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C H A P T E R 9
Corporate Strategy: Acquisitions, Alliances, and Networks
Overview of the Chapter
This chapter discusses the three major inter-organizational relationships: acquisitions, alliances, and networks. Mergers and acquisitions refer to a type of corporate strategy that deals with buying, selling, and combining different organizations in order to sustain competitive advantages. The chapter also discusses the different types of mergers and acquisitions, such as vertical and horizontal ones. 
Learning Objectives 
LO 9-1  Differentiate between mergers and acquisitions and explain why firms would use either as a vehicle for corporate strategy.

LO 9-2  Define horizontal integration and evaluate the advantages and disadvantages of this corporate-level strategy.
LO 9-3  Evaluate whether mergers and acquisitions lead to competitive advantage.

LO 9-4  Define strategic alliances and explain why they are important corporate strategy vehicles and why firms enter into them.
LO 9-5  Describe three alliance governance mechanisms and evaluate their pros and cons.

LO 9-6  Describe the three phases of alliance management and explain how an alliance management capability can lead to a competitive advantage.

LO 9-7  Define strategic networks and evaluate the advantages and disadvantages of different network positions.
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Lecture Suggested Outline
I. Overview

A. In this chapter, we study the corporate strategy of mergers and acquisitions, strategic alliances, and networks. We will also look at horizontal integration and the three different governance mechanisms for managing alliances. We end the chapter with a discussion on strategic networks and look at advantageous positions within the network for the firm. 
 Teaching Tips
Instructors can discuss the concept of firms’ make-or-buy decisions. Firms can have high degrees of vertical integration by doing everything in-house just like Ford Motors did in the early 19th century when the company had a manufacturing compound in Dearborn, Michigan. Or firms can diversify by using mergers and acquisitions (M&As), such as in the banking industry or high-technology industry. However, M&As require a high degree of dedication of resources and managerial changes, which may induce inflexibility due to the potential asset specificity that might occur after the M&A. Strategic alliances and networks provide other alternatives for firms’ diversification considerations, because they allow firms to focus on their core competencies while outsourcing non-core activities from partners. 
II. 
CHAPTERCASE 9  Facebook: From Dorm Room to Dominant Social Network
This brief case is designed to illustrate how Facebook leveraged the power of networking when other earlier firms like MySpace were not able to seize the opportunity. 
Show PowerPoint Slides 9.4 to 9.6
Key Points of Case
 Teaching Tips
Facebook is a social networking website that is known for its network effects (introduced in Chapter 7). This means the more people who use the website, the more value it can provide to both firms and customers. Using this idea as its business model, Facebook attracts attention from a lot of companies for marketing purposes. Simply ask the students if they have a Facebook account and how they use it. Do they see the marketing banner on Facebook? Do students pay attention to the advertisements? Have any students used the Facebook check-in function (or popular apps such as foursquare) at any restaurants, bars, and so on? Does this check-in function add any business value to the restaurants? Does it add any value to the students when they use it? Did the students previously have a MySpace account? Why did they change (or add FB if they already had MySpace)? 
Our students frequently say they used MySpace earlier but all their friends changed to FB so they did, too. This is exactly the power of network effects! 
III. Integrating Companies: Mergers and Acquisitions
Merger refers to the combination of companies, and acquisition refers to the purchase or takeover of companies. 
Show PowerPoint Slide 9.7
Integrating Companies: Mergers and Acquisitions
 Teaching Tips
At the bottom of Slide 9.7 is a link to a seven-minute video produced by BusinessWeek. The subject of the video is Dell’s purchase of Perot Systems and their desire to expand more aggressively into services. 
IV. Horizontal Integration: Merging with Competitors

A. The benefits of horizontal integration: reduce competitive intensity, lower cost, boost differentiation, access to markets. The reduction of competitive intensity comes from the fact that the number of competitors is reduced after M&As, so it alters the industry structure.
Show PowerPoint Slides 9.8 to 9.11
Horizontal Integration
 Teaching Tips
A McGraw-Hill Connect online interactive exercise is available that covers the horizontal integration in more detail. This is an area we have noticed that tends to be more difficult for students to understand, so some extra practice with the concepts can be particularly beneficial. You may wish to assign this as an auto-graded homework for the students. It covers Learning Objective 9-2. 

B. Strategy Highlight 9.1 Food Fight: Kraft’s Hostile Takeover of Cadbury
Cadbury has a strong position in emerging economies and Kraft needs access to these markets so it won’t lose the competitive advantage. But the entry barrier seems very high for Kraft as it executes a hostile takeover of Cadbury. This horizontal integration, if successfully implemented, will reshape the candy and gum industry worldwide.

