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By breaking decisions into stages, executives can build flexibility into their plans
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In turbulent times, adaptability is critical. That's why today, flexibility is more valuable
than ever in business strategy.

Markets, technologies and competition are becoming more dynamic by the day. To
succeed in this environment, companies need to position themselves to capitalize on
opportunities as they emerge, while limiting the damage if adversity hits. This requires a
whole new level of flexibility.

Good managers have always been able to think on
their feet. But many widely applied tools of
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That is the essence of what is known as "real options" analysis, an approach that borrows
from the workings of the financial markets. Just as stock options, for instance, give the
holder the right, but not the obligation, to buy or sell shares at a given price at some time
in the future, real options give executives the right, but not the obligation, to pursue
certain business initiatives.

Start Small

Instead of making rock-hard plans and irreversible long-term commitments, the idea is to
create flexibility by breaking decisions down into stages. When building a new plant, for
example, it may be tempting to realize the full economies of scale by building the biggest
facility the company can manage. But it may be wiser to first build a smaller plant that
can be easily expanded later on. That way, if the market for the products the plant
produces should decline, a smaller investment has been put at risk. At that point,
managers have the option to scale down or abandon operations. On the other hand, if
things turn out well, they have the option to expand the plant.
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As a mind-set, this approach encourages managers to be flexible in their planning. In
more concrete terms, it allows them to value investment decisions and business initiatives
in a new way. Instead of making a decision based on a rigid financial analysis of a given
project as a whole, managers can analyze, from the start, the financial implications of
each step along the way and every potential variation -- without committing to anything
before they must. Once the project is under way, they also can account for the changing
value of each option as events unfold. All that information gives them a clearer
framework for decisions on whether to launch a project and whether to proceed, hold
back or retreat at each stage.
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* Building Ambidexterity Into an
Organization

By Julian Birkinshaw and Cristina Gibson
(Summer 2004)

For a company to succeed over the long
term, it needs to master both adaptability
and alignment -- an attribute sometimes
referred to as ambidexterity.
http://sloanreview.mit.edu/smr/issue/2004/s
ummer/08/

* Closing the Gap Between Strategy and
Execution

By Donald N. Sull (Summer 2007)

Volatile markets throw out a steady but
unpredictable stream of opportunities and
threats. In such environments, the
traditional linear view of strategy -- plan,
then execute -- is woefully inadequate
because it hinders people from
incorporating new information into action.
http://sloanreview.mit.edu/smr/issue/2007/s
ummer/12/

« Strategy as Improvisational Theater

By Rosabeth Moss Kanter (Winter 2002)
Under the current volatile circumstances, it
makes much more sense for companies to
follow an improvisational model -- that is, to
throw out the script, bring in the audience
and trust the actors to innovate on the spot.
http://sloanreview.mit.edu/smr/issue/2002/
winter/8/

What does this look like in practice? A
leading European auto maker was considering
two investment alternatives for the production
of a new vehicle. Under one alternative,
production would be based entirely in one
country. Under the other, the company would
set up plants around the world, allowing it to
switch production from site to site to take
advantage of fluctuations in exchange rates or
labor costs. The cost of the flexible system
would be higher. But the company decided
that the value of that flexibility, with its
promise of cost savings and increased profits,
exceeded the difference in cost between the
two alternatives. So it chose the multinational
plan.

Competitive Edge

Real-options analysis can also be useful in
helping strategic planners address the
challenges of competition. Many managers
already incorporate game theory into their
planning to help predict how competition will
play out. But with competition emerging and
evolving more rapidly than ever,
supplementing game theory with real-options
analysis can help companies be more flexible
in how they react.

Consider, for example, the question of
whether a company should aim to pre-empt
competition or choose to cooperate with other
players in a way that could expand the market.
This is a question of growing relevance as
sometimes-competing technologies are at the



heart of more products. In deciding whether to fight or cooperate, companies can use
real-options analysis to better quantify the value of each contingency, including the value

of the options that would be lost or gained depending on what competitive course is
chosen.

What this all adds up to is a portfolio of corporate real options, each with a value that will
change along with the company's developing markets. Those who manage that portfolio
most effectively will be in the best position to realize their company's growth potential.
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