Scenarios before Strategy

by David Gibbons and Krysty Wideen, Consultants with
The Refinery Leadership Partners Inc.

“However good our futures research may be, we shall never be able
to escape from the ultimate dilemma that all our knowledge is about ... forecasting and

the past, and all our decisions are about the future.” predictions are
based on past

knowledge, past
events, past trends,

-- Bill Ralston and lan Wilson in “The Scenario Planning Handbook”

Recent history has demonstrated that the world is unpredictable, but making
ever changing and volatile. Those who can figure out how to manage in decisions about
these circumstances will come out on top. However, many of the strategy is about
strategic planning frameworks and tools that have served management making decisions
well in the past simply are not enough to manage in today’s world. for the future

Many of these tools are about predicting the future, an arguably
impossible task. The answer to this is summarized in the quote above:
all our forecasting and predictions are based on past knowledge, past
events, past trends, but making decisions about strategy is about
making decisions for the future.

Nassim Nicholas Taleb’s book, “The Black Swan”, has generated a
whole new language around talking about future uncertainty by
examining highly improbable events. He uses the term Black Swan to
describe highly unlikely events that redefine and reshape the world we
live in. He cites examples such as the two World Wars, the events of
9/11, the dot com boom and bust, the success of the personal
computer, and even cultural fads such as the Harry Potter series. They
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The very nature of a Black Swan
event is that it can’t be reliably
predicted. What a person, or an
organization, can do, is be ready for
when they come. This hypothesis is
supported by the research on
managerial decision making. It has
found that prediction and forecasting is
very hard for most managers.
According to Hammond, Keeney and
Raiffa in their article in the Harvard
Business Review, “The Hidden Traps of
Decision Making”, most humans suffer
from a number of psychological biases
that hinder their ability to forecast the
future. Biases such as Overconfidence,
Prudence and Recallability tend to put
blinders on managers when they are
making predictions and decisions about
the future.

“key decision makers...
are so focused on short
term goals and solving
current problems.

They have little time
for strategic thinking.”

A great deal of research today has
examined why most organizations don’t
effectively prepare for these Black Swan
events. Lack of long term focus is one
of the reasons that Ralston and Wilson
list in their book, “The Scenario
Planning Handbook.” They go on to
explain that organizations are not good
at dealing with the volatility and change
that this world is now subject to
because key decision makers,

they argue, are so focused on short
term goals and solving current
problems. They have little time for
strategic thinking.

Another reason Ralston and Wilson
cite for why organizations are
unprepared is that they lack innovative
thinking. They get stuck in the same
pattern over and over again because
they, perhaps unconsciously, assume
that what has worked for them in the
past will continue to do so. The
successes they have had, and the
investment they have made in their
current business model, are what
ultimately disadvantage them when it
comes to change.

In “The Innovator’s Solution”,
Clayton Christensen and Michael
Raynor describe a similar phenomenon.
They identify numerous situations
where large, market dominating
companies lost their market share
because they didn’t have the capacity
or the desire to compete with
disruptive innovations. They argue that
disruptive innovations often go after
non-consumers or consumers in a
lower price point in their industries —
both categories of consumers that are
not those that larger existing
organizations want to fight for. This
enables new companies to gain ground,
and in some cases, ultimately overtake
existing market dominators. Examples
can be seen from the advent of
discount department stores such as 2
Wal-Mart or Target to Dell Computer
revolutionizing the way people buy
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Scenario Planning provides a
framework and process for guiding
organizations into the future. It helps
organizations anticipate and react to
disruptive innovations, be prepared for
Black Swan events, and ultimately,
develop effective strategy.

A great example of this is outlined
in “The Art of the Longview” by Peter
Schwartz. Royal Dutch/Shell was one of
the first companies to use this process
inthe 1970’s, largely due to a plannerin
their London Office at the time, Pierre
Wack. Royal Dutch/Shell’s business is
heavily dependent on the price of oil.
Oil prices are impacted by supply and
reserves, consumption, future demand,
political stability, etc.

Royal Dutch/Shell decided that
rather than predict what the price of oil
would do over the next five years, they
would develop scenarios describing
what would happen along the way for
different market turns. This allowed
them to be flexible and informed in
their strategic planning.

Schwartz goes on to describe how
in the mid eighties whilst most of the
major oil companies were busy buying
up any available oil fields (or companies
that had major oil deposits), Shell took
a more measured approach.