Show PowerPoint Slides 9.12 to 9.13
Kraft Takeover of Cadbury
V. Gaining & Sustaining Competitive Advantage Mergers and Acquisitions
A. Many M&As actually destroy shareholders’ value, yet they continue to happen in a wide variety of industries. Why? 
Show PowerPoint Slides 9.15 to 9.18
Mergers and Acquisitions
 Teaching Tips
In this section, the textbook discusses the three major reasons why many firms still desire M&As. Adidas acquired Reebok in 2006 to overcome competitive disadvantage by generating synergies and economies of scale so the company can at least compete with Nike and other competitors. On the other hand, some firms do possess better capability in using M&As to establish a competitive edge such as Cisco acquiring Linksys and WebEx to enjoy complementary assets. Managers sometimes have their own agenda when using M&As for their own benefits in terms of pay, power, and prestige and this is part of the “principal–agent problem.”
VI. Strategic Alliances: Causes and Consequences of Partnering 
A. A strategic alliance is a voluntary arrangement between firms. It is a relational view of firms’ competitive advantage. Firms enter strategic alliances for the following reasons: strengthen competitive position, enter new markets, hedge against uncertainty, access critical complementary assets, and learn new capabilities. 

Show PowerPoint Slides 9.20 to 9.24
Strategic Alliances: Causes and Consequences of Partnering
 Teaching Tips
Strategic alliances allow firms to enjoy flexibility, which is not granted from M&As. By cooperating and collaborating with partners, firms co-evolve with each other and form what Michael Dell called “virtual organization.” 
A McGraw-Hill Connect online interactive exercise is available that covers the strategic alliances in more detail. As shown in Exhibit 9.4, this is an area of rapid growth in the last couple of decades. You may wish to assign this as an auto-graded homework for the students. It covers Learning Objective 9-4. 
Slide 9.24 discusses Strategy Highlight 9.3 about the collaboration between Pixar and Disney. At the bottom of this slide is an embedded video about Pixar. It is a six-minute video by The New York Times on “behind the scenes” activities at Pixar headquarters in Northern California. The video link is also here: http://video.nytimes.com/video/2011/02/09/movies/1248069625002/a-rare-look-inside-pixar-studios.html?scp=1&sq=pixar&st=cse. 
B. Three types of alliance governance structures: (1) non-equity alliance, (2) equity alliance, and (3) joint venture.  

Show PowerPoint Slides 9.25 to 9.29
Governing Strategic Alliances
VII. Alliance Management Capability
A. Partner selection, alliance design, and post-formation alliance management are essential to a successful alliance. Many alliances fail due to problems in post-formation management. 
Show PowerPoint Slides 9.31 to 9.35
Alliance Management Capability
 Teaching Tips
Students need to understand that any relationships must be managed well in order to prolong the life expectancy of it. Careful selection of partners to see if they have cultural fit, complementary assets, and willingness is important. Once entered into the alliance relationship, firms need to establish trust by acquiring information and knowledge from each other so participating firms will have the chance to enhance their understandings of one another.
VIII. Strategic Networks
A. Social structure contains network nodes and ties. Network structure facilitates firms to achieve objectives that cannot be done by one firm. The firms’ position in a network plays a vital role in affecting the firms’ performance. 

Show PowerPoint Slide 9.37 to 9.41
Strategic Networks
 Teaching Tips
Slide 9.37 is a shortened version of Small Group Exercise 2 from the back of the chapter. It requires that each group have Internet access for an in-class activity. Students are often quite interested in looking up the social media of the brands and firms they use frequently. There are two ways we suggest you could use this assignment. The first is to compare three firms in the same or closely related industry. In this way, the students have a chance to compare distinct approaches for similar products or services. The second is to choose three firms in widely different industries. Here, the chance of differentiation is higher among the firms but you lose the comparative quality of the first option. 
While business giants risk becoming too cumbersome to act and react efficiently, network organizations contract out many business functions. In essence, managers in network structures spend most of their time coordinating and controlling external relations. For instance, Gap is outsourcing its clothing production to a network of 700 suppliers, more than two-thirds of which are based in low-cost Asian countries. Not owning any factories, Gap can be more flexible than many other retailers in lowering its costs, which aligns with its low-cost strategy. 
Exhibit 9.8 on Slide 9.40 is worthy of some discussion if you can make the class time for it. In particular, we like to bring out the difference in positions of Firm A and Firm B. Most students will think Firm A is in a very strong position; however, Firm B is actually a key player in important boundary spanning roles for this whole network (including Firm A). The myStrategy exercise at the end of the chapter may be useful for students to think about. The value of weak ties is underestimated in both organizations and individuals. Particularly for students doing job searches or looking at career changes, the exploration of weak ties can be quite fruitful! 
Additionally, a McGraw-Hill Connect online interactive video exercise is available that covers the power of social networks in more detail. The video is a Stanford professor providing an example of using digital networks for a very poignant purpose… to build a bone marrow network of donors for a specific under-represented group. You may wish to assign this as an autograded homework for the students. It covers Learning Objective 9-7. 
IX. 
 CHAPTERCASE 9 / Consider This…
A.  We revisit the opening case with extended information focusing on the collaboration between Facebook and app developers like Zynga. Suggested thoughts/answers to the case questions are provided next. 
Show PowerPoint Slide 9.42
Facebook and Zynga / Consider This…
X.  Take-Away Concepts
A.  Here we list the take-aways for a student review of key points from the chapter.  
XI.  Key Terms
A.  Here we show the key items from the chapter for a review and test of understanding.

