, the board
should understand the major steps or milestones in
order to monitor progress.

The board may have a role to play in implementa-
tion. For example, large investments or acquisitions
may require board approval or even shareholder
approval when new capital is required. Occasion-
ally, the board is also engaged in advocacy, for
example, when public policy or regulation is a fac-
tor. In all cases, directors should know when they
may be called upon and prepare accordingly.

19. What strategic options does the proposed
course of action keep open or eliminate?

Strategy is sometimes regarded as making choices.
However, while choices do have to be made
eventually, in a dynamic and uncertain industry envi-
ronment, the best strategies keep as many doors
open as long as possible. Flexibility has value.s

A new strategy may close some doors and open
others. For example, IBM closed the door on PC
manufacturing when it outsourced these func-
tions and spun off its capabilities. Its acquisition
of Lotus opened many new possibilities for other
software development and distribution through
IBM’s channels.

Therefore, to properly assess upside and downside
risk, the board should look beyond the choices made
and consider the alternatives or options that may be
lost or gained in pursuing the proposed strategy.

Then in the course of strategy execution, some
decisions are best delayed to keep options open

as long as possible. When decisions are tabled that
will cut off other options, the facts, alternatives and
risks should be revisited to ensure that conditions
require such a choice and that the choice is the best
one in light of the most current information.

Keeping options open is particularly important in
periods of uncertainty in the overall market, such
as the prolonged period of uncertainty following

6 Technically, the choices left open are referred to as real op-
tions. A concise discussion of the value and management of
real options can be found in Timothy Luehrman, Strategy as a
Portfolio of Real Options, Harvard Business Review, 1998.



the financial crisis. In such times, there are many
unknowns about how market conditions could
evolve over the planning period. A definitive strategy
with pre-defined action steps into the future runs a
high risk of failure and/or missed opportunities.

20. Is the board prepared for events that could
place directors on the front line of high-stakes
strategic decisions?

As noted earlier, boards are ultimately responsible
for the strategy, and management usually leads the
analysis and brings key decisions forward to the
board. However, some situations put directors on
the front line, such as a take-over or merger offer,
the unexpected loss or removal of the CEO, or a cri-
sis beyond management’s experience or capacity.

One reason why it is important for the board to be
up-to-date on the industry context and strategy is
that the board can be pushed to the front line at
any time. For example, in an industry that is restruc-
turing, high-stakes merger, acquisition or sale
decisions may need to be made that require board
involvement. In particular, if an unsolicited offer

is presented to acquire the company, the board
may have to make a decision with limited support
from management. The board must assess the

sell option against the adopted strategy and other
options, and it may be pressed to auction the com-
pany to maximize value.

A board that is current on industry developments,
understands the company’s growth strategy, and
has assessed the upside potential of the growth
and sale options will be in a better position to take
control of the situation and assess the best value
creation strategy, adjusted for risk.

If a company is in difficulty or on the brink of poten-
tial insolvency, the board may need to consider
whether or not the current strategy will pull the
company through. In such situations, directors may
seek independent advice in addition to manage-
ment’s, but, in any such crisis situation, the board
must make high-stakes decisions that affect share-
holders and other stakeholders.”

The surprise departure or loss of the CEO is another
circumstance for which a board must be ready. In

7 See “20 Questions a Director Should Ask about Crisis Man-
agement”, CICA, 2008.
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the best circumstances, a succession plan exists®
and a new CEO is in place quickly. However, in
smaller organizations, it may not be practical for
the company to have a qualified candidate on deck,
and a director may need to step into the CEO role
temporarily. Whether a director or another external
candidate takes up the interim CEO role, the board
cannot rely on management to the extent that it
normally would.

The possibility of any of these circumstances
should serve as a good reminder that the board is
ultimately responsible for the strategic direction of
the company and the associated risks, and it may
need to exercise that responsibility directly in cri-
sis. The board that has kept current on the industry,
has been engaged in strategy development, and
has set each meeting and decision in the context of
strategy will be in a much better position to make
optimal decisions in any of the situations above.