At the time it was common belief
that oil prices would continue to rise for
the foreseeable future and most oil
companies developed strategies around
this scenario (i.e. buying up assets).
Shell looked at scenarios where this
might not be the case. One scenario in
particular caused them to challenge this
prevailing belief — that the Soviet Union
could remove its limit on the amount of
oil/gas it would sell to Europe if it
needed the income to help an ailing
economy. While this was not the only
scenario that Shell used in its strategy
development process it did force the
company to be more critical in its
evaluation of any major acquisition or
capital expenditure. This helped Shell
avoid major write downs when the
Soviet market opened up with the
Soviet economy’s dramatic fall which in
turn caused a drop in oil prices and a
drop in the value of oil deposits.

What is Scenario Planning?

While Royal Dutch/Shell was the
first corporation to use scenario
planning, it was originally developed for
the military, this process has taken hold
as a way to develop corporate strategy

with an emphasis on ‘the long view’. 3
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In order to truly grasp the concept
and process of Scenario Planning, one
must be clear about what a scenario
really is. Scenarios are “stories of
possible futures”.

“One story is not enough because the nature of scenario planning is
not to make predictions, but to tell different stories about what may

They are narrative; they contain
plots, storylines, interrelated events,
characters, etc. Bill Ralston and lan
Wilson made a clear distinction about
what a scenario is and is not in their
book, “The Scenario Planning
Handbook”:

Scenarios are:

* Descriptions of alternative
plausible futures

e Significantly different views of
the future

e Movies of evolving dynamics
of the futures

¢ Decision-focused

e Results of management
insight and perceptions

Scenarios are not:
* Predictions
e Variations around a midpoint
e “Snapshots” of the outcome

* Generalized views of feared or
desired futures (best case,
worst case)

Scenario planning is a process by
which a company develops scenarios
representing different possible futures,
and uses these scenarios in strategic
planning.

happen if these factors change. ”

The company identifies what
factors in its external environment are
both difficult to predict and have a
strong impact on the company. Using
those factors, rich, engaging, and
realistic stories, or scenarios, are
created describing what future may
look like and how it got there.

One story is not enough because
the nature of scenario planning is not
to make predictions, but to tell
different stories about what may
happen if these factors change. The
remainder of this article will describe
the process of scenario planningin an
easy to following and practical manner.
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Scenario Planning 101

The most important starting place
is to recognize that Scenario Planning
takes time. Looking at possible futures
prior to strategic planning will require
commitment from the organization and
from those involved. Good scenario
planning will require lots of thinking,
debate, dialogue and research. The
exact amount of time needed to set
aside will depend on a number of
factors such as how far out the
scenarios take place, the complexity of
the issues the industry faces and how
difficult it is to research key uncertain
trends. At the very least, the team
involved in scenario planning will need
to meet several times to review the
data and the stories (scenarios) that
have been developed.

In most strategy development
sessions it is typical to have all the
senior executive, product or regional
executives and perhaps in some cases
have representation from a dedicated
planning department. While including
these people will be important in the
scenario planning process — creating
scenarios is different than creating
strategy and so it may be appropriate to
involve different people as well. In
some cases industry experts, customers
or other stakeholders can be invited.
Regardless, members of the team need
to be committed to the process.

Focal Question

Once the team is formed and time
has been set aside the next step is to
determine what question about the
future needs to be answered. Many
companies will be interested in looking
at how growth or expansion strategies
might evolve in the future; for example,

“What will the Chinese market for
minivans look like in 10 years?” Others
may be interested in more general
guestions about possible opportunities
or risk such as, “what will the
regulatory environment for
telecommunications in Canada look like
in 15 years?”

What is important to think about
when determining the focal question is
1) will the answer help to make
decisions about the company’s strategy
and 2) is it the right time frame for
decision making purposes. The focal
guestion should not be considered as
set in stone, it should be subject to
change as the team works through the
scenario planning process. One of the
key aspects of this process is that it is
iterative and challenges those involved
to break through their preconceived
ideas.

Critical Factors/Trends/Issues

Once a focal question is
determined, the team lists all of the
critical factors, issues and trends that
relate to the focal question. This
activity requires a true brainstorming
method — quantity, not quality, counts.
Once all of the ideas have been
exhausted, the next step is to classify
these factors into those that are
predetermined and those that are
uncertain. For example, population
growth may be an important factor but
it is also a fairly predetermined number
over the next 5-10 years (although
perhaps not over the next 20 years). A
factor such as consumers demand for 5
green products or what regulatory
environments will look like might not
be as predetermined over the next 10
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Method ¢ Inductive v Deductive

Two popular methods for
developing scenarios are the inductive
and deductive methods. The inductive
method is good for those that are
interested in developing an “official
future” or working from a significant
event and then examining variations of
that future. Managers work from their
focal question of the future such as
“What will be the purchasing habits of
newly retired baby boomers in the next
10 years”, and drive toward consensus
of what this future will be. One of the
key benefits of the inductive approach is
that it prepares an organization in detail
to manage a significant event or single
future. Some of the challenges with this
approach are that it tends to take quite
a bit of time and that it may narrow the
organization’s view of what possible
futures could be.