END OF CHAPTER ANSWER GUIDE

 Teaching Tips
A variety of case, discussion, ethics, and explicit small group questions are provided at the end of every chapter. Instructors may find it useful to assign some for homework and some for general class discussion. Many concepts in strategy do not yield hard and fast answers, and if the students have a chance to interact some early on in the course it helps stimulate better discussions on issues of nuance or context, which are internalized best through discussions or intensive written assignments. 
We have found that having a brief small group activity early in the class period helps generate better discussions for the entire class period. There are at least three reasons for this. First, it gets students out of the “sit back and absorb” mode since they need to contribute ideas to the team. Second, it allows the students to speak up in class discussions about what the group thought. This is a more comfortable method for many than simply stating their viewpoint for the class to critique. Finally, having the small group discussion permits the students to verify some of their own thoughts and strengthen the logic of their points before expressing them to the whole class. 

CHAPTERCASE 9 / Consider This…
1. Based on ChapterCase 9, what do you see as some of the main differences between MySpace and Facebook? How do their business models differ? What are the strategic implications of these differences?
· A major difference is that Facebook has more apps and attracts more users, largely from college student populations. Moreover, Facebook has a high degree of international visibility and attracts users worldwide.

· MySpace was acquired by News Corp. and became a subsidiary of News Corp., focusing on ad-heavy markets such as the U.S., UK, and Germany. Facebook, on the other hand, remained a private company with large shareholders such as Microsoft and Russian investment firms. This structure allows the company to pursue a strategy of “users first and profit later.” The strategic intent is to create network effects.
· Since both Facebook and MySpace serve as Internet portals to gain access to other individuals and groups, they create online communities. As long as they accumulate enough users, the companies have a better chance to leverage network effects for their business purposes, such as paid apps, online marketing, communications, and even shopping platforms, and so on.

2. App developers like Zynga have been credited with much of the reason for the rapid growth of both Facebook and various brands of smartphones. Yet managing eight or more delivery outlets can be difficult for new firms like Zynga to coordinate. What suggestions do you have for how these young firms might handle these relationships successfully?
· Students, for example, may answer: To establish alliance relationships with the eight outlets and offer the same product platforms. In this way, online credits can be used across different platforms to maintain the users’ interest in playing the games and purchasing credits (from your Nintendo Wii to your Android Smartphone!). 
· The use of joint marketing practices such as promotions that can apply to games regardless of the outlet can also be an effective way of managing the relationships with different outlets.
3. Go to Zynga’s website and look at the most recent press announcements from the company. Is the firm using more acquisitions or alliances in building its business? What seems to be the primary reason for this activity?
· Zynga acquired wonderland software in 2011 and the primary reason is to grow their market share, as well as the complementarity. Ask students to refer back to the benefits of acquisitions in the textbook.

· Zynga also established a relationship with Lady Gaga for her new album and clearly this serves as a marketing practice to attract younger users.
4. Given Zynga’s recent activities in network building, what do you see as advantages and disadvantages of Zynga’s network strategy?