Conclusion

While the board is ultimately responsible for the
company'’s strategic direction, management typi-
cally leads development of the strategic plan.

In most respects, this division of roles is benefi-
cial—management has the resources to execute
a rigorous process and, after developing the
plan, can can more easily implement and be held
accountable for it.

As a result, however, many boards are not close
enough to the issues or the process to responsibly
oversee strategy or properly consider the asso-
ciated risks. Many directors lack the knowledge

of the industry and company context they need
to offer an informed, independent perspective.
Many boards avail themselves only of an annual
review to influence strategy, whereas the dynamic
environments of most companies demand adap-
tive strategies that cannot be set and agreed to in
advance.

The 20 questions above are designed to take
directors deeper into the strategy process while
remaining in the directors’ role. The strategy devel-
opment process and the board’s role in it should be

8 See “20 Questions a Director Should Ask about CEO Succes-
sion”, CICA, 2008.



clear. Directors should be provided the background
and the opportunity to understand the context and
influence strategy. The board has a role to play at
all levels at which strategy is important to the future
of the enterprise or which can be the source of sig-
nificant risks.

Moreover, in restructuring industries, some of the
company-defining decisions will involve major
mergers or acquisitions, and the board will likely

be thrust into the front line at some point. If direc-
tors have been sufficiently engaged to really
understand the context and have confidence in the
strategy, they will serve the company well when the
stakes are the highest.
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Appendix 1: Definitions

Strategic Vision: The strategic vision is a descriptive goal for a company in the context of the company’s
future environment, the defined markets or arenas in which the company will compete, and the basis of the
advantage it needs to compete in those markets. The strategic vision answers where the company will com-
pete, why it chooses to compete there, and on what basis it will compete. However, it need not answer how.

For example, IBM may have defined its strategic vision in the late 1990s as follows.

IBM will transform from a hardware manufacturer to become the world leader in business software and
services, based on:

*  View of the future. There will be continued growth of information technology but with greater
competition and lower margins in hardware manufacturing.

* Arenas of competition. /IBM will use its understanding of customers and their markets to develop
new and better applications, and it will use its R&D capability to advance technology. IBM will
increasingly outsource manufacturing.

* Sources of competitive advantage. IBM will maintain superior customer relationships and knowl-
edge and superior applied R&D capabilities. We will develop new capabilities to become a
skilled acquirer and supply chain partner.

Competitive Strategy: The competitive strategy is how the organization will compete in the chosen mar-
kets to win. It is comprised of the integrated set of actions that will be taken to achieve specific goals in a
competitive environment. Competitive strategy is generally defined for a single business or business unit
for which the relevant markets and competitors can be identified.

Continuing the IBM example above, the competitive strategy would define how the company would
achieve the stated position in software and services and reduce exposure to manufacturing.

Functional Strategies: When appropriate, competitive strategy can be taken to the functional level. For
example, the R&D strategy may specify how the company will achieve superior new product introduc-
tions; the manufacturing strategy may specify how the company will achieve superior quality or costs. It
is not always necessary to specify functional strategies and it is seldom necessary for all functions. The
functional strategies of importance are usually determined by the nature of the industry, the basis of com-
petitive advantage specified in the strategic vision, or the actions set out in the competitive strategy.

IBM’s manufacturing strategy, for example, was new and critical to the company’s broader competitive
strategy.

Corporate Strategy: This comprises the aspects of strategy relating to external development, such as
mergers, acquisitions, divestitures, disaggregation and significant partnerships. In most larger corpora-
tions, these issues and opportunities are in the realm of the corporate development function and the
corporate centre. However, the competitive strategy of the individual businesses or business units may
lead to corporate strategy considerations. Conversely, corporate strategy decisions will often affect the
competitive strategy of individual businesses or business units. (For example, IBM’s corporate strategy
would entail acquiring software companies (e.g., Lotus) and consulting service companies (e.g., PwC). It
would also entail spinning off large portions of its manufacturing supply chain (e.g., Celestica.))
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