The second method is the
deductive method. When using the
deductive method, teams take the list of
all the trends and issues and select the
two that could have the most impact on
their key question and whose outcome
is most uncertain.

For example, for the question
“What will be the demand in China for
large cars in the next ten years?” two of
the most uncertain and highly
concerning trends could be 1) the health
of the Chinese economy, and 2) Chinese
environmental legislation related to car
use. Once the top two factors have
been identified they need to be plotted
into a two by two matrix. The
intersection of the top two factors gives
four possible futures, each needing to
be described in detail.
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Creating the Plots or Logics

This next step is one where a
team’s creative juices can really flow.
Here is where the scenarios related to
key factors are flushed out. For
example, “What would the future look
like if the economy was doing extremely
well and regulation was low?” In the
deductive method, start by naming each
of the four possible futures and have
fun with it.
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As each of these plots is being flushed
out, the factors listed early on that didn’t
make it onto the axes should be included.
They may not be the most uncertain or
most important but they will have some
sort of impact. Moreover they may
contribute to how the chosen factors play
out in future.

Jay Ogilvy and Peter Schwartz in their
article “Plotting Scenarios” recommend
using characters and events to help with
the narrative process. They use
newspaper headlines such as “The TSX
breaks through 17,000” or “Canadian
government passes a new technology tax”
to help authors to add detail to their

scenarios.
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Some other starting points or
methods to help with the writing process
include:

e a particular crisis and how industry,
the community, individuals and/or
government overcome it.

* Who the winners and losers are in
this plot

e Technological, political or social
revolution

* The ups and downs of a market

* Atechnological break through

* Anew leader emerges

e a David vs Goliath story where the
small guy overcame a great many
odds

It is important to remember that no
matter how the stories/plots are written,
they should be describing the answer to
the focal question. The plots should also
include sign posts or leading indicators for
each of the stories about the future,
helping the organization recognize when
this future is unfolding (or more likely a
variant of the story). It will also help
identify opportunities and threats to the
organization which will be useful in the
strategy building process.

Where the deductive method is
employed, the scenario building part of
the process is complete when there are
four comprehensive and compelling plots
of the future. The inductive method will
have one or more scenarios before it is
complete. Each scenario should give some
insight into what to look for to know that
this story is unfolding and the
opportunities and threats that await you
as it unfolds.

If a plot is bland, self evident or
doesn’t give any insight as to strategy, the
plot building part of the process needs to
start over and the stories should be
rewritten. Sometimes, new eyes on the
issue can help with this issue. A well 7
written plot will help immensely with
strategy creation.
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Now Onto Strategy

The process of building scenarios
can be tempting for starting to list out
initiatives, new product/service
offerings, geographic expansion
opportunities etc.

“To act with confidence, one must be willing to look ahead and consider
uncertainties...too many people react to uncertainty with denial”

However, avoiding these temp-
tations, and holding off looking at these
specific strategies until after multiple
futures have been considered will
create better strategy. By looking
forward independently from a
company’s own actions, strategies are
more likely to look farther afield. And
since most of the successful strategies
are ones that are different, this is a
good thing. Having created four
possible scenarios will also help
managers think about how to create a
flexible strategy — one that can change
to suit the future directions that the
market can take.

Techniques such as Kim and
Mauborgne’s Value Innovation/Strategy
Canvas or Christensen and Raynor’s
Disruptive Innovation, or Porter’s
Strategy Diamond in combination with
the scenarios can now be employed to
start building a great strategy.

Concluding

Strategic planning is about plan-
ning for the future of the organization.
The problem is, most of the infor-
mation available for planning is
historical data, and planning for the
future based solely on iterations of
the past has obvious flaws.

Scenario Planning attempts to
enrich this process by providing a
framework by which organizations can
consider possible futures. Futures that
may not be evident simply by looking at
past trends.

“To act with confidence, one must
be willing to look ahead and consider
uncertainties...too many people react to
uncertainty with denial”

— Peter Schwartz
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