· Zynga should be cautious about its pursuit of expansion strategy. Ask students to recall the dotcom bubble in 2000. So many virtual companies were pursuing high growth and trying to attract more users and awareness, but in the end many firms did not have a sustainable way to maintain steady revenue streams and they went out of business. Zynga should establish a strong internal organizational resource base and capability pool first before pursuing expansion strategy. If all of their distinctiveness is in their networks, they will not have enough of a “core” to keep the network vital. 
Discussion Questions
1. Horizontal integration has benefits to the firms involved. Consider the consolidation in the event promotion business when Live Nation bought Ticketmaster in 2010. List some specific advantages of the acquisition for Live Nation. Do you see any downside to the merger?
· Recall from the chapter the benefits of horizontal integration strategy. Live Nation enjoyed the reduced competitive intensity, lowered the cost through scale economies, gained access to new markets and distribution channels, and increased differentiation with more brand names.

· The downside of the mergers perhaps is the integration failure that might occur during the M&As, because combining two firms requires strong leadership and cultural compatibility and it takes time to fully integrate two firms as well. So those might be a downside of the merger. Also, as a consumer, the consolidation could lead to higher prices unless a substitute service is found. 
2. The chapter identifies three governing mechanisms for strategic alliances (non-equity, equity, and joint venture). Provide the benefits for each of the mechanisms.
· The answer can be found in Exhibit 9.5: Key Characteristics of Different Alliance Types.
3. The alliance purpose can affect which governance structure is optimal. Compare a pharmaceutical R&D alliance with a prescription-drug marketing agreement, and recommend a governing mechanism for each. Provide reasons for your selections.
· In 2009, Seattle Genetic entered an agreement with Millennium Pharma for R&D on the drug for lymphoma. It is an equity alliance and both parties used equity investment as the governing mechanism. Both parties exchanged both explicit and implicit knowledge for the new drug to cure lymphoma.
· The textbook noted the use of non-equity alliances between Genentech and Eli Lilly. It is a vertical alliance and Genentech is responsible for R&D, while Lilly is responsible for manufacturing and distribution. Both parties used licensing agreements (contracts) to ensure the alliance functions appropriately.
4. Alliances are often used to pursue business-level goals, but they may be managed at the corporate level. Explain why this portfolio approach to alliance management would make sense.
· Corporate strategy is about diversification, and strategic alliance can certainly be viewed as a means of helping firms achieve diversification. Firms can strategically ally with partners vertically or horizontally and it may assist the firm to achieve scale or scope economies or, many times, both. Later on, the firm can decide whether to use M&As to truly diversify horizontally or vertically.

5. Describe the difference between a strong tie and a weak tie in a network. How are weak ties sometimes more useful to the firm/individual?
· Strong ties are characterized by trusting relationships established through frequent, face-to-face interactions between managers over time and may even include friendships across different firms.
· Weak ties are characterized by infrequent and shallower interactions. They tend to be governed by contractual arrangements. 

· Usually a firm maintains a larger number of weak ties in order to acquire explicit knowledge for immediate use or operational routines. 
Ethical/Social Issues

Ethical/Social Issues

1. If mergers and acquisitions quite often end up providing a competitive disadvantage, why do so many of them take place? Given the poor track record of such outings, is the continuing M&A activity a result of principal–agent problems and managerial hubris? Are there other reasons?
· There are three major reasons why we still see lots of M&As. Those reasons include the desire to overcome competitive disadvantage, superior acquisition and integration capabilities, and principal–agent problems.

· Principal–agent problems, as well as managerial hubris, often contribute to the poor performance of M&As. Other reasons might include the fact that firms pay a premium to merge and acquire other firms. This premium consumes too much of its internal financial resources. Further, the firm’s integration capability might dilute the resource allocations that lead to the failure of creating synergies. An example for this case is the merger between AOL and Time Warner.
2. Alliances and acquisitions can sometimes lead to less access or higher prices for consumers. Comcast is buying NBC Universal. When one content provider and the Internet access provider are the same, will this lead to some content being favored over others on the Internet? For example, will Comcast want to send Universal movies with faster download capabilities than it sends a Harry Potter movie from Warner Bros.? (If so, this would violate a net neutrality policy that has generally been honored—that all information on the Internet is treated equally as far as speed and cost per size of content.)
· One can never rule out the possibility that a firm would act in its own best interest. Because business is business, being profitable and maximizing shareholders’ value is usually their primary objective. In this case, with Comcast buying NBC Universal, Comcast might not alter the download speed, but almost certainly Comcast will try to strongly market Universal Studios’ products with its own resources and capabilities.

3. When a firm builds a strategic network of alliances, there is often concern about the fair treatment of all the firms in the network. What are some ways an alliance management organization could mitigate concerns about equitable treatment within the network of firms?
· The use of certain governance mechanisms may reduce the harm to some of the participating firms with less power and smaller size. The governance mechanisms may include contracts that put participating firms under legal protection or equity investment that increases the firms’ commitments in the alliance networks. Maintaining open communication channels to enhance mutual understandings is also important to ensure the longevity and function of the alliance network.

Small Group Exercise 1

Assume Southwest Airlines has just changed CEOs. The new CEO vows to make Southwest the largest airline company in the United States and plans to buy another airline to increase Southwest’s scale. As a team, review financial and routing data and make a recommendation to the new leadership of Southwest for its best potential partner. 
· Students will need to check the destination served by Southwest Airlines. They can go to the website, http://www.airlineroutemaps.com/, as well as Southwest’s website to see the destination cities.
· Also, the students may visit the airline company’s websites to see recent mergers and acquisitions between Southwest and other airlines and check on the increased service coverage by Southwest Airlines (who in 2011 was still absorbing the Airtran acquisition).
· Then the students will need to determine the best service region that Southwest has not yet tapped. They can determine the potential profitable city (based on size and demographics) and examine airline competitive intensity in the particular city/region. Then, they can finally determine which firm might be the best potential partner or target for M&As.
Small Group Exercise 2 
Two-thirds of the Fortune 100 firms have at least one Twitter account (the most popular platform); 54 percent have at least one Facebook fan page; 50 percent have at least one YouTube channel; and 33 percent have at least one corporate blog. A fifth (20 percent) of the companies use all four social media platforms. In your group, select three firms and research their social media web presence.
1. Do the firms seem to do a good job of managing their web identity?
· Firms doing a good job will have updated information. For example, the most recent blog should be in the last month at least. Twitter accounts and Facebook pages should be updated at least weekly with relevant information. Also, there should be cohesiveness to the messages issued across the different platforms. 
2. What differences do you find among the three firms?

· The instructors might want to ask the students to find firms from both Western and Asia-Pacific regions so they can find and compare the differences. The students may select firms that interest them the most, such as firms in the fashion industry, automobile industry, high-tech industry, and, perhaps, gaming industry. 
Strategy Term Project

Project Overview

The goal of the strategy term project is to give the student practical experience with the elements of strategic management. We will briefly discuss the project module questions and offer some guidance for the modules at the end of each chapter
Module 9: Strategic Alliance and M&A Strategy
· In this section, you will study your selected firm’s use of acquisitions and alliances to grow or change its business.
· Question 1 is answered by reviewing recent press releases and articles about the firm. Most mergers and acquisitions are closely followed by industry analysts and thus get reported on regularly. 
· Question 2 on alliances may involve information that’s a bit harder to find than that concerning Q1. Tell the students to try the annual reports and also check SEC filings to look for alliance information if it seems the firm itself does not issue press releases surrounding alliances (and a fair number do NOT). 
· Question 3 asks the students to analyze a sample of alliances to gauge the level of success. 

· For question 4, the student will need some knowledge of the organization under study. If the student has been successful at question 2 on gathering information on several alliances, a check of the titles of managers mentioned from the focal firm may help identify an alliance management organization.
· Question 5 is similar to Small Group Exercise 2 except now we are asking about their selected firm. 
myStrategy 9: WHAT IS YOUR NETWORK STRATEGY?

1. Draw up a list of up to 12 people at your university with whom you regularly communicate. Draw your network and connect every node where people you communicate with also talk to one another (in other words, indicate friends of friends). Can you identify strong and weak ties in your network?
· This is the first step in helping students understand the formation and composition of their own social network.

2. What is the degree of closure in your network? The density of your network reflects the degree of closure. 
· The students will follow the steps to calculate their network density.
3. Network density is bound by 0 and 1. Is a network density that approaches 1 the most beneficial? Why or why not? Think about weak ties, which can also be indirect connections.
· The student should understand that the density closer to 1 indicates that he or she has more strong ties in their social networks. It is still inconclusive when deciding whether it is beneficial or not. Because it might be the case that he or she has 12 close friends and that they only communicate with these 12 friends makes the student seem like they are living in a closed system. In such a case, it is not beneficial at all. Students should understand the importance of weak ties.
4. Compare your network to that of your group members. Do you find any commonalities in your networks? Who has the greatest social capital and why? What can you do to optimize your network structure? 
· Students will compare their density of networks, and the higher the density is, the more social capital one can enjoy because social capital is derived from the connections within and between social networks. It is a function of whom one knows and what advantages one can create through those connections.
· Ask students how they can maintain an appropriate network structure by having suitable numbers of strong ties and weak ties. How can they be active in their social networks so they can create more social capital?
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